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BY THE COMPTROLLER GENERAL 

Report To The Congress 
OF THE UNITED STATES 

Legislation Needed To Improve Administration 
Of Tax Exemption Provisions For 
Electric Cooperatives 

Since electric cooperatives were first granted 
tax exemption in 1924, many of them have 
grown and changed. IRS has tried to recog- 
nize the wide diversity among electric coop- 
eratives when administering tax exemption 
provisions. However, it has had difficulty 
doing so because of broad legislation which 
generally exempts all such cooperatives 
from paying taxes regardless of differences 
in their operations and activities, financial 
condition, size, or mix of consumers served. 

GAO recommends administrative changes 
so that IRS can more effectively enforce 
existing tax exemption provisions. More 
importantly, GAO recommends that the Con- 
gress, using GAO’s suggested alternatives 
as a guide, adopt a tax treatment which bet- 
ter recognizes the changing operations and 
present day environment of many electric 
cooperatives and their continuing need for 
assistance. 
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COMPTROLLER GENERAL OF THE UN ITED STATES 

WASHINGTON O.C. 205.83 

To the President of the Senate and the 
Speaker of the House of Representatives 

This report discusses the growth and changes that have 
oc;urred in some tax-exempt electric cooperatives since they 
were first granted tax exemption in 1924, It also discusses 
the difficulty the Internal Revenue Service (IRS) has had in 
attempting to apply the broad tax exemption provisions of the 
Internal Revenue Code to differing present day cooperatives. 

We made this review as part of our efforts to assess the 
adequacy and administrability of various tax exemption pro- 
visions in today's environment. Electric cooperatives are a 
major type of nonprofit business organization exempt under 
Section 5Ol(c)(12) of the Internal Revenue Code. 

Copies of the report are being sent to the Director, 
Office of Management and Budget; the Secretaries of Agricul- 
ture, Energy, and the Treasury; the Commissioner of Internal 
Revenue; and other interested parties. 

Comptroller General 
of the United States 
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COMPTROLLER GENERAL'S 
REPORT TO THE CONGRESS 

LEGISLATION NEEDED TO 
IMPROVE ADMINISTRATION OF 
TAX EXEMPTION PROVISIONS 
FOR ELECTRIC COOPERATIVES 

DIGEST ------ 

Because electric cooperatives are exempt from 
Federal income taxes, GAO wanted to know whether 
the laws are adequate and whether they are beinq 
effectively administered by IRS. GAO found 
that since electric cooperatives were granted 

1 exemption almost 60 years ago, the operations 
of many cooperatives and the environment in 
which they do business have changed substan- 
tially. 

In administering tax exemption, IRS has tried to 
recognize the changes in electric cooperatives. 
However, it has had difficulty doing so because 
of the broad nature of the statute. The law 
generally exempts all electric cooperatives re- 
gardless of differences in their operations and 
activities, financial condition, size, or mix of 
consumers served. 

IRS needs to make administrative changes to 
better enforce existing tax exemption provi- 
sions. More importantly, the Congress, using 
alternatives suggested by GAO as a guide, 
should establish a tax treatment which better 
recognizes the chanqinq operations and present 
day environment of many electric cooperatives 
and their continuing need for assistance. 

MANY ELECTRIC COOPERATIVES 
HAVE CHANGED SUBSTANTIALLY 

Originally, most electric cooperatives were 
small associations which distributed electri- 
city to sparsely populated rural areas, These 
cooperatives were made exempt from Federal in- 
come taxes under section 5Ol(c)(12) of the 
Internal Revenue Code, which provides exempt 
status to mutual or cooperative companies de- 
riving their income principally from members. 

(GAO/GGD-83-71 
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Today, many electric cooperatives serve both 
rural and suburban areas and closely resemble 
investor-owned utility companies in their opera- 
tions and activities. In 1935, only about 30 
electric distribution cooperatives existed, the 
largest of which had 63 miles of line and just 
350 members. As of 1981, 920 electric distribu- 
tion and power supply cooperatives were in opera- 
tion with an average of 2,020 miles of line and 
about 10,400 consumers. Moreover, electric co- 
operatkves' total operating revenues grew from 
$230 million in 1950 to about $7.4 billion 
in 1981. 

Some electric cooperatives have expanded their 
activities by forming subsidiaries and associa- 

. tions of cooperatives which generate power, pro- 
vide financing, own and lease coal mining prop- 
erties and facilities, procure fuel and sup- 
plies, and provide ancillary business services, 
Others have expanded through the acquisition of 
small investor-owned utilities and interests in 
jointly-owned power generation plants. (See 
PP- 9 to 21.) 

