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AFFIDAVIT

l, Andre Beaudry, of ottawa, ontario, co-operative expert, swearraffirm that:

1. I am the Executive Director of Co-operatives and Mutuals Canada ("CMC") and as
such, I have personal knowledge of the facts and matters hereinafter deposed to,
except where stated to be based on information and belief, in which case I verily
believe the same to be true.

2. Prior to taking this role with CMC, I served as Chief Advancement Officer at Saint
Paul University. I was responsible for collaborating with internal and external
champions to secure funds and establish Canada's first School of Social
lnnovation; Canada's first School of Transformative Leadership; the Mauril
B6langer Social lnnovation Workshop; a new Centre for Student Life; a new Centre
for Counselling and Psychotherapy; and a $1M fund to educate lndigenous
psychotherapists. Earlier in my career, I served as Director of Development with
the British Columbia lnstitute of Technology Foundation.

3. I make this affidavit in support of the application on behalf of CMC's application for
standing as a public interest intervenor in this matter.

Factual Background

Mountain Equipment Co-operative (MEC or Co-operative) concluded a bidding
process for an asset sale on August 28,202A (l.tAffidavit of Philippe Arrata, para.
7e(q)

No

4



5. On September 14, 2020, legal counsel representing the board of directors of
Mountain Equipment Co-operative flled a petition with this honourable court to
enter into insolvency proceedings through the Companies' Creditor Arrangement
Act ("CCAA") process.

6. The 1st Afiidavit of Mr. Arrata discloses that the Co-operative's directors entered
into an asset sale agreement with a U.S. Venture Capital Firm, Kingswood eapital
Management under a Canadian subsidiary, 1264686 B.C. Ltd., as of September
11,2A20. (the "lntended Asset Sale")

7, An initial order has been granted, staying creditor proceedings and permitting the
Co-operative to continue operating in the interim.

8. Upon information and belief, both the petition and the lntended Asset Sale were
executed without notice to the MEC's approximately five (5) million member-
owners. No attempts to canvas the membership regarding alternatives to the
lntended Asset Sale appear to have been made, No general meeting has been
called to address the issue of insolvency, or to propose insolvency proceedings
and the sale of substantially all of the Co-operativels assets. No attempt has been
made to canvas members regarding private proprietary information currently in
MEC's possession, No opportunity has been provided for the Co-operative's
members to or:ganize an effort to restructure the Co-operative as a Co-operative.

9. At present, it appears that a viable alternative to the sale of substantially all of the
Co'operative's assets is a legitimate possibility. The membership has rallied to
save the Co-operative on social media through the campaign 'Save MEC'. At least
one member group is now represented by Counsel, having raised over $90,000
for legal fees via crowdfunding, and collected approxirnaiely 130,000 member
signatures supportive of keeping the Co-operative from being demutualized
through the lntended Sale.

10.There is a growing possibility that membership, or a partnership including
members, could raise sufficient capital as part of a restructuring process that would
keep the MEC brand under the Co-operative's ownership, and preserve
employment and operations under the Co-operative's democratic enterprise.

1 1 ' CMC was founded in 1909 as the Co-operative Union of Canada. ln 2013, became
Co-operatives and Mutuals Canada when it merged with the Conseil Canadien de
la coop6ration et de la mutualitd (CCCM), which had been established in 1g44.

12' Co-operatives and Mutuals Canada (CMC) is a nationallbilingual apex
organization with a mandate to support the development of Canada-'s national
ecosystem of 8,000 small, mid-sized and large member:owned co-operative
enterprises (businesses).

13'CMC'$ members are Canada's largest financial and non-financial co-operatives
and mutuals, provinciallterritorial co-operative associations, and national sector
federations. ln addition to representing some of the largest employers in their
respective provinces and territories, CMC also provides a voiCe to 99.1o/o ot
Canada's active non-financial co-operatives thal are small and medium-sized
enterprises (SME).



14.The co-operative sector in Canada is a major contributor to the national economy,
representing $85.9 bitlion in business volume per year, with $503 billion in assets,
31.8 million members, and employing 182,253 individuals.

15,CMC wishes to apply our expert knowledge of the co-operative model to make
submissions related to the public interest in preserving the legal authori$ of BC
Go-operative Associations Act (the "Act"), an Act five (5) million members of the
Co-operative rely on to preserve their ownership of the Co-operative. MEC's five
(5) million member-owners are part of the nine (9) million Canadians who own 31 .8
rnillion co-operative memberships in co-operatives. The authori$ of the Act has
been put in jeopardy by the Co-operative's petition for approval of the lntended
Asset Sale under the CCAA

16.The Honourable eourt should be advised that a ruling in the present case may
impact the ownership, financial and governance rights of nearly 32 million
Canadians who are members of a co-operative.

17.Co-operatives across Canadd, while corporations, are legally distinct enterprises
from other types of business corporations, both in law and practice. Uniquely, the
Co-operative model is animated by seven shared co-operative principles. These
principles are the following as set out by the lnternational Co-operative Alliance
(rcA):

1. Voluntary and open membership- Co-operatives are voluntary organizations
open to all persons able to use their services without discrimination.

2. Democratic member control- Co-operatives are democratic organizations
controlled by members, who actively participate in setting their policies and
making their decisions according to the rule'one member = one vote'. The men
and women serving as elected representatives are accountable to the
membership,

3. Member economic participation- Members contribute equitably to, and
democratically eontrol, the capital of their co*operative. Surplus is allocated
according to co-operative principles to the benefit of members in proportion to
their transactions with the Co-operative.

4, Autonomy and independence- Co-operatives are autonomous, self-help
organizations controlled by their members. lf they enter into agreements with
other organizations, including governments, or corporations, they do so on
terms that ensure democratic control by their members and maintain their co-
operative autonomy

5" Education, training, and information- Co*operatives provide education and
training for thelr members, elected representatives, managers, and employees
so they can contribute effectively to the development of the co-operative.

6. Co-operation among co-operatives- Co-operatives serve their members by
working together to strengthen the co-operative movement.



7. Concern for community- Co-operatives work for the sustainable development
of their communities through policies approved by their members.

Attached as Exhibit '(A" is a CMC article discussing the international co-
operative principles.

18.There is limited case law interpreting the nature of co-operatives, but what does
exist is supportive of co-operatives as corporate bodies that are distinct from
business corporations. The federal Tax Court of Canada, in Joncas v. the Queen
considered the distinct nature of co-operatives citing, "the co-operative is a unique
form of partnership originating in the spirit of economic developrnent and mutual
aid. This mode of operation has managed to meet market needs such that it is now
an important part of our economy and has evolved in various forms. Among the
features that distinguish the co-operative from other entities is the fact that its

customers are its owners and that it therefore acts, above all, in their best
interests.. . " The court proceeds to cite "a co-operative is a partnership of members
who have common economic and social needs and who, with a view to satisfying
those needs, join forces to operate a business in accordanse with certain rules of
action specifie to the co-operative movement..." Attached as Exhibit "8" is an
excerpt with the above quote from Joncas v. the Queen.

19.The leading U.S case, Puget Sound Plywaod, lnc. v. Commissioner of lntemal
Revenue reviews the distinct history of the Co-operative movement finding 'three
guiding principles' for the definition of operating on a co-operative basis, '(1)
Subordination of capital, both as regards controloverthe co-operative undertaking,
and as regards the ownership of the pecuniary benefits arising therefrom; (2)
democratic control by the worker-members themselves; and (3) the vesting in and
the allocation among the worker'-members of all fruits and increases arising from
their co-operative endeavor (i.e., the excess of the operating revenues over the
costs incurred in generating those revenues), in proportion to the worker-members'
active participation in the co-operative endeavor." Subsequent Revenue Rulings
emphasized that these principles were necessary to a determination that a
business was operating on a co-operative basis. Attached as Exhibit n'C" is a copy
of Puget Eound Plywood, lnc. v. Commissioner of lnternal Revenue.

20.|n the event this Honourable Court allows the CCAA process to circumvent the
eubstantive and procedural provisions of the Act, it would have the etfect of
permitting Co-operative boards to sell member-owned enterprises without any
opportunity to restructure internally. This would, in effect, vitiate the legal distinction
of eo-operatives from other legal persons, as well as the authority of all provincial
co-operative legislation in circumstances of a cooperative's illiquidity.

21. Permitting the lntended Asset Sale without upholding member governance rights
as enshrined in provincial co-operative legislation will severely undermine the
Canadian co-operative sector as a whole, weakening the member rights and
capital contributions to co-operatives of more than 31 million Canadians. I verily
believe that this cannot be the intent of parliament in enacting the CCAA.

Z2.There are several examples of large co-operatives restructuring with member
participation, and one could argue that it occurs anytime a co-operative calls on its



members in moments of difficulty to help restructure the business accordingly. For
instance, asking members to not receive patronage refunds, issuing non-voting
shares, increasing membership fees etc. For example:

a. Vancity issued investment shares as part of itsfinancial restructuring, which
sold out in 24 hours;

b, The Co-operators. restructured as a multi-stakeholder co-operative in the
1 980s;

c. The recent conversion of six Quebec dailies of the Groupe Capitales Mddias
(GCM) would not have been possible without raising worker and reader-
community investments (as well as provincial and solidarity funds) to pieee
together the buy out,

23.There is a strong public interest in ensuring the Co-operative model rernains
sustainable and resilient in the face of legal processes that may be abused, and
result in the flight of valuable social and financial capital away from Canadian
citizens and Canadian communities.

24.1 verily believe that the application of federal jurisdiction under the CCAA to the
authority of the provincial co-operative legislation is an unsettled area of law, that
potentially engages constitutional issues such as 'paramountcy' and
'interjurisdietional immunity', I submit that it is in the public interest to include
submissions from CMC as a national representative of the sector with the capacity
to bring the sector's unique perspective to these proceedings.

25.1 further verily believe CMC is able to bring resources to assist the court in
analyzing these novel issues as a public interest intervenor and friend of the court
with minimal or no prejudice to the parties.
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Values & Principles Events Programs Co*operatives and Mutuals About

Values & Principles

Co-operatives are based on the values of self-help, self-responsibility, democracy, eguality,
equity and solidarity. ln the tradition of their founders, co-operative members believe in the ethical
values of honestyr, openness, social responsibility and caring for others.

The co-operative principles are guidelines by which co-operatives put their values into practice.

1. Voluntary and Open Membership



Co-operatives are voluntary organisations, open to all persons able to use their services and willing
to accept the responsibilities of mernbership, without gender, social, racial, political or religious
discrimination,

2. Democratic Member Control

Co-operatives are democratic organisations controlled by their members, who actively participate in
setting their policies and making decisions. Men and women serving as elected representatives are
accountable to the mernbership. ln primary co-operatives members have equal voting rights (one
member, one vote) and co-operatives at other levels are also organised in a democratic manner.

3. Member Economic Participation

Members contribute equitably to, and democratically control, the capital of their co-operative. At least
part of that capital is usually the common property of the co-operative. Members usually receive
limited compensation, if any, on capital subscribed as a condition of membership. Members allocate
surpluses for any or all of the following purposes: developing their co-operative, possibly by setting
up reserves, part of which at least would be indivisible; benefiting members in proportion to their
transactions with the co-operative; and supporting other activities approved by the membership.

4. Autonomy and lndependence

Co-operatives are autonomous, self-help organisations controlled by their members. lf they enter into
agreements with other organisations, including governments, or raise capital from external sources,
they do so on terms that ensure democratic control by their members and maintain their co*operative
autonomy.

5. Education, Training and lnformation

Co-operatives provide education and training for their members, elected representatives, managers,
and employees so they can contribute effectively to the development of their co-operatives. They



inform the general public - particularly young people and opinion leaders - about the nature and
benefits of co-operation.