Another indication of electric cooperative 
growth is that many cooperatives have been able 
to accumulate and retain substantial amounts 
of member equity or patronage capital--about 
$3.9 billion as of December 31, 1981. A basic 
cooperative operating principle is that coopera- 
tives should provide service at cost and distri- 
bute any margins or savings to members in pro- 
portion to their business or patronage. Under 
this principle the actual refunding of members' 
patronage capital is a management decision 
based on an assessment of cooperative operating 
needs and planned growth. Some cooperatives 
are using equity management plans to assist in 
balancing their financial requirements with 
their need to return members' patronage 
capital. Others have no such plans or inten- 
tions to establish them. (See pp. 34 to 38.1 

IRS HAS PROBLEMS ADMINISTERING 
TAX EXEMPTION PROVISIONS 

In administering tax exemption, IRS has tried 
to consider the changes in electric coopera- 
tives' operations and the environment in which 
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they do business. It has taken positions on tax 
exemption issues and has published requirements 
electric cooperatives must meet to qualify for 
exempt status. However, IRS has been hampered 
by the broad leqislation which has not changed 
significantly since the 1920s and, thus, does 
not reflect differences in many present day co- 
operatives. (See pp. 42 to 44.7 

IRS' compliance program centers on the one spe- 
cific legislative criteria--the requirement that 
85 percent or more of a cooperative's income be 
collected from members for the sole purpose of 
meeting losses and expenses. But even this re- 
quirement has proven difficult for IRS to admin- 
ister and for electric cooperatives to comply 

l with, IRS has not provided sufficient guidance 
for cooperatives to properly compute the member 
income test. Furthermore, in view of the signi- 
ficant amounts of tax-free nonmember income per- 
mitted under law --more than $160 million in 
1981--it is questionable whether the 85 percent 
member income requirement is still the best way 
to assist small cooperatives. (See pp. 45 to 48.) 

To facilitate IRS' administration of tax ex- 
emption, GAO recommends that IRS take certain 
actions, including providing more complete 
guidance on the computation of the member in- 
come test. (See p. 49.) 

GAO RECOMMENDS ADOPTION OF A TAX 
TREATMENT WHICH BETTER RECOGNIZES 
CHANGES IN SOME ELECTRIC COOPERATIVES 

Unlike Federal assistance proqrams which can he 
directed to those organizations having a con- 
tinuing need for assistance, tax exemption ap- 
plies across-the-board to all electric coopera- 
tives. Thus, despite changes in the operations 
and activities of some electric cooperatives, 
all cooperatives continue to benefit from tax 
exemption provided they meet the broad statu- 
tory requirements of section SOl(cJ(12) of the 
Internal Revenue Code. 

GAO recommends that the Congress establish a 
tax treatment to better recognize the changes 
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in electric cooperatives' operations and acti- 
vities. To this end, GAO proposes alterna- 
tives to the present law which would (1) modify 
electrrc cooperatives' nonmember income allow- 
ance, or (2) eliminate that allowance, and/or 
(3) apply tax rules already applicable to other 
types of cooperatives. GAO emphasizes that these 
alternatives, which would have an estimated re- 
venue impact ranqing from $2 million to $45 mil- 
lion, are by no-me&s all inclusive. Rather, 
GAO sugqests them as a framework for the Con- 
gress' consideration. (See pp. 54 to 56.) 

AGENCY COMMEHTS AND 
GAO'S EVALUATION 

The National Rural Electric Cooperative Associ- 
ation, IRS, and the Departments of Agriculture 
and the Treasury comments ranged from general 
agreement on administrative issues by IRS to 
total disagreement by NRECA. The Edison Electric 
Institute was also asked to comment but declined 
the opportunity. (See Apps. v to VIII.) 

NRECA disagreed with GAO's conclusions regarding 
the changes in the circumstances which initially 
motivated Federal Government involvement in 
rural electrification and on the extent to which 
present day cooperative operations and activi- 
ties have changed. In contrast, IRS stated that 
electric cooperatives are much different today. 
GAO reemphasizes that while the special circum- 
stances and operating environment of some co- 
operatives may not have changed, those of others 
have changed substantially. Yet, tax exemption 
continues to apply across-the-board to all elec- 
tric cooperatives and does not recognizaif- 
ferences in their operations. (See pp. 31 to 
33.) 

Agriculture and NRECA contended that the report 
does not recognize the need for electric co- 
operatives to retain member equity and that 
taxing cooperatives could affect their ability 
to build up equity levels. GAO recognizes that 
cooperatives need to retain equity capital to 
become self-sufficient but emphasizes that in 
accordance with cooperative operating principles, 
cooperatives are to return to members amounts 
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accumulated above reasonable business needs. 
GAO also believes that cooperatives could find 
equity management plans useful for assuring 
that a proper balance is achieved between 
building needed equity and returning patron- 
age capital and suggests that REA encourage 
the use of such plans. (See pp. 40 and 41.) 

GAO also points out that under its proposed 
alternatives, electric cooperatives generally 
would be taxed only on their nonmember income 
and that such taxes should have little impact on 
electric cooperatives' ability to build equity. 
Moreover, these tax treatments would better re- 
cognize the differences in present day electric 
cooperatives and would be a step towards more 
equitable taxation of the Nation's electric con- 
sumers. (See pp* 59 and 60.) 

NRECA also disagreed with GAO's findings and 
conclusions concerning the problems and diffi- 
culties related to IRS' administration of the 
tax exemption provisions. In contrast, IRS 
essentially agreed with GAO in this regard. 
(See pp. 51to 53.) 

Treasury commented that GAO's proposed alterna- 
tives should have included the outright repeal 
of tax exemption. In this regard, Treasury 
questioned the need for any type of Federal 
subsidization of cooperatives and stated that 
GAO's report should have been expanded to cover 
all types of assistance to electric coopera- 
tives. GAO points out that while the issues 
raised by Treasury merit consideration, they 
were not within the scope of GAO's review. (See 
PP* 8 and 59.) 
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GLOSSARY 

Electric distribution 
cooperative 

Embedded interest rate 

Equity management plan 

Equity-to-assets ratio 

Margins, net margins, 
year-end margins 

Megawatt-hour 

Nonoperating margins 

A cooperative which sells 
electricity at the retail 
level to member consumers. 

The average interest rate 
on long-term debt. That is, 
the interest paid on long- 
term debt divided by the 
average of long-term debt 
outstanding at beginning 
and end of year. 

A cooperative plan and/or 
program to achieve an equity 
level which allows for re- 
funding patronage capital to 
members. 

A ratio showing the rela- 
tionship between a business* 
net worth and its total as- 
sets: that is, the propor- 
tion of the assets financed 
through owners' equity as 
opposed to borrowing. 

Terms used by cooperatives 
to describe monies received 
from members and other op- 
erations in excess of costs 
and expenses. This is com- 
parable to net income of 
for-profit businesses. 

The electrical unit which 
equals 1,000 kilowatt-hours. 

Margins earned from sources 
other than a cooperative's 
electric operations. Such 
margins include interest, 
dividends, royalties and 
gains on the sale of assets. 



GLOSSARY 

Operating margins 

Patronage capital, 
member equity 

PatroLage refund, patronage 
dividend 

Power supply cooperative 

Margins resulting from a co- 
operative's electric opera- 
tions, including the sale of 
electricity to both members 
and nonmembers and rental of 
electric property. 

Terms used to describe mar-' 
gins retained by coopera- 
tives from members. This 
is comparable to the owners' 
equity of a for-profit busi- 
ness. 

Terms used to describe the 
distribution of annual net 
margins or net proceeds by 
cooperatives to members. 

An electric cooperative 
which generates and/or pur- 
chases electricity for sale 
to electric distribution co- 
operatives and other utili- 
ties. Also referred to as 
generation and transmission 
or G & T cooperatives. 





CHAPTER 1 

INTRODUCTION 

Tax-exempt organizations have grown and changed since en- 
actment of the tax exemption laws in the early 1900s. Today, 
these organizations impact on almost every level of social and 
economic activity in the country. The number and types of or- 
ganizations seeking.tax exemption have steadily increased over 
the years. Over 800,000 individual entities are exempt from 
Federal income taxes under section 501(c) of the Internal 
Revenue Code. 

While the operations and activities of tax-exempt organiza- 
tions have expanded and changed, many of the law's tax exemption 
provisions have remained virtually unchanged. This has placed 
increasing demands on the Internal Revenue Service (IRS) to in- 
terpret and apply these tax exemption laws to the modern day 
activities of exempt organizations. Over the years, top offi- 
cials in the Department of the Treasury and IRS have expressed 
concerns about administering the tax-exempt provisions. In 1956 
the Secretary of the Treasury stated in a letter to the tax com- 
mittees of the Congress that: 

"The present statutes in the tax-exempt area place in- 
superable interpretative and administrative burdens on 
the Internal Revenue Service and create formidable 
problems for taxpayers and tens of thousands of orga- 
nizations involved. The problems in this field are 
obviously involved, complicated, and difficult." 

In 1966 the Commissioner of IRS stated in a letter to the Presi- 
dent that: 

"The structure and scheme of the exemption statutes are 
basically unsuitable to a system of income taxation. 
The principal exemptions are set forth in vague lan- 
guage adopted at a time when corporate tax rates were 
between 1 and 2 percent. In some cases exemption was 
granted solely because anticipated revenues from cer- 
tain organizations were insufficient to make taxation 
worthwhile. Although tax rates have increased greatly 
and exempt organizations have changed substantially 
in size, activities and revenue endeavors, the policy 
underlying these exemptions has not been reviewed in 
recent years." 

Yet little attention has been given to overseeing IRS' ad- 
ministration of the Internal Revenue Code's exemption provisions 
or determining whether existing law is adequate and equitable in 



view of current conditions. Given the steady growth in the num- 
ber and types of organizations that have been granted tax-exempt 
status, we wanted to 

--develop current information about the size, characteris- 
tics, and activities of various tax-exempt organizations; 
and 

--assess,IRS' effectiveness in administering and enforcing 
the various tax exemption provisions of the Internal Rev- 
enue Code. 