6. Co-operation among Co-operatives

Co-operatives serve their members most effectively and strengthen the co-operative movement by
working together through local, national, regional and international structures.

7, Concern for Community

Co-operatives work for the sustainable development of their communities through policies approved
by their members.
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loFFrcrAL ENGLT,SH TRAN SLATTONI

l9e9-342r0T)G

BETWEEN:

RAUL.AIME JONCAS,

Appellant.

and

Her Majesty The Queen,

Respondent.

Appeals heard on July 8 and lA,AA\Z,at Qudbec, Quebec, by

the Honourable Judge Louise Lamarre Proulx

ABpSarances

Counsel fur the Appellant: Rend Roy

Marie-Hdldne Bdtournay

Counsel for the Respondent; Anne-Marie Boutin

JUDGMENT

The appeals from the assessments made under the Incame Tsx Act for the I 993, I 994 and I 995 taxation years
are allowed, with costs, and the assessments are refered back to the Minister ofNational Revenue for
reconsideration and reassessmenl in accordance with the attached Reasons for Judgment.

Signod at Ottawa, Canada, this 28tr day of November 2002.

"Louise Lamarre Proulx"

J.T.C.C.

loFFlcrAL ENGLTSH TRANSLATTONI



Date: 20021128

Docket: I 999-3421 (IT)G

BETWEEN:

PAUL.AIME JONCAS,

Appellant,

and

Her Majesty The Queen,

Respondent.

Reasons Eor Judcment

Lamarre Proulx, J.T.C.C.

tl] These appeals concern the I 993 to 1995 taxation years.

t2] The point for delermination is whether the appellant incurred an amount of $162,325.?l for the purpose of
gaining or producing inconre fronr a business or properry within rhe meaning of subparagraph 40(2xg)iii) of the
Income Tbs: !cl (the "dcl") and is thus entitled to an allowable business investment loss undir paragraph 38(c) of the
/c't for the 1993 taxation year.

13] At the outset of the hearing, the parries inforrned the Court that tlrey had reached agreements on a few points.
as follows:

ITRANSLATTONI

(a) The amount of the business inveslmetrt loss is $162,325.?7,and the respondent adnrits that the loss has thecharaoteristics required by palagraph 39t lXc) of the.4ct. "l'he remaining issue therefore is the one regarding therequiremeni of subparagraph 40(2Xg)(ii) of the rlcr, that the debt or right was acquired lor the purpose ol.gaining orproducing inoome from a business or property.

(b) For the 1993 and 1994 taxation years, the appellant has admitred that he must add the respective amounts of
$ l5'488 and $6'421 as income front his medical profession in rrnpoting his income for those years. Those amounrsare those referred to in subparagraph 8(e) of the amendecl Reply to rhe No(ice of Appeal (the ,,Reply,'). Therespondent has agreed to delete the penalties in respect of those amounts, which penalties are refcrred to insubparagraphs 8(f) and (g) of the Reply.

(c) According to subpara-graphs 8(h) to (k) of the Reply, the Minister of National Revenue (the ,,Minister,,) hasadded an amount of $8,657.16 to the appellantl, inro*. for the 1995 taxation year in respect of a benefit relati'g tothe use of a motor vehicle put at hisrlisiosal by 162481canada Ltd. The appellant was the principal shareholder ofthat corporation' That alrlount ntust be ieducei to $2,992.34, u"""rJing to the respondent, because the appellant wasonly in canada for the last four months of the year. However, rhe appeilant dispuies the iriclusion of that benefit.

(d) The respondent consents to the write-off of $3,586.19, which was included in computing the appellant'sincome in respect of a benefit relating to the use of a snowmobile and described in subparagraphs g(l) to (p) of theReply.

(e) For the purposes of the bill of costs, the parties agree that the tariffthat shoukl apply to these appeals isTariffB.

t4] With respect to the benefit relating to lhe use of a motor vehiclc, the Minister relied on the follorving facts:

ITRANSLATTONI

(h) During the 1995 taxation year, the appellant was the principal shareholder of l624gl canada Ltd.;



(i) During lhe entire 1995 taxation year, 162481 Canada Ltd. put a motor vehicle at the disposal of the
appellant and/or a persotr related to him;

0) During the 1995 taxation year. 162481 Canada Ltd. was the lessee of the motor vehicle put at the
appellant's disposal; the rnonthly cost of that lease was 5721.43;

(k) For the appellant's I 995 taxation year, the Minister of National Revenue added the amount of $8,657, l6
(9721 .43 x l2 monrhs) to the appellant's income in respect of a benefit relating to the use of a motor vehicle;

15] The amended Notice of Appeal srales the following on this subject:

ITRANSLATTONI

13. In addition. the agents of the resporrdent have added taxable benefits fronr the use of a snowmobile and a
motor vehicle to the appellant's income for the 1995 taxation year.

18. The appellant further appeals from the Ministsr's decision to tax taxable benefits for the 1995 taxation year
regarding Xhe use of a snowmobile and a motor vehicle because those assets were never used for his personal
purposes during that taxation year.

16] A tax expert flom the accounting firm of Price Waterlrouse Coopers sent a letter dated September 2?, I998,
stating the following (Exhibit A-15):

ITRANSLATTON]

TAXATION OF A BENEFIT FOR THE USE OF A MOTOR VEHICLE

During the years in issue, Dr, Joncas owned a truck fhat was registered in his name until Decemb er 19g7.

Corporation 162481 Canada Inc. owned a car. When Dr. Joncas left Blanc-Sablon, he and the oorporation
exchanged vehicles without there being a change of owner. Dr. Joncas continued to pay for the registration and
itrsurance of his truck, and the corporation did the same with respect to its car. Dr. Joncas therefore received the use
ofthe car in exchange for the use ofhis truck by the corporation. Consequ.ntly. he received no benefit through that
transaction.

f7] At paragraph I 8, the amended Notice of Appeal reads as follows on the subject:

ITRANSLATTONI

18. The appellant further appeals from the Minister's decision to tax taxable benefits for the 1995 taxatiop year
regarding the use of a snowmobile and a motor vehicle because those assets were never used for his personal
purpclses during that taxation year.

18] The appellant stated in his testimony that the car had not been leased as was stated in the Reply. The car was
the property of tlte corporation. and the corporation hacl let hirn use it i1 Qudbec because he had allowed. the
oorporation to use his truck in Blans-Sablon. That is rrot what was stated in the amended Notice of Appeal. In a
letter dated January 15, 1999, the appellant gave tlre fcrllowing explanation ro an appeals offrcer pxtritrit A-16):

ITRANSLATTON]

(b) 'faxable benefit for the use of a nrotor vehicle provided by I 6248 I Canada Tnc.



I admit that that vehicle had been put at nry disposal for personal and business purposes for four months of
1995 (i.e., from September to December of that year). During that period, the vehicle was used for business for the
various compatties related to 162481 Canada lnc, The business and personal use portions for that period were
approximately 40 perqent for business and 60 percent for personal use.

Under the agreement I had with 162481Canada Inc., in exchange lbr my personal use of their vehicle, I lent
them my vehicle, a four-wheel-drive Ford F I 50 truck. They used my Ford truck for strictly business purposes
during all of 1995 (i.e.. l2 months).

Therefore, for four months I had access to thc use ofa vehicle provided by 162481 Canada Inc, for personal
(60 percent) arrd business (40 percent) purposes, and, in exchange, 162481 Canada lnc. used my personal vehicle,
which was in tslanc-sablon, for business purposes ( I 00 percent) for I 2 months.

For that exchange, in which I am at a financial loss, I have been assessed a taxable benefit of$8,567.

Whereas there was an exchange o{. vehicles; whereas 162481 Canada Inc. received a financial advantage
from that exchange; and whereas I gained nothing financially frr:m that exchange-it was quite the opposire-l ask that
this assessment, be vacated.

t9] A motor vehicle itrsurance policy (Exhibit A-14) was filed as evidence of ownership of the truck in 1995 and
of the appellant's use of it for the corporation's business purposes. It states that the effective period of the insurance
policy was from March 18, 1996, to March I 8, 1997, that ttre vehicle was to be used for pleasure driving, excluding
round trips to work, and that the appellant was the principal driver.

Business lnvestment Loss

ll0] The facts on whielr the Minister relied in disallowing this loss as an allowable business investment loss are
described in subparagraphs 8(q) to (aa) ofthe Reply:

ITRANSLATTON]

(q) For his 1993 taxation year, the appellant claimed a business investment loss of $222, 32S.77,which he
purports to have paid to the Lower North Shore Transportation Integrated Cooperative (hereinafter the
"Cooperalive"); the appelleurt thus clairned an amount of $166,744 (75 percent of 5222,325.77) as anallowable
business investment loss;

(r) The Cooperative was lounded on March 26,19g0.,

(s) The only document that was provided to the Minister of National Revenue is a financial statement of the
Cooperative for the period from Aprit I to November 30, 1990;

(0 At November 30, 1990, ll're 272 menrbers ol'the Cooperative holding 8,645 shares had invested $g6,450;

(u) The appellant provided no documents showing that he in fact lent the Cooperative the amount of
$222,315.77;

(v) The appellant provided no docurnsnts showing the Cooperative's activities;

(*) The Cooperative did nor carry on a business;

(x) The appellant provided no docuntents on the basis of which it coulcl be concluded ihat the Coopcrative lrad
ceased its activities;

(y) The appellant provided no documents on the basis of which it could be concluded rhat the Cooperarive had
assigned its properfy;

(z) The appellant provided no docurnents showing that he ha<l a debt ot$222,325.77 thathad beconrc
unrecoverable.

I I I ] The anrended Notice of Appeal states the following orr this subjecr at paragraphs 3 to I 0:



ITRANSLATTON]

3' The appellant is a doctor, a mentber of the corporation protessionnelle des mddecins du Qudbec, an. alsocarries on various commercial 
""attt Li"gt' some of which arelnvolved in passenger air transportation.

4' [n addition' during the 1993 taxation year, the appellant was a m3m-b9r of a cooperative having thecorporate natne "Lower North shore lntegrateo rransp#u;i;'c;;p"rative,,(herein"ilil ,,cooperative,,).

5' The cooperative offered certain adrrrinistrative services (accounting, bookkeeping, etc.) and operated atransportation business and owned a helicopter fbr that purpose.

f;.ro 
"Jo1l.:fjrllant 

was involved in the managenrent of the cooperativefor a number of years as chairman of rhe

7 ' The appellant left the board of directors of the cooperative in view of the potentiar conflicr of inrerestbetween his professional activities ur 
" 

piiyri.i* il ,l,.;i,;ffin orrn. cooperative,s business.
8' Given the fi.ancial difficulties facing the cooperative, the appeilant made advances to the corporativetotalling $222'325'a0, bc'ring inter;;t,." 