This report examines how the tax exemption provisions for 
one type of nonprofit business enterprise--electric cooperatives-- 
are being administered by IRS and discusses changes that have 
occrrred in the operations and activities of electric coopera- 
tives since they were first granted tax exemption. It also sug- 
gests alternatives to the present tax treatment of electric co- 
operatives for the Congress to consider. 

This report focuses on issues similar to those addressed in 
other GAO reports on non-tax-related issues of electric coopera- 
tives and farmers' cooperatives. One such report set forth, among 
other things, the need for farmers' cooperatives to adopt programs 
for refunding members' equity (monies received from members and 
other operations in excess of cooperative costs and expenses) 
that are fair to current and former members. 1,~' Another report 
concluded that the Rural Electrification Administration (REA) 
needs to make policy changes to better evaluate rural electric 
distribution systems' need for subsidized loans. 2/ The report 
was critical of REA for not doing enough to encourage its bor- 
rowers to increase their equity levels so that they could qual- 
ify for private financing. A third report examined the policies 
and procedures followed by REA in guaranteeing and making insured 
loans to rural electric generation and transmission (power sup- 
ply) cooperatives. z/ 

l/"Family Farmers Need Cooperatives-But Some Issues Need to Be - 
Resolved" (CED-79-106, July 26, 1979). 

2/"Rural Electrification Administration Loans to Electric Distri- - 
bution Systems: 
1980). 

Policy Changes Needed" (CED-W-52, May 30, 

z/"Financing Rural Electric Generating Facilities: 
Growing Activity" (CED-81-14, November 28, 1980). 

A Large and 
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ELECTRIC COOPERATIVES--HOW 
AND WHY THEY BEGAN 

Cooperatives are legally and operationally different from 
for-profit enterprises because they act for, and are owned by, 
their members, not by an outside group of stockholders. 

Cooperatives perform a wide range of business functions and 
services and can be classified in two major categories: (1) pro- 
ducer or marketing cooperatives, which act on behalf of members 
to process and market their products, and (2) consumer coopera- 
tives, which purchase goods and supply services for their members. 

Electric cooperatives are consumer-type cooperatives which 
came into being when the vast majority of rural areas were with- 
out electricity. In order to bring electricity to sparsely 
populated areas where it was uneconomical for private utility 
companies to operate, small associations of farmers formed co- 
operatives to distribute their own electricity. 

Electric cooperatives differ from most other cooperative 
enterprises because they are quasi-public utilities which pro- 
vide electricity to all consumers in their designated service 
areas. Unlike members of marketing and most other types of con- 
sumer cooperatives whose participation is voluntary, consumers 
residing in areas serviced by electric cooperatives generally must 
receive service from the cooperative or do without electricity. 

The first electric cooperative was formed in the United 
States in 1914. By 1935 at least 30 cooperatives had started 
distributing electricity in previously unserved rural areas. 
These cooperatives, however, were able to service only about 11 
percent of U.S. farms. The cooperatives were very small and 
made little progress in meeting the electric needs of the Na- 
tion's farmers because of the prohibitive cost of building elec- 
trical lines and the lack of financial resources. 

The granting of tax-exempt status, discussed below, had lit- 
tle financial impact on electric cooperatives during the early 
years since what they needed most was start-up capital to build 
distribution facilities. The needed thrust was provided with the 
establishment of REA by executive order in 1935 and the enact- 
ment of the Rural Electrification Act in 1936. The act author- 
ized REA to make loans for bringing electric service to the rural 
areas of the country. 

With the infusion of capital, the rural electrification pro- 
gram rapidly took hold. By the end of 1936 nearly 100 coopera- 
tives had signed loan agreements with REA. By 1950 nearly 1,000 
electric cooperatives and public utility systems had received 
loans from REA and were providing electricity to more than three 



million consumers. As the network of electric distribution co- 
operatives expanded across the country, they began to form member- 
owned power supply cooperatives (also referred to as generation 
and transmission or G & T cooperatives) to purchase bulk power 
and to build their own generating capability to reduce dependence 
on outside sources of power. The first power supply cooperative 
was formed in 1937; today 51 are in operation. 

The Rural Electrification Act was amended in 1973 to, among 
other things, authorize REA to guarantee loans made by non-REA 
lenders for electric generation and transmission facilities. The 
REA loan guarantee program presently is the major source of long- 
term financing for power supply cooperatives. &/ 

TAX EXEMPTION LEGISLATION 
AFFECTING ELECTRIC COOPERATIVES 

Electric cooperatives are exempt from Federal income taxa- 
tion under section 501 of the Internal Revenue Code which author- 
izes the tax exemption of various nonprofit organizations. Sec- 
tion 5Ol(c)(12) extends exempt status to: 

"Benevolent life insurance associations of a purely 
local character, mutual ditch or irrigation companies, 
mutual or cooperative telephone companies or like orga- 
nizations: but only if 85 percent or more of theincome 
consists of amounts collected from members for the sole 
purpose of meeting losses and expenses * * *.I' 
(Underscoring added.) 

Section 501 (c)(12) originated with the Revenue Act of 1916. 
That act provided tax-exempt status to, among other organizations, 
mutual or cooperative companies which derived their income solely 
from members. At that time corporations were subject to a 2 per- 
cent income tax. Although congressional intent for exempting co- 
operatives and like organizations is vague, the House Committee 
on Ways and Means report accompanying the 1916 act indicated that 
the negligible amount of tax that would be collected from these 
organizations did not justify the expense and annoyance of close 
administration. Another view, according to one authority on tax 
exemption, is that the Congress desired to assist small mutual 
and cooperative associations formed by struggling farmers and 
businessmen during this precarious economic period. 2/ 

l/Hereafter, - reference to electric cooperatives will include 
both electric distribution and pow&r supply cooperatives, un- 
less specific identification is needed. 

2/James J. McGovern, "The Exemption Provisions of Subchapter F," 
Tax Lawyer, Vol. 29, No. 3, Spring 1976. 
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IRS considers electric cooperatives to be "like organiza- 
tionsM within the context of section 501(c)(12). As a group, 
they represent about 80 percent of section 501(c)(12) organiza- 
tions in terms of assets and revenues. The first electric co- 
operative was granted tax-exempt status in 1923 as a result 
of an administrative ruling by the Bureau of Internal Revenue 
(now IRS). The Bureau determined that the cooperative, a 
local mutual association formed to take over a bankrupt light 
and power company, was a like organization within the meaning 
of the law. 

The Revenue Act of 1924 amended section 501(c)(12) so that 
only 85 percent, rather than 100 percent, of an organization's 
income had to be collected from members to be exempt from taxa- 
tion. The legislative history indicates that the Congress wanted 
to help smaller companies financially by allowing them to earn 
some interest on idle funds. 

The provisions of section 5Ol(c)(12) relating to electric 
cooperatives remained basically unchanged from 1924 to 1980. 
The Tax Reform Act of 1969 imposed an income tax on the unrelated 
business income of certain exempt organizations, including com- 
panies exempt under section 5Ol(c)(12). This tax applies only 
to income derived by an organization from a trade or business 
regularly carried on which is not substantially related to that 
organization's exempt function. Also, the Miscellaneous Revenue 
Act of 1980 amended the 85 percent member income requirement 
as it applies to mutual or cooperative electric and telephone 
companies. These companies, in determining whether they meet 
the 85 percent member income requirement, may now exclude 
any income from rental of poles, such as rental payments from 
cable TV companies and from other utility companies, and from 
the sale of telephone directory display listings. 

IRS' Exempt Organizations Division is responsible for admini- 
stering section 501 of the Internal Revenue Code. The Director 
of that Division reports to the Assistant Commissioner for Em- 
ployee Plans and Exempt Organizations who in turn reports through 
the Associate Commissioner (Operations) and the Deputy Commis- 
sioner to the Commissioner. The Division, through various key 
IRS district offices which accept applications for tax exemption, 
determines whether organizations qualify for tax-exempt status 
and examines returns for compliance with the law. 

OBJECTIVES, SCOPE, AND METHODOLOGY 

Our objectives were to examine the characteristics and 
operations of electric cooperatives and IRS' administration of 
the tax exemption statutes to determine whether 

--electric cooperative operations and activities have 
changed since the granting of tax exemption, 
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--electric cooperatives are organized and operating in a 
nonprofit cooperative manner, and 

--IRS can effectively administer the tax exemption provi- 
sions related to electric cooperatives. 

To determine the kind and extent of changes that have oc- 
curred in electric cooperative operations, we compared past and 
current operating data for selected cooperatives. Our primary 
data base consisted of the 916 electric cooperatives holding REA 
loans as of December 31, 1979. These cooperatives comprised over 
90 percent of the electric cooperative universe, and data on their 
operations is reported and published by REA. We also visited six 
electric cooperatives in four states to ascertain changes in their 
operations since they were granted tax exemption. 

I To determine whether electric cooperatives were organized and 
operating in a nonprofit manner, we needed criteria to distinguish 
cooperatives from other types of business entities, We used com- 
monly accepted cooperative principles which embody the essential 
features of cooperative organization, ownership, and operation, 
The origin of these principles dates back to the establishment of 
the first permanent cooperative by the pioneers of Rochdale, 
England, in 1844. The principles, now commonly referred to as 
Rochdale principles, provide for 

--open membership to all who can use the cooperative's 
service, 

--democratic control with each member having one vote, 

--limited return or interest on members' invested capital, 
and 

--operation at cost by returning any net savings or margins 
to members on the basis of patronage in proportion to their 
business with the cooperative. 