"irH" it, urnong-o,li;'-t,ing1, ro replenisrr the working capitar of thebusiness and to repay tht "d;ffi; tJ ilr" nnun.iur iniitution"ttrat trao financed the hericopter purchase,

3""unr. Il|:frTl,"#';];:t*to operating its business in I e93 and rrre amounrs advanced by rhe appelanr then

,'.l,,, ,"'l$l;:Tir:iiffifi: ?;;iLt,l#.toiation vear, the appeuant subsequenrry craimed ,,a business invesrment

f"l2l one nusf recall-the admissiotts that the parties made ancl that were refened ro at the starl of these reasons,that is' that the debt is in the amouni 
"r,fiezix .2? andrrrni i, rrr, ,r,. characteristics required by paragraph 391 r)(c) of the lc't' The only remaining i,rr. i, *t 

"ther 
rhe a.u, r* l*"i.:o f:^*" qu.rpo.., of gaining or producinginconre from a properry or t urinis *irrti; ;;; meaning of subparagr:rph a0(2xs:xii) of the.,Jcr.

ll3l upon hearing the evidence, I find that the amended Notice of Appearcorrecrry srated rhe fac*.
u4l James Fequet was the first witness' Mr' Fequer has been a chartered accountant since r990. He worked at the
ffff:"ttn* 

firm of samson et Bilair from l 9g6 to' 1 990. rn l sd;, ;" r"r-rned ro st-Augustin, where he is originary

[15] The articles of incorporation of the Lower North Shore Integrated Trarrsporration cooperative (the"Cooperative") were filed as e*rribiie'i. iilr'aooo.*ti".;r;;;j;;i"gun to be deveroped in 1989. TheCooperative was incorporated on rurur.f, ii,',i90, and its purpose was:

ITRANSLATTONJ

;ro r,3#irl1i-,?llmt in order to provide its nrenrbers with goods and/orservices in the fietd of maririme,

- To hold and use every transportation permit necessary in order to achieve the purposes of the business;

uurin.S ;;:utt"' 
lease or manage any apparalus, equipmenr or immovable necessary to rhe operation of rhe

;*","1131?'lifiJ'f"ffli,,iff;i:Tj:j.*t cooperative training of irs members in order ro promote rhe econonric

tl6l The appellant's name is the first indicated on the list of rhe l2 founders (naturat persons). The narnes thatrottow are rhose or rour merchants, 
" s"d;;;;;:l,i *"r;;';;;*1, ,r,. di;..;;r;i;r-io,rr" popuraire, a daylabourer' an informatiol o.fficer, 

" 
pr"*iri""i anriddrJmaiagei. nr? fir, of corporate members incrudes a numberof corporations of which'r" appetiani*"r ilJpri"cipar sharehorder.

Il7] Exhibit A-t also includes the reporl of the orga'izatio'al meering.held on May 20, lgga.The appellanr is
il:|of,1]:ffiil:: 

and Jarnes n"qu"t or r..r*rv. fr,.r" *rr. ro oin", dir".roru. a number of whom were on rhe



[18] Mr. Fequet was the director general of the Cooperativs until September 2s, lgg2,He remained secretary of
the board of directors until 1995. He and two other pmon, were the employees of the Cooperative.

[19] Exhibit A-2 is the Master Plan of the Lower North Shore Integrated Transportation Cooperative dated
October 1991. That document states thnt the Cooperative's head offiie is in St*Augustin and that there is a branch
office of the Cooperative on leased premises in Blanc-Sablon. The objectives of tlie Cooperative were, briefly
stated, to operate a business in order to provide its members with goods andlor services in the field of maritime, lancl
and air transportation and to prontote the economic interests of thiregion by promoting the economic interests of its
members.

[20] That same document states that there were I 77 members and four auxiliary members. Some 102 persons had
begun to pay their membership dues ol$550. At the time, the cooperative appeaiecl to have had six employees in
addition to Mr. Fequet.

t2ll The Cooperative also offered bookkeeping, financial statement preparation and business consultation
services. The Cooperative offered the services of Mr. Fequet and two assiitant accountants for that purpose.

f22J The same report (Exhibit A-2) states that a Bell 206 BII helicopter was bought for $500,000. The purchase
was financed by the Laurentian Bank, and the helicopter was operateti by Trans-C6te Inc.. a corporation of which
the appellant was the principal shareholder.

[23) l'he repoft also refers to a contract for the supply of services by the Cooperative to Essor Helicopters Inc. at
the Chevery Airpoft in 1990: the purchase ancl renovatlon of a building in St-Augustirr for the Cooperative,s head
office; the construction of a helicopter hangar at Chevery Airport; the installation of the aircraft fuel tank; the
management of a scallop farm pmject for the consortium P.e,S. Enr.; the purchase of office equipmerrt; the purchase
and resale of a barye and the participatic,n in various files of the departments of 'fransport and Health and Social
Servises.

!?1]" ,l*oort (Exlibit A-2) refcrs to a $ 1 ,0 1 3,000 tinancing agrcement wirh various banks. That agreemenrrcaos ln pan as tollows:

K' srarl-up Financing Agreernent with the Federation of caisses populaires.

During September l99l an agreement was reached between the cooperative, Laurenlian Bank of Canada,Federation of caisse Populaire' caisie Populaire de Lourdes de gianc sablon, caisse populaire de La Tabati6re,Caisse Populaire de Tdte a la Baleine arrd ihe socictd de Ddvelofp.*.nt tnourtriel (sDI) on a financing deal for thecooperative of $ I ,013,000 as follows:

Institution participgllg

Laurentian Bank olCanada $ 493,000 capital lease

Caisse Populaire de Blanc Sablon r.150,000 loan

50,000 credit margin

Caisse Populaire de La Tabatidre ,r I 50,000 lcran

. Caisse Populaire de Tete a la

Baleine *g5,000 loan

Cooperafive members g5,000 cornrnon share issue

gf ,0 t 3,000

The funds f'rom this financing project were.used to help finance the achievements mentioned in A to J, plusthe cooperative's start-up sosts and working capital.

*$ I 90,000 ol' these loans are guaranteed by the S DI.

125] The first arrd last financial statenlents prepared by an outside auditor are dated Novernber 30, 1990, and werefiled as Exhibit A-3. on page 8, in the chaptir entirted ;Long Term prrri;', u" ;,;;;;;;i3,o6o 
', 

indicated



respecting a "Note payable from a director, without interest nor terms of repayment". Exhibits A-4 and A-5 are draft
financial shtements prepared by Mr. Fequet.

I26J Exhibit 4-6 is a document written by hand by the appellant and addressed to the fwo serrior directors and to
Mr. Fequet, The appellant had ceased to be chairman in 1991, but he had remained an active advisor to the
Cooperative' That document is a sumrnary of a meeting held on February lg, lggz.The appellant reviewed the
decisions that had been taken and gave additional instructions for the management of the Cooperative's business.
The last page of the document is addressed in particular to James [Fequet].It states very cleariy that the amounts
lent by the appellant bear interest at the same rate as the rate granted to the Cooperative by the Laurentian Bank.

127) Exhibit A-? is a list of advanccs the appellant made to the Cooperarive. That list was apparenrly typed by
Revenue Canada officers' Mr' Fequet said he had typed the list by hand. lt states the date and amounfs of the
cheques written by the appellant to make the instalments payable on the helicopter. The amoults lent *ere spreacl
over the period from November I9, 1990, to May :5, 1993. Exhibit A-8 is the minutes of a directors' meeting dated
March I4, 1992. There were now four directors. The appellant was present but not as a clirector. The appellant
granted the Cooperative a $20,000 loan at l0 percent interest. That amount appears in Exhibit A-2. There were two
amounts of $10,000 each.

[28] Mr' Fequet admitted that the Cooperative had wanted to acquire Trans-Cdte Inc., a corporaritln of which the
appellarrt was the principal shareholder. Exhibit I-3, a letter from Mr. Fequet to an offrcial of ihe Centre cle sante de
la Basse C6te-Nord, states that thc Cooperative had acquired Trans-Cdte lnc. but explained that, tbr some reason,
the agreement had never been completed.

[29] The appellant testified. He is a physician and a native of Blanc-Sablon. He and his 1hrnily own a number of
businesses there. Befbre studying medicineo he had studied engineering.

t30] The appellant stated that another Quebec region had managed to establish an integrated transportatign
cooperative on a profitable basis and that this was the hope of thJmernbers for both their own economic purposes
and those of their rcgion. lle had made loans to the Cooperative to enable it to start up and get through its growth
period.

t3 l] As Exhibit A- l0' the appe llant filed a financial lease agreemerlt entered into between the Laurenrian Bank
and the Cooperative concerning the acquisition of a helicoptei for $+S0,000, That document is daterl April 24, l99l,
The appellant had signed it as president of the Cooperative. Exhibit A- l I is a demand nore clared April 24, 1991,
issued by the cooperative to the bank' Exhibit A-lz,clated April 29, lggl, also concerns the acqgisition of the.
helicopter' Exhibit A- I 3 is a surety dated April 24 th^twas signed by the appellant for the bank concerning rhe
helicopter acquisition.

l32J The appellant admitted that nrost of the loans to the Cooperative had been nrade to help it make the financial
lease payments on the helicopter acquired by the cooperative f:or the purposes of establishing integrated
transportation.

[33] Harold Bouchard^testified tbr the respondent. He had calculated the benefir as being in respect of a leased
velricle' corporation 162481canacla [nc. fronr which he had obtainecl the conrputerized siaternent ot'advances to
the appellant, which he filed as Exhibir I-5. did not explain the true nature of the payments.

[34] He also filed the various requests for information sent to the appellant, requests that apparently rvent
unanswered for a long period of time. The last olthe requests is dated January 15, 1997 (Exhibit I-6j. one request
had been made to Mr. Fequet on october 17 , lgg'lnxhibit I-7). l{owever, on February 2g, lggT,there is a letter of
that date from the appellant to Mr. Fequet, which was filed as Exhibit I-g. That letter requested financial statemenrs
and other docurnents frorn the Cooperative substantiating the btminess investnrent loss and the notice ol bankruptcy,

Argunrents

[35] Counsel for the appellant argued that the amounts of money lent to the Cooperative were interest-bearing.
Furthermore, the purpose of those loans was to enable the Cooperative to retain ownership of the helicopter, as a
result of which the appellant's various businesses, which were members of the Cooperative, were able to earn
business incorne.

[36] Counsel referred to thc (.hr;pc r'atit cs 1cl, Ii.S.Q., c. C-67.2. as arnended on July l, 1999, and argued tlat the
rebates provided for by that act were a source of income.



[37] Counsel for the respondent suggested that the appellant's purpose in his investrnent in the Cooperative was to
sell the shares he had held in a corporal,ion called Trans-C0te lnc,, not to benefit the businesses of which t1e
appellant was a shareholder.

t38] Counsel stated that paylnent of interest on the loans was not enforceable. No document clearly states that the
Cooperative undsrtook to pay interest on the loans. Furthermore, the rebales to the members of the Cooperative did
not constitute income. She noted, however, that the purpose of the Cooperalive was to provi6e services to its
members at lower cost, but she argued that the relationship between l6ans and income must be nore inrmerJiate.

t39] With respect to rebates, she referred to the (.'r.rr4xr rative.\ ,4ct, supra, in particular to subseclion 4(5) and ro the
relevant portion ofsectiorr 143 concerning operating iurptus or surplui earnings:

4, The rules of cooperative action are as follows:

(5) the surplus earnings or operating surplus must be allocatecl to the reserve or to rebates to members in
proportion to the business carried otr between each ofthem and the cooperative, or to other accessory purposes
determined by law;

CHAPTER XX

OPERATING SUI{PLUS OR SURPLUS EARNINGS

t43,

Rebates.

The rebates are allotted to the nrembers and to the auxiliary members, if any, in proportion to the business
done by each of them, durirrg that fiscal year, with the cooperative.

f"tL -i::y],*tTd to an article by Professor Roger Duran d, Les traits.iurirliques distinctifs de la coopdrative etdc ta compagnie au Qudbec, ( l9g7) I T R.D.U.S. 415, at page 476:

ITRANSLATTON]

' ' ' The allcltment of rebates to menrbers of a cooperative adheres to an exclusive rule; rebates are allofled tomembers in proportion to the business done by each of therl with the cooperarive, as stipulated by the Commissionon ( oo;it'l'aiivr: Pritre ilrlcs of the International Cooperative Alliance and as codified in tlie euebec legislation, Thatrule is based on the very nafure of the operating surpluses of a cooperative, which, it should be recalled, constituteall overpayments tnade by mernbers for the gootis anel services purchased frorrr their cooperative and nof profits. . . .

Conclusion

t1t t I shall begin by incJuding in the appellant's income a benefif in respecr of the personal use of a car. which isfhe property of a corporation of which he'is the principal shareholder. Apa* from the appellant,s statements that heallowed that corporation to use a truck of which he was the owner and that this constituf;d an exchange and not abenefit, there is no written evidence to that e ffect, The only tlocunrent fileel was the appellant,s proof of insurance ona truck but that was insurance fbr a year subsecluent to the one in question, and the use stated was pleasure driving.
There is llo corporate document. l'he Notice of Appeal does not state the exact facts. Accorclingly, the evidence isinsufficient to have the taxed benefit written off.

[42] Now let us turn to the allowable business investment loss. I will begin with the first point raised by the
respondcnt-that the appellant lent money to the cooferative so that it could acquire Trans-cdxe Inc., a corporation
of which the appellarrt was tlre principal shareholdei, It is inrpossible for me fo assess the weight and significance I
should attach to that statement. That is a point that should have been allegecl because evidenee is required in order
for it to be understood' In fact, no allegation was made on that point and iccordingly no evidence was brought to
explain or rebut it. I therefore set it aside.



[43] As to the binding force, or lack thereofl, of the agreenrent on interest, I find that the evidence showed that, if
the Cooperative lrad been able to repay the loans, it would have done so with interest.

l44l In my opinion, however, the evidence showed that the appellant's primary purpose in lending the amounts in
question to the Cooperative was to enable the Cooperative to have xhe necessary operating ftrnds and to retain
ownership of the helicopter.

[45] It was as a member of the Cooperative that the appellarrt lent it the amounts in question. A member of a

cooperative is not a shareholder. Section 5l of the,.1* provides that" to be a member ola coopera{ive. a person or a
partnership must have an interest as a user ofthe cooperative's services.

[46] The meaning that should be given to subparagmph a0t2XgXii) of the lcY is explained in ths decision of the

Federal Court of Appeal in Byram v. Oanada, I I 999] F.C.J. No. 92 (Q.L.). At issue in that case was a capital loss

from an interest-free loan granted to a corporation by a lender who was a shareholder. The Courl fbund that the loan
had been grantcd for the purpose of earning income lrorn dividends.

t47) The passages that I find nrost irrformative in helping to determine whether a debt was incurred for the purpose

ofgaining or producing inconte fronr a property or business are quoted:

I I It is not disputed that the Respondent issued interest-free loans to USCO {br the purpose of earning income
in the {brm of dividends frorn the company. The Appellant, the Crown admits that, in a broad sense, the disputed
loan was a device for financing the operations of USCO and that the expected return from the loan is through
dividend income.

l4 In contrast, subparagraph a0(?)(g)(ii) olthe Act provides that any capital loss from the disposition ofa debt
is deemed to be nil, unless the debt was acquired for the purpose of gaining or producing income from a business or
property. The relevant portions of this section read as follows:

a0(3xg) a taxpayer's loss, if any, from the disposition of properry,, to the extenr that it is . . .

(ii) a loss fronr the dispositiou ofa debt or other right to receive an anlourlt, unless the deb( or right, as the case
may be, was acquired for the purpose of gaining or producing income from a business or property (other than
excmpt income) or as consideration lbr the disposition of capital property to a person with whom the taxpayer was
dealing at arm's length, . . . is uil.

l5 Unlike paragraph 20(l)(c) this section only requires a single stage inquiry narnely whar was the purpose fbr
acquiring the debt. . . .

l6 The language olsection 40 is clear. 'Ihe issue is not the use of the debt, but rather the purpose tbr which it
was acquired. While subparagraph a0(zXg)(ii) requires a linkage between the taxpayer (i.e. the lender) and the
income, there is no nesd for the income to flow directly to the taxpayer from the loan.

17 Suclr an approach is also consistent with cornmercial realify. FrequentlS shareholders make such loans on
an interest'free basis anticipating dividends to {low from the aofivities financed by the loan. To adopt the position of
the Minister would require that this Court ignore this realiry. lt would also be contrary to the cornrnents of the
Supreme Court of Canada in Stubart Industries Ltd, v. The Queen, Commercial reality is to be considered by the
Courts in interpreting tax provisions like subparagraph a0(2xgxii) so long as it is consistent with the text and
purpose of the provision.

I8 The ultirnate purpose ol'a parent company or a significant shareholder providing a loan to a corporation is,
without question, to facilitate tlte perfcrrmance o{:that corporation ther.eby increasing the potential dividends issued
by the company. This purpose is clearly within the scope of both the rext ancl the purpose of subparagraph a0(2Xg)
(ii). a section which is directed towards preventing taxpayers from cleducting losses that are not incurred fnr the
purpose of earning income lrom a business or property.

l9 There is a growing body ofjurisprudence that considers current corporate reality as being sufTicient to
dentonstrate that the expectation of dividend income justifies a capital loss deductiorr under subparagraph a0(2Xg)
(ii). As articulated above, this approach is corrsistent with current corporate realities and the purpose of
subparagraph aO(2XgXii).



2l It is equally clear that the anticipafion of dividend income cannot be too renote. lr is trite law that sections 3
and'1 of the Act, in conjunction with the rules set out in subdivisions (a) through (d) of division B, esrablish rhat the
income of a taxpayer is to be detennined on a sourcc by source basis. Furtherntore, the availability of ce(ain
deductions under the Act, including subparagraph a0(zxg)(ii). require that some regard be given to the source of
inoome that is retevant to the deduction. Accordingly, a diduction'cannot be so far iemoveJfror its corresponding
income stream as to render its connection to the anlicipated income tenuous at best. This does not preclude a
deduction for a capital loss incured by a taxpayer on an interest-fiee loan given to a related corpoiation where it
had a legitimate expectation of receiving income through increased dividends resulting from the infusion of capital.

23 ' ' ' The determination of whether thers is sufficient connsction between the taxpayer ancl the income
earning potential ofthe debtor will be decided on a case by case hasis depending on the particular circumstances
involved.

[4s] According to tlut decision, the lender taxpayer need not derive income directly frorn the loan because
taxpayers sometimes gratrt interest-free loaus. expecting that the astivities financed by those loans will produce
inconre, Commercial realities must be taken into accounl. The question as to whether there is a sufTicient connection
between the debt and the taxpayer's income is decidecl on u ,*.-by-case basis on the facts of each case.

t49] In this instance, the nature of cooperatives must be considered. I r.ef'er on this point to the article by Jean-
Pierre DesRosiers, supra, at page 39:5:

ITRANSLATTONI

The cooperative is a unique form of partnership originatirrg in the spirit of economic development and mutual aid.
This mode of operation has managed to meet market ne edi such that it is now an important part of our eoonomy and
has evolved in various forms. Among the features that distinguish the cooperative frbm other cntities is the fact that
its customers are its owners and that it therefore acts, above ill, in their best interests. . . .

A cooperative is a partnership ol'nrembers who have common econonric and social needs an4 who, witS a view to
satisfying those needs, join forces to operate a business in accordance with certain rules of action specific to the
cooperative lnovement, irrcluding the tollowing: . . .

[50] As to the nature ofrebates. it seems established that they do not constitute a sharing ofprofits, but rather a
remittance of the costs of services rendered by the Cooperative to its rnembers. I refer onihis point to a passiige
from an articls in the appellant's book of authorities by Jean-Pierre DesRosiers, CA M. Fisc., entitled Lafiscalitd
des eoapdrutives et de leurs membres, APFF Congrds 1995, at page 39:14:

ITRANSLATION]

' ' ' A cooperative does not realize a profit or loss, but rather an operating surplus or surplus earnings, or a deficit. . .
' Deficits are charged against the reserve, whereas operating ,urpiures oi rurplu, earnings are allotted as rebates orpaid into the reserve in accordance with the menrbers' decision at the annual meeting.

2.5.1 - Rebate Payments

A rebate is a renriltance of_the overpayment made by members or an adjustment of prices of the goods and
services delivered or rendered to the cooperaiive. Itebate, ,r,uy not be paid from other sources ofincome such as
investments' It is expected that rebates nlay vary with the nature or quutity of the goods ancl services transacted.

t5 l] ln the appellantrs case, the ntonetary rewartl for his investrnent will not be potential dividend income, as in
Byram, supra,bul a rcductiolr in the oost of services required by his businesses in the course of their affairs, It
seems to me thax the relationship is just as close as in dre ..r. of , shareholder who lends to his corporation.

t52l The purposes {br which the appellant made the loans were business purposes. The loans were not made for
philanthropic or family purposes. His purpose in making the loans to the Cooperative was to facilitate and promote
the commercial activifies of his businesses and thus to iicrease his own income. I therefore conclude that the debt
was acquired by the appellalt lbr the purpose of earning incorne from his businesses within the meaning of
subparagraph a0(2xgxii) of the ..1 cr.



[13]- ^1!t- gleal is allowed on the following basis: (a) the appellant is entitled io deduct the amounr of
Sl 6232t.27 

i1 respeet of ellowablc busines;investtneot tn**es; (b) as. adrnitted ,at the stsrt of the he aring the
appellant shall include in his income for 1993 and 1994 tr," tesiuiiive amounts of $l5,4gg and $6,421 and the
penalties assessed in respect ofthose amounts shall be deleted; (c) the benefit h,r.gltil;itn -p"rsonat 

use of an
automopile in the amount of $2,992.34 shall be included in computing trr" atp.irantt hr;;;;6"ii[r uri"r*li'
re$pcct ofthe use of a snowmobile is canoellod.

'signed at Ottawa, Canada, this 28ft day ofNovember 2002,

"Louise Lamarre Proulx"

J.T.C.C.
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Docket No. 393$62
Tax Court of the United Statss.

Puget Sound Plywood, Inc. v. Comm'r of Internal Revenue

44 1'.C. 105 (U.S..I:C. 1965)

Decidsd Jun 4. I 965

Docket No. 3933-6?.

I 965-06-4

IIUGET SOUND PLYWOOD, INC.. PETITIONER, v. COMMISSIONER OF INTERNAL REVENUE,
RESPONDENT

Karl D. Loos, Paul P. Ashlcy, and John A . Whitncy, for the petirioner. Wilford H. Payne and James M. Carter,
fior the rcspondenl.

PIERCE

:i0s 1i05 Karl D. Loos, Paul P. Ashley, and John A . Whitrrey, for the petitiouer. Willbrd H. payne ancl James M.
Carter, for the responclent.

The pefitioner was alld is a cooperative association of the type commonly known as a workers cooperative
association, whiclr was irrcorporated and operated in rccordancc with a statute of the Statc of Washington that
pcrtains particularly to the creation and rcgulation of associations opcratiug on a coopcrative basis. Held, that
said coopcrativc association is entitled to be classified and treatcd for Fcclcral incomc tax purposes. as a
'nonexempt coopcrativc association'; and that as such. it is entitlecl to exclude from the proceeds ofthe
association's operations, for Federsl incomc tax purposes, the patronage tlividenils which were, pursilant to a
prcexisting legal obligation, altocatecJ to the worker-membcrs in proportion to the hours workcd by them in
producing axd marketing trrc products of their cooperative cndeav'r.