The Rochdale principles are the foundation for present day coopera- 
tive principles endorsed by the International Cooperative Alliance, 
the cooperative community, and scholars and authorities on the subject. 
(See App. I.) 

Using the cooperative principles, we reviewed the financial 
statements and bylaws of 70 electric distribution cooperatives 
randomly selected from among 873 receiving loans from REA as of 
December 31, 1978. We also sent confidential questionnaires to 69 
of the 70 cooperatives to solicit detailed information on their 
policies and practices, particularly with respect to the principle 
governing the treatment of patronage capital. (One cooperative 
was not solicited because it recently was included in the sample 
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of another GAO review.) Appendix IV contains a copy of the ques- 
tionnaire with a summary of responses to each question. The 
sample, although representative of a cross section of electric 
distribution cooperatives, does not give precise estimates for the 
whole group, The sample was designed to assure that, 95 times out 
of 100, the percentage of all REA cooperatives having a particular 
policy would vary from the percentage reported in the sample by 
no more than 13 percent. 

To more fully evaluate electric distribution cooperatives' 
policies and practices relating to the refunding of patronage 
capital, we reviewed patronage capital refund data for the electric 
distribution cooperatives receiving REA loans as of December 31, 
1978, and 1979, respectively. We also reviewed IRS technical 
advice memoranda and recent court decisions concerning the treat- 
ment bf patronage capital. Finally, we contacted officials at 
various State power commissions, TVA, REA, the Treasury Depart- 
ment, and IRS to obtain their comments and policies on the treat- 
ment of patronage capital. 

To determine whether IRS can effectively administer tax ex- 
emption laws as they apply to electric cooperatives, we reviewed 
the policies, procedures, and practices used by IRS, including 
applicable tax legislation, revenue rulings, technical advice 
memoranda, and legal decisions. We selected 36 completed IRS 
compliance examinations of tax-exempt electric cooperatives to 
evaluate the nature, extent, and effectiveness of IRS' efforts. 
The examinations had been conducted in seven IRS district offices 
and covered tax years 1972 to 1977. The 36 completed examinations 
included 18 cooperatives examined by IRS out of our random sample 
of 70 electric distribution cooperatives that had received REA 
loans as of December 31, 1978, and 18 electric cooperatives we 
selected judgmentally on the basis of such characteristics as 
substantial nonoperating margins and high commercial and indus- 
trial sales. We also reviewed overall statistics on IRS' compli- 
ance and revocation efforts affecting tax-exempt electric co- 
operatives. In addition, we interviewed IRS headquarters 
officials in C-Tashington, D.C.. and solicited opinions from 
electric cooperative managers on the effectiveness of IRS' 
administration of the tax exemption provisions. 

Overall, we conducted work at Treasury, IRS, and REA head- 
quarters in Washington, D.C. 
in four states, 

We visited electric cooperatives 
and contacted regulatory agencies in 19 States. 

We also contacted representatives of TVA, the Edison Electric 
Institute and the National Tax Equality Association, headquar- 
tered in vlashington, D.C. We conducted our audit work during 
the May 1979 to March 1981 timeframe. We subsequently updated 
statistical information, where possible. Our work was performed 
in accordance with generally accepted Government auditing standards. 
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AGENCY COMMENTS AND OUR EVALUATION 

The National Rural Electric Cooperative Association (NRECA), 
IRS, and the Departments of the Treasury and Agriculture com- 
mented on a draft of this report. (See Apps. V through VIII.) 
The Edison Electric Institute was asked to comment, but declined 
the opportunity. 

In an August 18, 1982 letter, the Assistant Secre'tary of the 
Treasury (Tax Policy) implied that we had not gone far enough with 
our work because our list of alternatives did not include repeal 
of section SOl(c)(12). In this regard, Treasury stated that the 
report did not (1) adequately explore the economic policy justifi- 
cation for Federal government intervention on behalf of electric 
cooperatives, (2) provide enough detail on the economic character- 
istics of electric cooperatives to evaluate the magnitude and ef- 
fectiveness of tax exemption and other forms of Federal assistance, 
or (3) sufficiently quantify the interrelationship of these assis- 
tance programs. Treasury contended that if our review could have 
been expanded to more fully address these issues, the report's 
conclusion that remedial legislation is needed in the area of tax 
exemption could have been strengthened. Treasury further expressed 
the opinion that if the report could be expanded in this manner, 
the case for eliminating tax exemption of electric cooperatives, 
itself stronger than any of our alternatives, would be reinforced. 

Although the issues raised by Treasury merit consideration, 
they were not within the scope of our review. As discussed above, 
our objectives were to determine whether electric cooperatives 
have changed since they were granted tax exemption and how effec- 
tively IRS is administering the tax exemption laws. To achieve 
these objectives it was not necessary to develop and use an eco- 
nomic model to evaluate all types of Federal assistance avail- 
able to electric cooperatives. Rather, we assumed that the 
Congress originally wanted to help struggling nonprofit electric 
cooperatives and enacted tax exemption legislation to achieve that 
end. Similarly, since section 5Ol(c)(12) applies to various 
mutual and cooperative associations and our work focused just on 
electric cooperatives, we do not have an adequate basis for in- 
corporating Treasury's suggestion to include as one of our alter- 
natives the repeal of the entire section. 



CHAPTER 2 

OPERATIONS OF EIANY ELECTRIC 

COOPERATIVES HAVE CHANGED SURSTAMTIALLY, 

RUT TAX EXEMPTION PROVISIONS HAVE NOT 

The operations of many electric cooperatives have changed 
siqnificantly since these organizations were granted tax-exempt 
status almost 60 years ago. Initially, they were small, struggling 
associations which purchased and distributed electricity for their 
rural members. Today, most electric cooperatives are medium-sized 
utilities whose rates are, on the averaqe, comparable to those 
charqed by investor-owned utilities (IOUs) operated for profit 
in neighboring areas and in many urban centers of the country. 
They account for almost 10 percent of the Mation's electric reve- 
nues and provide service to more than 9 million rural and suhur- 
ban residents, farms, and industries. 

Some electric cooperatives have retained their rural, lo- 
cal character over the years. Others, however, spurred by rural 
economic development and growth and Federal assistance, have be- 
come large utility companies which closely resemble IOUs in their 
operations. In addition, as discussed in chapter 3, many electric 
cooperatives have been able to accumulate and retain substantial 
member equity. 

As a result of these changes, the nature of current electric 
cooperative operations is diverse. Yet, unlike other assistance 
programs, tax exemption presently applies to all electric coop- 
eratives regardless of differences in their operations, financial 
condition, size, or type of consumers served, provided they meet 
the broad statutory requirements of the law. As discussed in 
chapter 4, IRS has tried to recoqnize the changes in electric 
cooperatives in administering the tax exemption provisions of the 
Internal Revenue Code. However, it has not been able to effec- 
tivelv do so primarily because the exemption provisions are broad 
and do not recognize differences in electric cooperatives' pres- 
ent day operations or the environment in which they are operating. 
Changes are needed to facilitate IRS' administration of the ex- 
istinq provisions. Moreover, the Congress should evaluate alter- 
natives to the current tax exemption provisions, such as those 
presented in chapter 5, which would better recognize the changing 
operations and present day environment of many electric cooperatives. 



MANY ELECTRIC COOPERATIVES' OPERATIONS 
HAVE CHANGED SUBSTANTIALLY 

The operations of many electric cooperatives have grown 
and changed since they were first formed to distribute electric- 
ity to rural areas of the country and since they were initially 
granted tax exemption. Some electric cooperatives continue 
to operate as when they began-- small associations having sev- 
eral hundred farm members. Many, however, have grown to become 
medium-sized utilities which serve economically developed areas 
of the country. Still others have expanded their activities and 
have otherwise changed to the extent that they closely resemble 
for-profit IOUs. 

Most electric cooperatives are 
medium-sized utlllties 

, 
In 1935 only about 30 electric distribution cooperatives 

existed, the largest of which had 63 miles of line and just 350 
members. As of 1981, 920 electric distribution and power supply 
cooperatives were in operation, each having an average of 2,020 
miles of line and about 10,400 consumers, with many serving from 
20,000 to more than 60,000. 1/ Total electric cooperative oper- 
ating revenues grew from $235 million in 1950 to about $7.4 
billion in 1981, and they had combined assets totaling nearly 
$35 billion as of December 31, 1981. 

As shown in the following table, most electric distribution 
cooperatives have total assets of from $1 million to $20 million 
and annual operating revenues between $1 million and $10 million. 

l/The 920 electric cooperatives - --869 distribution cooperatives 
and 51 power supply cooperatives-- include only active REA bor- 
rowers. There are also a number of former REA electric coopera- 
tive borrowers in operation; however, information on their op- 
erations and activities is not available at REA. 
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Total assets as of Operating revenues 
December 31, 1979 Calendar year 1979 
Number of Number of 

cooperatives Percent cooperatives Percent 
(note a) of total (note a) of total 

$ 999,999 and under 8 1 46 5 
1,000,000 - 4,999,999 168 19 449 52 
5,000,000 - 9,999,999 295 34 247 28 

10,000,000 - 19,999,999 261 30 93 11 
20,000,000 - 39,999,999 112 13 26 3 
40,000,OOO and over 23 3 6 1 - - 

Total 867 100 867 100 
Z S 

$/Financial data was not available for three distribution coop- 
eratives holding REA loans as of December 31, 1979. 

Over the years, some electric distribution cooperatives ex- 
panded their activities by forming associations of cooperatives 
and subsidiaries to generate and transmit electricity (power sup- 
ply cooperatives): lease or purchase coal mining properties and 
facilities: procure fuels and supplies: and provide ancillary 
business services, including data processing, financing, and in- 
surance. 