PIERCE, Judge:

The respondcnt dctsrmined dcficiencies in incomc tax againsr the peritioner for the rbllowing years and in the
tbllowing anlounts:

+-------------- -t- ,,Coludar 
vcar tDeficietrcy'i

--i ir958 l$3e0, t 13.5 I 
i 11959 1520,936.0S i r---------------l -------; i 960

'2A1,538.17 tl +

The sole issue for decision herein is r.vhether the petitioner, which is a cooper&tive association of the type
comtnonly known as a'wttrkers coopcrative association, that wa.s incorporatccl arrcl operatetl in acsordalcc with
a statute of'the State of Washington that pertair:s particularly to thc formntion ancl regulation of associatious
opcrating on a coopelalive basis: ( I ) Is entitlcd to be classifi.etl ancl treated tbr Feclcral income tax purposcs as a
'nonexempt cooperativc assttciatit)u,' rvithin the meaning of that temt as employed in the Federal incon:e tax
statutes, the long'establishci rulings antJ practicc of the Intemal Revenuc Scrvice, ancl various judicial
decisions; and (2) is entitled a$ such, to cxclude from the proceeds ofthe association's operations" for Fedcral

# casetext
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Pugst Sound Plywood, Inc. v. conrm'r of lnterrral Revenue 44 T.c. 305 {u.s.T.c. 1965)

:jrr(i +:ir|(' income tax pulposes, lhe 'patronage dividends' which werc, pursuant to a preexisting legal obligarion,
allocated to the wotter-members in proportion to the hours worked by them in producing and marketing the
products of their joint efforts.

'l'he only othsr issue raised in the plcarlings is an alternative one which has bcen scttled by rhe parties through a
written stipulation. Effect will be given to this stipulation to the extent that thc provisions th*eof are pertinent
after disposition of the previously stated issue.

FINDINGS OF FACT
Soms of the facts have becn stipulatccl. This stipulation of focts and all exhibits idcnrifiecl thcrcin are
incorporafed herein by rcfercncc; subjcct however to agreement otithc parties lhat oertain worcls employed
thcrein, such as 'shafcholder,' 'mcmber,' or 'margins,' arc uot conclusive as to the truc character of thc
organization and transactions here involvect.

Petitioner was incotporated in l94l under a statute of the State of Wirshington (hercinafter citerl) that pertains
particulady to Ihe fonnation anrj regulation ofassociations operating on a cooperativc basis. It filed a Feder$l' income lax rcturn fbr each of the years involvcd with the dislrict director of internal revenue at Tacoma, Wash.

Facts re History and characteristics of cooperativc Associations
A 'coopcralive association' has been delined in lncome 'la.r Regulaliolts, sec. I .522-l(bx I ), as follows:
'I he tenn 'cooperative association' inclucles any corporation operating on a cooperative basis and allocating
atnottnts to patrons 0n the basis of the business done with or for such parons * * * fwirh certain exceptions not
here relevant.l [Emphasis supplierl.]

Another and rnore dctailcd dcfirritiorr is this;l

| 7 l-,ncy.Amr:r. 639 ( I 959 cd.)

A cooperative is an organizatiott cstablished by individuals to provide themsclves with goods and services or toproduce and clispose of the proclucts of their labor. The r.*, of production ancl tlistribution arc those orvned incommon and thc eantings revert to the members. not on thc basis of their investment in the enterprisc but inproportion to their parronage or personaI participation in it. cooperatives may be divided roughly intoconsulner coopcratives and producer coopcratives.

consutncr (cooperative) otganizations operate for the bcnelit trf the membcrs in thcir capacity as individual
consunlers. * * *

Producer (coopcrative) organizations operate lbr the bcnetit ofthe nrclnbers in their capacity as produccrs.'l'hcir function may be cither the rnarketing or proccssing of goocls produced in6ividually (as in fishcmen s or
'i('7 ranners' rnarketing associations, nr associatiorrs which makc butter or chcese lrom famr products*-ri,? receivcdfrom fanner members), or tlre lrrarketing of gootls processed ur procluced collectively (as in the so-called

workcrs' (cooperative) productive associatio's operatirrg factories or nriils).

The history and charactetistics tlf cooperativc associations may be sumnrarized as foll'ws.2 one .f thc earli{rst
cxamplcs of coopcrativc associations as tltcy cxist today was thc Roclrclale cooperativco which was fou'ded inEngland in 1844 by 28 tcxtile wcavers wh. associated themselves fogethcr fbr the puryosc of operating a retail
store' The ob-iectives ivhich thc members of'that association sought to altain werc: (l ) For themselves to own
and manage thc storc, as tlistinguishEd from having it ownecl anrJ managed by outsitle cquity investors; and

2
# casetext



PuEet soun(l Plywooci, Inc. v. comm'r of lnterrral Revenue 44 7.c.305 {u,s.T.c. 1965)

then' (2) to have their association lurn back to thc members the excess of the rcceipts from the store sales over
the cost ol'the go'rds sold and the expenses of operation, This gencral lbrm of cooperative organization
thereafter sprcad from England to other nations including the united States, where it has since been utilized not
only by consulner cooperativcs, but also by producing and marketing cooperatives. l'hus is the United Statcs
ftrr exanple, in years immediatcly prececling and follorving the war Between the states, vadous types of
cooperative entcrprises were organizecl, including those composed of fanncrs, <lai.ymcn, shoemakers, textile
and clothing rnanufacturer.s, coopers, and ironworkers.

I In the instant cass, ths hisbry and charactcrislics of:coopemtivc rssosiatkrns rvere dcvelopcd extensively in the
lc;tintony olDr" Edrvin G' Noune' Dr. Nourse was lbrmerly chairman of'rhe council olEctrngmie Adviscrs,
ostablisficd in the lixecutive ollice ol'the Preside nt ol' thc unitsd sc{res undcr. rhe Enrployment Acr ol, 1946; and he
also wits lonnclly a dirc$tor. lar$r vice plesidcnt. and morc lccenlly a consullant rt rhc Brookings hrstitutjo' in
woshirrglon, D'(l' Hc is onv'al'llle outstanclirrg aurhoritics on the subject ofcouperativc nssociarions in thc United
states and forcign countries. Also, additional helpli:l restirnony on this subject was prcscnted by Kelsey oardner,
tbnnerly associated lbr many ycars rvith the Bureau olcoopcrative Marketing of the U.s. Dcparlrnent ol.Agriculture.

The wolker type ol'cooperafive (which included many of those above mentioned) rl,as intended xo prnvide an
alternative to the corporation-lbr-profit fonn of organization lbr conducting manulbcturing enterprises. under
the corporation-fur-prnfit fonn of otganization, thc profit of lhe enterprisc is vestcd in outside parties who
supply the equity capital which is place<l at thc risk oll the business; who select rhe management and assume thedirection over thc entetprisc; whose separale corpomte entity Bmploys workers that derivc only those wageswhich they arc able to obtain through bargaining with the representntivcs of the cquity owners; anci whichequity owners then reccive dircctly or inclirectly the benefit of such net profits as the corporation-for-profit
form or organization may protluce. under the cooperativc association form or organization, on the 

'ther 
hand,the worker-trlembers of the association supply their own capital at their own risk; select their own management';ni and supply "los their own dircction for thc enterprise, through worker mcetings conducted on a dEmocraticbasis; atrd then thernseives reccivs the fnrits of thcir coopcrativc encleavors, through allocatiou of the sameamong themselves as soowners' in proporrion to the amounts of their activc participation in thc coopcrativcundertak ing.

The fbunders of the above-mcntioned Rochdale cooperativc fomrulated rhrec guiding principlcs, which stillpcrsist as the cors of cconomic cooperative thcory:

(l) subordination ofcapital' bolh as regards conhol over the cooperative undertaking, and as regards theownership of the pecuniary bene fits arising tlrclefronr; (2) dernocratic conlrol by the worker-members
themselves; and (3) the vesting in rrnd the allocation among thc worker-nrcmbers of all {iuits and increasesarising from tlreir cooperative endeavor (i.e., the excess ofthe operating rcvenues over ths costs incurred ingenerating those revenues), in proportion to the worker-members' active participation in the cooperativeendeavor.

Inrplementation o{'the first of these three principles, relating to the subordinatiou of capital contributions indetennining the right to the pecuniary benefits, is effected through the statutes under which the cooperatives arsorganized' and also by the charters and bylaws of the cooperatives themselves- all of which containlimitations upon thc amounls that may be distributecl to .rembers in respcct of the stock which represents thenccessaly capital that the mernbcrs themselves supply. IndeerJ in the oase of many coopcratives, distributions inrespect of the worker-members'stock are forbietden entirsly. Also, irnplemcntatiorr of thc subordi'ation of
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capital as regards control over thc manegcment and direction of the cooperative, is achicved through bylaw
provisions which vest in the memhers themselves the right and power to elect the trustces and thc oflicers of
the coopcrative.

Implementation of the seoond oJf the above principles, r'e lating to democratic conrrol, is effected by having the
worker-members themselves perioclically assemble in demr:cratically conducted meetings at g,hich each
nrember has one vote and crne vote only, and at which no proxy voting is permitted; and these workers there
deal pc'sonalty with ail probrems affecting the cond.uct of the cooperativc.

And finally' the third of the above-rnentionecl prirrciples of cooperatives, relating to rhe proportionate vesting in
and allocalion anlong the worker'mentbers oflall fruits and increases from their cooperative cndeavor, is
achieved through sfatutes, bylaws, and contractual arrangemenls bctween lhe association and its membcrs,
w'hereby ths elected otficers of the association are rcquircd ro make periodic allocations of the same among the
mcmbers in propor-tion to their activc participntion as rvorkers.

iooperatives- including workff coopcratives- arc. ancl have bcen for many ycar.s, aurhorized by statutes of
:i(,'!) lnany of the States. Typical '.i0q of these statutes is one which was enacted by the state ol washington in 191l' (wisc' Laws l9l I , ch' 36ll). which has since provided the pattern for similar sx6tutes of other States, inclpding

thc statute of the Stare of Washington here involved.

Thus' the basic and tJistinguishing feature of a workers cooperativc association, as compared rvith a
corporation-for-profit. is that in the case of a workcrs cooperative association the huits an6 increascs which the
worker-rnentbers produce tlrorrglr theirjoint elTorts are vested in ancl retaincct by the workers thcmselves,
rather tlran in and by the association, as such, which functions only as an instrunrentality for rhe benefit olthe
worters; and that these fiuirs and increases ofthe coopcrative effort arc then allooaled anrong the active
wot'kers as patronage dividcncls, in proportion to their participation in producing rhe sanre. In the case of thccorporatiott-for-profit, on the other hancl, thc fruits and increases ofsuch organization bclong to the corporate
entity itsclt and these itrcreascs (callccl net profits) are thcn either <Iistributed or retaincd for the bcnefit oftheequity owners' not itt proportion to thuir personal efforts but rat}er in proportion to the amounts of capital
which thcy supply' And also these same equity owncrs. acring either directly or inrlirectly, also selcct thc
management and confrol the function'r and policies of thcir entity- not on a onc-person o*e-vote b6sis rvithout
use of proxies' bul t'athcr through multiple voring in proportion to the number of shares of capiral stock whichthey hold.

Facts re Organization of the pctitioner
ln l913' the legislaturc oi'the state ol washington enacted a statutc (wash. Laws 1913, ch, l9) enritled .co-
operative Associations* An act providing fbr lhe formation and carrying on of co-opemtive associations andproviding fi[ thc rights, powers, liabilitics and clutics of the same., said chapler of {.he session laws (as
anrendcd in respects ttot here nraterial) is now corlified as chapter 23,g6 of the cocle of washirrgton.r .l.hosc
provisions of said ceide which are here nraterial, are as fbllows;

J rhe Rcvised cotls of washington mukes pr<lvision, in other chcprers and scstions thereol, {irr corpr.rrations ol'seyc.ral
lypes other lharr that hcn: involvetl, scc, f<rr cxanrplo. ch. 23.01- privatc llusincss corpxrrotions Act; ch, 24.04-' Nonprorit, Nonsrock corporntions; and ch, 23.42* Agricurturar cooperativc Associarions.

23'86'010 coopcrativc associations- who may organize. Any number of persons, rrot less than fivc, may
associate thcmsclves togetlrer il$ a coopcrativc association, society, company or exchangc fbr the transaction of
any larvful business on thc coopcrative plan, For the purposcs of this chaptcr the wortls ,associetion,,
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'company,' 'exchangc,' 'sociely' or 'union' shall be construsd rhc same.

23'86'02a Busincss authorized. An association meated under this chapter, being tbr murual welfare, thc wordsilo 'lawlll business'shall extend to every kind *";tr,l of lawful effort for business, agricultural. dairy. mercantile,
udning, manufacturing or meohanical business, on the cooperativc plnn.

23'86'080 Trustees. Every suclr association shallbe managerl by a board olnot less than three trustess. * * *
The officers olevery such association shall be a president, ons or more vice presidents, a secretary and a
treasurer who shall be electetl annually by the trustees. Each of said officers must be a mernber of the
association. AII elEctions shall be by ballot,

23'86' 100 Bylaws. Any association fbrmed under tlris chapter may pass bylarvs to govern itself in thc carrying
out of the provisions of this chaptcr which are not inconsistenf with thc provisions of this chapter.

23.86.110 Srock* Issuss- Vote_ Lindts. i * *

No stockholder at any meeting shalr bc entitlcd to more than one vote.

23'86' 160 Apportionmenr of earnings. The trustecs may apportion the ner eamings by paying dividends upon
the paid-up capital stock at a rate not excecding eight percent per annum. They may sel aside reasonable
reservos out of such net eamings lbr any a..lsociation pulpose. The trustees ma1,, however, distribute all or any
porlion nf the nct earnings 10 stockholders in proporrion to the business of each nith thc assosiation: * * * All
dividends declared or other distributions made under this section may, in the discretion ol the truslees, be in the
lorm ol'capital stock or other capital or equity eertificatcs of the association. * {. *

23'86'110 Distribution of cliviclends' The profirs or net eamings of such association shall bc ctistributcd lo.those
sntitled thereto at such time and in such manner not inconsistent with rhis chapter as its bylaws shall presoribc,
which shall bc as oftcn as once per year. [Emphasis supplietl.]

At the time when the prescnt petitioner cooperativc associatioD rvas organized in l g4 I , five individuals
executed, under oath, arlicles of assosi*tion which provided in matcriar pa(:

KNow ALL MEN RY THESE PRESENTS, that we r' * * do hereby associate oursclves together for the
purpose of fornrittg, and do hereby fbrm a co-operative Association, undsr and by virnre of the laws uf the
State of washington, and to that end we do hereby make. cerlify and subscribe iri triplicate the fo[owing:

NAME:
The corporate namc of &e corporation hereby {brnrcd shall be 'puctsT soLrND pl-ywooD, INC.,

OBJECTS AND PURPOSES
The objects a'd puposes fcrr which rhis corporation is formcd, are as foflows:

(a) To purchase' lease, acquire, construct, elect, own, operate, and rnaintain in pierce county, washington, or in
any other county of the state of washinglon, a plylvood mill or mills or any other manufacturing plants fornranufacturing and processing ofail kinds ofwood protlucts, a'd by-products.

(i) This corporatiott is fonnsd under and by virnrc of the chapter: 19. I9l3 session Laws of the state of
washington relative to co-operative associations, and shall have and enioy all the powers ard privileges granted

r t t by the laws of * j I I washingtcln to co'operative associations, The capital stock shall b,r $2,g50,000.00 etivided
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into 21150 sharcs 0f $i,000.00 each. No shareholder shall own nore fian ten sharcs ol'stock in the association.
nor be entitted to more than one vote. (Amend mcnt S/2/4g)

TRUSTEES

The number of Trust€es of this Association shall be nine (9) electecl from the stockholdcrs. * * *

Petitioner's bylaws, as arnendecl and in fbrce and effect rhroughout the taxable years involved, containecl the
fc;l lowing provisions:

Section l

A COOPERATIVE ASSOCIATION
This association is organized to operaic ancl shall operate on a cooperative, non-profit basis for the mutual
benefit of its membcrs as producers of wood proclucts antl markeling thereof. Any excess of rcceipts from the
production and marketing of wood products over expsnses shall be the property of the members of the
association, the basis of each member's interest therein being as set tbrth in these by-laws,

Section 2

WHO SHALL BE A MEMBER
A member [rust be elected by a vote of a majority of tlre Board of Trustees, and shall possess the following
qualifications:

(a) l"lc rnust be a workcr, or potential worker, in or in connection with one of thc proclucrion faciliries of the
association' The right of a member lo work shall ar all times be recognizeri, subject to unavoidable conditions
causing tenporary unernploynrenl. * x 

'r.

(b) He must be a sharcholder in the association, Ilach workcr must own thc samc unmbcr of shares in thc
association as cvery other worker, t}c number of shares to be dctcrmincd by the Boarcl of Trustees.

Section 3

TERMINATION AND TRANSFER OF MEMBERSHIP
(a) Whcn a member permanently ceases to bc a worker for any rsason or sells his shares in the assoeiation, he
shall cease to be a memher of thc association,

(b) when a membership ccases for any rcason, thc lbrnrer rnember, his heirs or personal representatives, shall
oflbr to sell his entirc unjt of stock to thc association, and the association shall have the first option to buy. If
this option to buy is not exercised by the Board nf 'l'rustees u,ithin sixty (60) days, the fonner mcnrber (his heirs
or personal reprcsentativc) is lioe to dispose o{'his stock lo a porential workeq the translbr ofthe shares on the

: t: books of the association being contingent on his elestion to mombership by the tioanl ol"liustees.^: l2

Section 4

MEETINGS OF MEMBERS
(g) Each shareholder shall be entitlcd to cast one vorc upon any qucstion coming before a mceting.

Section 6

MISCONDUCT

6s casetext



Puget Sound Plywoocl, lnc. v. Conrm'r of lnterrral Revenue 44 IC. 30S (U.S.T.C, 1965)

Should any member bc discharged lor relirsing to obey orders, or for drunkenness or disorderly conduct, he
shall have thc right. within forty-eight (48) hours thereafler, to place the mauer as he chr:oscs belore the tsoard
of 'l'rustees by reducing his claims to writing and leaving the same with the secretary of the association. I'he
board shall actpromptly r:n such ma{ers, and if the msmbcr has been unjustly discharged he shnlt he rcinstated
without loss of tinte' Should such member fail, within forly-eight (48) hours, to place his contentions before the
Board ol'lrustees, he shall forleit his right ro a hearing.

Section 8

TRUSTEES
(f) Thc compensadon fbr trustces shall not cxcesd $5.00 pu month unlcss authorized by the mcmbcrs al a
regular or special mecting. There shall be no compensatiou f'or officers,as such unless authorized in rvriting by
the Board of Trustees.

Section 11

COMPENSATION OF MEMBERS
Members shall be entitled to compensation lbr work performed l'or the association. Their cornpensation shall be
fixed lrorn time to time Lry thc tloard ol'Tnrstees. The rate of compcnsalion so fixed shall be uniform among
the rnembers' Rate olcompensation shnll conrply with all state and federal larvs and shall be subjcct to such
withholding as may tre requirctl by law. Each working membcr shall sign a mernbership agreenent consist-,ent
with these hy-laws.

Section l2
EMPLOYMENT AND COMPENISATION OF NON.MEMBERS
In all instan$cs where a member is qualified to pcrfbrm parlicular werk for ths association, 1e shall hayc
preference in working 0ver o non-mcmber. where, however, the Boar<l 0f Trustees is satisfied lhat it is in thc
best interest of the associati0n to employ a uon-member or non-members in any capacity, the Board may
nuthorize such employment attd fix a reasonable rate of compensation which ncccl not be uniform with that paidllI to members..il.r

Section l3
DIVIDENDS ON CAPITAL STOCK
N, dividends shall be paid'n thc capirarst.ck ol'thc association.

Section 14

DISTRTBUTION OF MARGINS
(a) The rnargins ol'the association in sach fiscal y"r, und periods thereofshall be delernrined in accordance
with sound principles of accounting.

(b) All margins arising frorn the productiou antl rnarketing of wood products by rnembers shall be refunded to
the members in the following marner:

(i) such margins shall be detelmined four times in each i'iscal year of the association, as of the 3lst day of
March' the 30th day of June' tho 30th day of septernbsr and ttre 3 I st day of December. As soon as practicablc
after the last day of March. June and September in eash year, three-fourths of the rnargins earned during the
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prcceding quarter shall be refunded lo the menrbers. As soon as pracricable afrer thc 3 l st day of December in
each year all margins not theretofure refunded dwing rhe fiscal year shall be refunded to the members.

(ii) Each member shall be entitted lo receive relirnds of margins as above provitled in proporr;ion to the number
of hours wo*ed by him, as a membeq tbr the association, compared to the total number of hours worked by the
members of the association: (l) during the three months period enelecl March 31, in cach fiscal ycar, (2) during
the three tnonths period ended June 30 in each fiscal yeaq (3) rluring the three months period encled September
30 in each fiscal year, and (4) during each entire fiscal year ended December 3l.

(o) The Board of Trustees shall have the right to deternrine whether the reftlnds of margins in or during any
fiscal ycar shall bc made in cash or'in certificates of inclebleclness or padly in cash and partly in ccrtiticatcs of
indebtedncss. To thc sxtsnt that refunds are made in curtificates of indebtedncss" the amounts retainecl and
representcd by such celtificatu's shall br: such as. in the opiniou of the Board of Tr-ustees, are reasonably
nscessary fbr the purpose ofestablishing or adding to rcasonable reservos for capital ncods; for thc purpose of
adding new facilities or equipment or arlding to or rcplacing cxisting fbcilitiss or equipment; for the purpose of
adding to or replacing rvorking capilal; or for the put?ose of repaying noney bonowed, including lhat
reprcsentcd by outstanding certificates of indebtedness. Each member authorizes the Board olTnrstees to
invcst all or any parl of the rclirnds or margins due hirn in cerliticates of indebtedncss of the association and
agt€e$ to rcccive them in place of cash refuuds of rnargins.

fEmphasis supplicd.]

After the present petitioner had been so organized as a coopcrative association. each of tlre mernbers
contributed s I ,000, ol'which $500 rvas to be paid irnmerliately antl ths balance was paid over a period of time.
They then hircd an engirreer, and as worker-mernbers they built the associalion,s plywood ptant from the

ita groundup.ThisplantwaslocatedinTacoma,Wash.; anclitincluclerlaplywoodnrill,*.r1,1 anclanoffice whioh
was the associatiott's principal placc of busiuess, Wrile building the plan, the worker-members rcceivect
compensation of 90 cents an hour; ancl at one time a collection of $5 apicce was taken up to buy paint for use in
painting the planr.

The prinoipal activity of this cooperative association, at all times material including the years hcre involved,
was thc manufucture and sare of prywood arrcr reratcd wood prorlucts.

The number ot'members of the association tiuring tlre years involved was approxim aaely zT1iand of these an
av€rage of 260 were regular tl"rll-time rvorkcrs in the association's plant. Typical reasons lbr a member not
working wcre: (l) Military sericc; (2) prolonged illness; and (3) deparnrr.e from Tacoma with expectation of
rcturning,

Each meinber was (he owner of l0 shalcs- no nlore or lsss* of rhe association's stock. The holding of such
shares entitled the mcmber t0 0ne*and only onc* votc at any meeting of the association. ownership of such
| 0 shares also entitred the owner to work as a membcr of the associarion^

The Trustees investigated and passed upon all applicants for membership in tire association, includi.g
bansferees of the association's shtrres. These trustees requiretl, among other things; (l ) That any person
applying for nrembership be less than 45 years of agc; (2) that he submit to a physical examination and obtain
the physician's repoft thereon, showing that he was in good health; and (3) lhat the applicant be competent to
hold a job in the association's plan' Al'ter the applicant hacl mct these tests, he presented himself to the trustees
for questioning; anel there he was rcquired to agree that lre rvould acquire his shares of t6e association in good
taith' for membership pulposes only; that he would sign thc association's mcmbcrship agyeement and observe
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its bylaws, rules. and regulalions; that rvhen callcd upon to work in the plan, he would accept and be capable of
handling satisfactorily the work nssigned to him; and that he would comply with thc usual condilions of such

cmployment.

No shares werc issued or transfcned until the application for membership in the association had received the

approval of the trustee.s. After recciving such approval, the presidenl of the association and the new member

signed a nrembership agreement which provided in material part, as fbllows:

( l) The Association will afford the rnember employment and refund to hirn his proportionate share of all
margins arising from thc production and rnarketing of woorl products in accordance with its Articles of
Incorporation urd Amerrdcd By-Laws.

(2) The mcmber will coopcrate wifh the other menrb$rs to the end that by their joint eftrrls the maximum
it.; production and efficiency be attained. [Emphasis supplied.]..ir:

Mectings of thc association's workermembers rvcrc held at least semiannually in accordance with the bytaws.
At these meetings various business and operating problems wcrc discussed and dealt with by majority vote.
The averagc attendance at these meetings during the ycars here involved was 223, or about 83 percent ofthe
entire membership. The matters there dcalt with inclucletJ such things as elecrion otr rlusrees, capital
expenditures, production efficiency, nsw methods of operatic.r6 claims, and purchases of tirnber.

During the ycars involved, almost all thc wr:rkers in the association's plant were members (being about 260 in
nurnbcr). But there also werc enployed from five to seven nonmcmbers, who were chiefly young womcn in
clerical positions, arrd the plant superintendcnt.

About two-ttrirds of the logs used by the associatiorr in thc rnanufaclure of plywood antl other wood products,
were auquired through 1:urchase of standing rimber frorn the Forestry Service of the U.S. Doparhncnt of
Agriculttlre: and the balance was acquired frerm timber-owuers or on the open market. Thc products
ntanuf'aclurcd by the association wcre solcl to comrrrcrcial tlcalers or users of such products,

Facts re Allocation of Margins among worker-Members
Participating paymcnts itr respect of the fruits arrd iucreases fron: the worker-members' ceoperativs efforts wcre
made to the active worker-members on thc basis of thc nunrber of hours worked by cach, as follows:

(l) On or about lhe 20ft of cach calendar month, a so-called drarv check in the uniflorm anrount of $100 was
issued t0 each worker-member. Tltcse amounts wcrc in thc nature of drawing-accclunt payments to pn:vide the
workcr-members with ourrent living cxpenses.

Thereafter, as of thc end of each calendar month, a so-called ilclvance check rvas issue4 to each worker in an
amount rcprescnting the hours worked try hinr during the month multiplied by a uniftrnn hourly rate, and less
the anrottrrt previously distributed lo him as a draw check. The said hourly rate was fixed by thc trustees in an
amount which more or less approxinratecl the average union rate in the area where the a,ssocialion's plan was
Iocated' With mirror exceptions, hereinafter noted, the payments and distributions receivecl by each worker-
member wcrE uniform in relation to the nurnber of hours workecl by him, regardless of the character of the
services which he contributed to iltc cooperativc endeavor (i.e., regardless olwhether he swept the floors 9f the
plant or was in chargc of an operating tlepartrnent). The exceptions werc; (l) That the trustees received no
cornpensation for their scrviccs as such, except a token paymcnt of $ I per yeari (2) that the general mana,ger (a
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:l l(, vl:orker-member selected -t tr, by the trustees) received a ditl"rentiat of $2,500 in 1958 and of approximately
$6'000 in I 959 and I960; and (3) that the ollicers ofthc association received no cornpensalion for tbeir
services as such, except a token payment of $ l per year:

The amounts represented by thc foregoing checks uere issuecl pursuant to section l l of tht] bylaws, and they
were considered to be advances against the 'patronage clividencls' thcreafter allocated.

(2) At the close ofeach quarter ola particular calendar year, a patronage dividend check was issued to each
worker-member who had participated during that period. For each of the first three quarters, 75 percent of the
huits and iucreases of tlte association (called margins) for that quarter, werc distributed to the worker-rnenrbers
on the basis of the hours wcrrked by each in that quartcr, Ancl thsn at the end of thc ycar, the total margins fcrr
the year wcre computed and allocated to all worksr-msmbcrs on a pro rata basis according to the hours worked
fcrr the full year, less the arnounts ofthe pruviousiy mentioned draw checks, advance checks, and patronage
dividends which had becn distributccl fbr the preceding thrce quarters of such year.

In ths event that the trus(ees determined, in accordance with section l4(c) of the bylaws, that il was essenlial to
retain portions of ihe margins for nccessary associa,tion purposes, then cefiificatcs ol indebtedness in lieu of
cash would be issued to the workcpmembcrs lbr rhe portions so retained.

The antounts o1'the aggregate ntargins lor each yesr that were distributed to rhe workermembers as palronage
dividcnds, reprcsentecl the net proceeds realized try the association from the sale of plywood and relalcd wood
prodttcts, aller elintination lhereliom of the ponion o[these proceeds which was auributable to the parricipation
of ernployed nonmembcr workers- and less thc amounxs previously ailvanceel to the worker-members through
the above-nrentioned draw checks and advance checks.

The petitioner associatioq inslructed the wotker-rrrenrbers to file, for each year, intlividual declarations of
Estimatecl tar based on the anticipatecl patronage diviclends ro be allocateel to them fcrr such year, ancl to pay
Federal incotne taxes ou all such patronagc dividends which they received. sither in cash or in cartificates of
indebtedness. In accordatrce with the requirements of sectio n 6044of thc 1954 Cocle, the amounts of all
margins allocatod to wotter-members as patrcnage dividends were rcported by thc association to the Intc.rnal
Rsveuue Service on Form 1099.

The nonmember workers who wcre ernployed at the plant during any taxable year dirl not rcceive any
J l7 patronage dividends fiorn the margins so allocated; and also any menrber who did not work during *:r, ? any

particulnr ycar likewise did ncrt receive any pan'onage dividend with respect to margins attributable to suclr
year.

rhe petitioner association filerl a Fedcral incornc tax roturn{Form il20) l?rr each of the taxable years involved;
and it paid nx on thc amount ol'taxable income reportcd therein. 'l'he taxable income so reportecl was ligm
sourccs that were no't rclated to any ccroperative efforts of the worker-merrrbcrs; ancl thesc sources include<J the
followittg: That portion of the inconte from mill opcrations which rvas altribulablc to the services o1.
nontnember workers employed at the plant; miscellaneous interest inconre; small capital gails in l95g an6
1959 only; and other miscellaneous items such as incorne from the sale of scrap rnaterials, taxable income in
rs$pcot of fire insurzurOe rscovories, nnd income from cold-drink machines in the planl. on said Fecleral incomc
tax retunts, the petitioner association excluclcd frorn incomc the arnounts of the nrargins allocirted and
distributsd to its worker-members as patrotrage diviclends.

The Commissioner, in his noticc of dcficicncy horein, di"sallowed the exclusion of allpatronagc diviclcnds in
respect of margins.
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FINDINGS OF URIMATE FACT
The petitloner association operated in each of the taxable years involved on a cooperative basis for the mutual
welfare of its worker-mcmbcrs.

'fhe right to all liuits and increases from the coopemtive cfforts of the worker-melnbers (rcprcsented by its so-

called margirts) was vested in and retained by the worker-menhcrs themselves, ancl rrot in and by the

association as a separate entity- which association functioned only as an instrunrentality tlrrough which the
worker-members canied orr their cooperative endeavors.

Said rnargins werc allocated antong the r.vorker-menrbers as patronagc dividcnds, pursuant to a prccxisting lcgal
obligation creatcd by thc stanrtes of thc Slatc of Washin.gtnn, thc ass<lciation's bylaws. anrl the agrsements
cntcrcd into bctwcon thc association and the workcrs at the timcs when lhesc worters became members. Such
matgins distributsd as patronage dividends. arose out of transactiorrs betwepn the cooperative association and
its worker-members. Arrd the same were equitably allocated among the workcr-membsrs in proportion to the
amount of service which each sush worker contributed to the total cooperative etlbrt that produced said
margins.

OPINION
The problem here presentcd is a novel one, insofal as lhis Court is conocrncd. The pctitioner, as we havc
hcreinbcforc shown, is a workers cooperative association located in the Srate of Washington, which was

I I s fortnsd, incorporated, and operated by the wo*er-members on a r.r I s cooperative basis, tbr their mutual benefit
in prndrrcing and rnarketing plywood and related wooil proclucts; and this petitioner, acting in accordancc with
the cooperative plan and pursuant to a preexisting legal obligation, allocated pah.onage dividends to its worker,
ntetnbers in proportion to the lrours rvorkctl by thenr in their joint en{eavor.

The spccific question to be herc answerecl is: Whcther this petitiouer, as so formetl and so operated, should be
regarded for Foderal itrcomc tax purposes. as a 'nonexcmpt cooperative association' within the mcaning of that
tcrm as usecl in the Fedcral itrcome tax statutcs, in ntrmerous rulings of the Internal Revenue Service, aud in
various judici*l decisious (all hereinafter identificd); aud thus bc cntitlecl to exclude fronr the income u.hiclr is
taxablc to itself (and leavs for taxatiott to the indiviclual worksr-members) thc patronage dividends which werc
su allocated during thc taxatrle ycars involvcd.

After considering and weighing all the evidence in the light of tlre relevant authorities. we ore convinccd that
this question should be answered in the affirmalive, fbr the frrllowing reasons.

l' Since the year 1926, thc F'ederal iuconte fax statutes have accordccl exemption frorn income la.\cs ro ccrtain
coop$mtive associations oomposed of farnrers, iiuitgrowers, and the like-- which engage in rhe marketing of
fann prnducLs or thc buying of fann equiprttcnt for both members and nomnernbers, and which then turn back
t'o such participants the net procecds of the cooperalive activities. The provision lbr such tax exemption is
prescntly cmbodied in section 521 of the 1954 Code, The parties lo lhe present casc agree that the instant
petitir:ler does not qualify for exemption under said section,

Notwithstanding this cxemption r.vhich is accorcled a lirnitcd type of cooperatives which arc able to qualify
therefbr' thc Intenral Revetrug service has recognizetl fbr many years, in numerous ruliugs published since at
least as early as 1922,lbut there are matty other coopcrative associations which, evcn though they 6o not
qualify for exemption ltnder thc abovc statute. arc ncvcdheless entitled (in their capaciiy as flonexempt
cooperativc associations) to excludc from their gross incomes, patronagc diviclends that equitably allocateel ro
their participating members pursuanl to preexisting legal obligations. Several examples of thcse administrative
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rulings, which recognized the righl of nonexcnpt cooperatives to exclude patronage dividends, are: I.T. 1499,
l'2 C.B. 189, l9l (1922); A.R.R. 6967, III-l C.B.2s7 092a\; S.M. 2595, III,2 C.ts. 235 (tg24):c.C.M.
12383, xlx-2 c.B. 398 (1933); G.c.M. 17895, 1937-l c.B. 56; I.T. 3208, I938-2 c.B. t27;Rev. Rul. 57-59,
1.957-l C.8.24.

This sarne principle that nonexempt cooperatives are entitled to exclurJe true patronage clividends liom their
-i I !) gross incomes has also been recngnizeci by the courts in several reported decisions. See, lor r"i r') example,

Potneroy Cooperative Co., 3l T.C. 674, allinned on this point 288 F.2d 326 1C.A. ll); Srnith & Wiggins Girr,
Ittc. v. Commissioneq 351 F,2d 341, (C,A. 5), afTinning 37 T.C. 86l; Unired Srares v. Mississippi Chenrical
Co., 326 F.2d 569 (C'A' 5); Clovcr Famt Stores Corporation, l7 T.C. 12G5,1277;Dn p. phillips Cooporativc,
17 T'C. 100?, l0l0; Unitsd Cooperatives,Inc.,4 T,C.9J, 106; Micllantl Cooperarive Wholcsale. 44F'.T.A.g24,
830; Fruit Gtuwers Suppty Co., 2l B.T.A. 315, 326. affd. 56 F.2d 90 (C.A. 9); and Fanners Cooperative Co. v.
Birmingham. 86 F.Supp. 201 (N.D. Iowa). ln the case of Dr. P, Phillips Cooperztive, supr:a, this Court said:

Although the Commissioner lras held that the petitioner is not exempt under section l0l (12) (the predecessor of
section 521 ofthe 1954 Code), ncvertheless hs has allo\a'ed the perifioner as a cooperative [o exclude from
income for tax purposes the antounts which it has distriburecl in cash as pBtronage divitlends. There is no
express slatutoly authority ltrr this action but lor nrany yeats the practice has bccn followed by the Treasury
Department and it has received judicial sanction. The theory is thar ths cooperative is merely a conduit for thc
patronage dividends. * * |

Also in Harbor Plywcrorl corp'ration, l4 T.c. Istl, l6l, this corrt stated:

J'he reason for this rule is lhat the patrorrage divitlends or rcbatcs are al all tirnes the property of the mcrnber
stockholders, and nontncmbers, and that the selling association is an agent or frusre€ or rnere conduit for the
incomc.

The mere fact that the cooperative may have bsen organizecl as a corporatiorr under local law, is not sigrificant
as reg,ards its right to exclude pattonagc divitlends, Indeed, most cooperatives are incorpomted ancl regulated
under the laws of some State; and all the above-citccl.ludicial desisions in which the right to exclude patronage
dividends was recognizsd, involved irtcorporatcd cooperatives; antl at least one of them (United Cooperatives,
Inc,) was incr:rporated under ths general corporation sratutc of lndia'a.

Alsr:n the parricular narnc by which a coopcrative's distributions are designated (such as ,patronage dividends,,
'refunds,' or 't:ebates') is nol in our opinion detcnninative of the cooperative's right to exclude the same. Dr.
Ntrurse ([he expert witness ahovc ntentioned) pointcd out during the course of his testimony that the term
'patronagc' originated with fhe above-clcscrihed Rochdale Cooperative that was founded in England in lg44
and operated a retail storc* ancl in that cooperativc endeavor. rhc parficipants were of cor,rr" p-utronr. H,
further pointed ouf that the designation 'dividenrls' hacl its origin in the fact tlnr mosl clistributions out of
corporations are callod dividends (evcn though thcy rnay not constihrte distribulions fronr the corporatir:n,s
profits* as lbr exanrple, so-called diviclends on mutual life insurance policies). Dr. Nourse suggested that the

'l:() lllore accurate El'lrt dgi;ignslion for arnounts allocated by cooperative associations is .participating
distributions.

2' In l95l the Federal tax $tatutqs, tbr thp first time, gave cxpress rccognition to lhe principle that both exempt
cooperative associations and also nonsxcmpt cooperative associations are entitled to exclude true patronage
dividenels from their gross incomes. ln that year, Congrcss, irr sestion 314 of the Revenus Act of 195l,
amended s$ction 101(12) of the I939 Code by inserting a provision relating ro thc exclusion of pafronage
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dividends by exempt coopcratiyes; and in this provisir:rl, it was slated that such patronage dividends 'shall bc

taken into accotlnt in computing net income in thc same manner as in the case of a coopelative organization not

exempt.' And thereafter, this same language rvas canied lbrrvard into section 522 of thc 1954 Codc, as it
existed throughout all the taxable ycars here involved,

ln 1962, President Kennedy brouglrt to the attention of Congress that the above-rnentioned provisions of the

I 951 Act had proved inadequate in several respects; anrJ he recommended that supplemental provisions be

enacted, so that the purpose ofC)ongress, which had been intended to bc reflected in the 1951 Act, rnight be

achieved.a This resulted in the enacrrrenf of subchapter T (secs. I 38 I - | 388) of thc I 954 Code: and in these new

supplcmental provisieins, Congress again gavc cxpress recognition (in scc, l3tll(a) to thc faot that the ncw and

more comprchcnsive provisions would bc applicablc, n.ot only !o exempt cooperatives but also to 'any
corporation opsrating on a coopqrative basis other than * * * (one) which is cxempt.'

4 H.Rept.No.t447,87thCong.,2tlScss", lt62--1 C.8.405,4R2-48ilS.Repr.No. 1Sltl,tltlrCong.,2ndSess., l962-l
c),8. 707. 8t ?.

3. Ncither the abrrve-cited Fedcral statules nor any published iudicisl decision relating thercrc have restrictcd to
any paflicular type o{'cooperatives the basic principle that corporations opcratitlg on the cooperative basis are

entitled to excludc fi'otn thcir gross incornes true patlonagc dividcnds or participating distributions allocated try

thern.

r\s heretolbre shown, section I .522- I (bxl ) of the lncome 'l'ax Regulations defines a 'coopcrative association'

to be 'any corporation operating on a coopcrative basis.' This ohviously is sufficiently broacl to cover both
nrarketing cooperati ves anel also producing cooperati ves.

Fufthenrrore in 1962, when the Congrcss had under consideration the rnatter of rnaking ntore effectivc thc
cooperative provisions of the 195 I Act through enactnrent of thc supplemsntary provisions which later became

subchnpter T of the 1954 Ctrdc, a qucstion arosc as to whether the phrase 'busincss done with or for patrons,o
:: t which was contaitred in thssc new provisions, was sufficiently broad to cover +i.lr services done with or for

patrons* so as to cover partioipating distributions ofa coopcrativc association engaged in the manufacture of
plpvood, ln this soruection, thc followilg colloquy was had in the Senatc between Senator Kerr (floor
maltagcr of thc bill), Scnator Maguuson of Washington, and Senator McCarthy of Minnesora:

Mr MAGNUSON. Mr. President, I wish to ask the distinguished Senator from Oklahonra (Senator Ken) a
question.

On pages 295 and 296 of the bill, in the dcfinition ol the term 'patronagc divide nd,' it is stated that a patronage

dividend is a paynrent 'determined by reference to the nct enrnings oli the organization l'rorn business done witlr
or for its patrons.'

ln a case which has been callsd to nry attention* il involves the rnanulacture of plywood in the Pacific
Notthwest, and many ol'the companies are cooperative organizations- the cooperative renders services for lhe
patrou, I wattted to be sure that in the opinion of the Senator frorn Oklahoma the phrase obusirress done with or
for its patrons' includes services with or for patrons.

Mr. KERR' I think it is clear, both under thc interpretation of a patronage dividend unclcr presort law and also
under the words 'business dons with or for its patr'<xrs,' that scrvices rondcred with or for patrons are includpd.

Business done is not necessarily limited to products sold to or purchased for patrons, Business donp also
includes selices perfonned for patrons as rvell.
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Mr. MAGNUSON. I thank tlre Senator from Oklahorna,

Mr. McCARTHY' Mr. Presidcnl, if the Scnator will yield, let me say t think this is a reasonable and desirable
interpretarion of the languagc; and I believe that any other interpretation would creare an impossible distincrion.
(108 Cong.Rec. 18322.)

4. 'fhe most recont development in this fielcl is the clecision of the U.S. District Court l'or the District of Oregon,
in the case of Linnton Plywood Association v. United States, 236 F.Supp. 227 (decided Ool 30, 1964), on
appeal (C'A. 9). That court is located in the heart of the plywoocl industry; and said decision was written by
Chief Judge Solornon of that court. Both the issue thcre involvecl and the facts found by the court *ere
substantially thc samc as rhose in the instant case. The opinion of thc court, which was in favor of the taxpayer,
states in material part as.fcrllows:

The Government admits that rctained patronage dividentls ale excludable from gross income of non-excmpt
coopemiives provided they are either purchasing or marketing cooperativcs. lt insists that the exslusion is not
applicablc to workers' cooperarivei.

Workers'cooperatives are among the oldest lbrms of cooperatives and cxist in many countries of the world.
Many people regard a worker's cooperative as the basic typc ot'cooperalive, The Oovernment concedes that if
the members had individually creatcd the plywood products and then brought them to the cooperative fior
marketing, the cooperative would be enritled to the exclusion, but claims that since the memhers collectively
matruthcturc the products as well as rnarket them, the cooperative is nol entitled tn thc exclusion. I think that
this is zur illogical and abswcl distinction. tn my view, (nonexempt) workers'cooperatives are entitled to
exclude retained patronage dividcnds from gross income to the sanre extent as purchasing or rnarketing

.t?2 cooperatives..:i:1..

To avail itself of the excluslotr, a cooperative must satisry 0rree requiremenfs, (l) The allocation rnust be made
pursuant to a legal obligation cxisting when the patron trarrsacted business rvith the cooperative. (2.) Thq
allocation must bo made out of profits or in.comc realizrrd fi'om transactions with its patrons. (3) The allocations
must lrave been equitably nade. Unitecl states v. Mississippi Chemical Ca.,326F.2cl 569, 573-574(5th Cir.
I 964); Pomoroy Cooperative Crain Co. v Commissioncr, 288 F.2d 326, 3zB (grh I 961 ). plaintiff has n:et all
these requirements.

we agree with the views expresscd by Chief Judge Solomon in the above case. We have {bund no pgblislred
court dccision to thc conrrary.

5' The Internal Revenue Service in I961, rvhich was subsequent to the taxablo years here involved. issued a
ruling (Rev' Rul. 6l-47, l96l-l c.B' 193) to the eflect that:rmounrs distributed by a nonexempt cooperarivc
association to its worksr-members, are not patronage divideruIs excludable frorn such cooperative,s gross
incotne' Such ruling is in clirecl contlict with thc abovc-mentionecl decision of thc oregon Districl Court in the
Linnlon Plywoocl oase; is unsupportetl by citation of any statutory provision or judicial authority; and is out of
harmony with the basic distinguishing principles of cooperative organizations generally. [n our opirrion, the
ruling is errolteous.

ln the instant case' we have found as an ultirnate fact that the petitioner association was organized and operated
on a soopsrative basis by the $'orker'menrbcrs, who joined together for tlreir muftal berrefit in n6t only
marketing their produc[s cooperatively, but also in producing thcn: coopcratively. lf, as suggested in thr:
Lirutton Ptywood case, these worker-members hacl rnanufirctulccl u,ooden products (such as chairs or tablcs) in
their own individual workshops and then had markcted the same through their coopcrative association, thcro
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could be no dispute that dle parlicipating distributions in respect of the nrarketing fi;nction would, when
allocated to the members pursua^nt to a preexisting legal ohligation, be excludable from the gross income of the

cooperative. Here however, because of the nature of tlre plywood produot, thc character of the necessary
machinery and the intricacy of the skills required, the nrembers joinetl in working under a common roof, rather
than in separate workshops, to both produce and market thcir products cooperatively. We perceive of no
wanant in law, fact, or logic rvhy these two methods of cooperative endeavor should not be accorded equal

trsahnent for Federal income tax puq:oses.

We have hereinbefore found as an ultimate fact, and rve lre re holdn that the right to the fruits and increases of
the cooperadve efforts of petitioner's worker.mcmbers (i.0., nargins) was vested in and retained by such

' workers. zurd uot in and by the cooporative association as a separate entity. And we furrher hotd that the
l2l amounts of such "J2.1 margins, which fur the taxable years here involved were equitably allocated io the

worker-members as patronage dividends pursuant to a preexisting legal obligation. are excludable from lhe
petitiouer-association's gross income for Fe<Jeml income tax purpos€s.

Review by the Court.

Decision will be entered for the petitioner.
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