Financially, power supply cooperatives are substantially 
larger than distribution cooperatives. As shown below, some 
have assets of more than $300 million and/or operating revenues 
exceeding $50 million. 

Total assets as of Operating revenues 
December 31, 1979 Calendar year 1979 

Number of Percent Number of Percent 
cooperatives of total cooperatives of total 

$ 24,999,999 and under 
25,000,OOO - 49,999,999 
50,000,000 - 74,999,999 
75,000,000 - 99,999,999 

100,000,000 - 199,999,999 
200,000,000 - 299,999,999 
300,000,000 - 499,999,999 
500,000,000 and over 

Total 

11 
15 

9 
4 

15 
9 

17 
20 

15 32 
9 20 
8 17 
9 20 
4 9 
1 2 

46 100 46 100 - Z - 
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Due to differences in the degree to which generation and dis- 
tribution facilities are integrated, electric cooperatives are 
not directly comparable to municipal (State and local government- 
owned) and investor-owned utilities. The latter utilities are 
generally moire vertically integrated than electric cooperatives. 
They generate as well as distribute electricity and some even own 
sources of fuel, such as coal mines. Yet on the basis of assets 
and revenues, most electric distribution cooperatives could be 
considered medium-sized utilities comparable in size to the 
smaller municipal. systems and Class A and Class B IOUs, l/ where- 
as many power supply cooperatives compare in size to larger mu- 
nicipal and medium-sized investor-owned utilities. 

Electric cooperatives increasingly 
resemble investor-owned utilities 

Although electric cooperatives are fundamentally different in 
ca$ital structure from IOUs, they have become increasingly similar 
in other respects. Cooperatives are owned directly by their mem- 
bers and raise equity capital through the sale of memberships and 
retention of year-end margins. IOUs raise equity capital through 
the sale of stock to the public, and these investors, in turn, 
share in any profits earned by the companies. While this basic 
difference exists, it primarily affects the utilities' relative 
costs of capital. On the other hand, cooperatives and IOUs have 
grown increasingly similar with respect to their operations and 
activities. 

Cooperatives, like IOUs, have service area monopolies in 
most States. Through the years, like IOUs, they have achieved a 
substantial level of vertical integration. As of December 31, 
1981, electric cooperatives had invested over $1.3 billion in af- 
filiated cooperative organizations which generate power, provide 
financing, own and lease coal mining lands, procure fuel and sup- 
plies, and provide other business services to their members. 

In recent years, power supply cooperatives have added to 
their generating capacity by acquiring interests in IOU generat- 
ing plants and participating in joint ventures with IOUs, munic- 
ipal utilities, and other power supply cooperatives. In 1979 co- 
operatives had interests in 16 existing and 37 projected jointly 
owned power generation plant units. From 1968 to 1978 coopera- 
tives increased their installed generating capacity by an aver- 
age of 13.3 percent annually, as compared to 7.5 percent annual 

l/The Federal Energy Regulatory Commission defines Class A util- - 
ities as those having annual operating revenues of $2.5 million 
or more. It defines Class B utilities as those having annual 
operating revenues of $1 million to $2.5 million. 
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growth for IOUs and 5.9 percent for municipal utilities. (See 
aw - II for statistics showing growth in generating capacity by 
industry sector.) In 1981 cooperatives generated 77.2 million 
megawatt-hours of electricity, or about 52 percent of their total 
requirements. According to REA officials, these statistics only 
indicate that cooperatives are catching up with other sectors of 
the industry in securing a reliable source of power. Nonetheless, 
this expansion is a further indication of vertical integration and 
change from their original function of distributing electricity in 
sparsely populated rural areas. 

Recent acquisition activity shows the competitive character 
of some electric cooperatives and their increasing resemblance 
to for-profit businesses. Since 1960, electric cooperatives 
have acquired 22 IOUs, whereas IOUs have acquired 4 electric 
cooperatives and unsuccessfully attempted to acquire 33 others. 
The most recent action at the time of our work involved the ac- 
quisition of an IOU located in a midwestern State by a subsidi- 
ary of an electric distribution cooperative. The distribution 
cooperative's subsidiary acquired the stock of the IOU in 1979 
with funds borrowed from the National Rural Utilities Coopera- 
tive Finance Corporation (CFC), a tax-exempt finance cooperative 
owned by member electric cooperatives. An IOU had previously 
attempted to acquire the power company but dropped its efforts 
after a power supply cooperative filed an anti-trust complaint 
related to the proposed acquisition. As a result of the acqui- 
sition, the electric distribution cooperative has expanded its 
activities to include the sale of water and natural gas to re- 
tail consumers and the sale of electricity and natural gas to 
wholesale customers for resale. 

In another recent action, an IOU in the northeast U.S. at- 
tempted to acquire a neighboring electric distribution coopera- 
tive. The acquisition was unsuccessful, in part, because only 
81 of approximately 5,500 cooperative members voted 42 to 39 at 
their 1980 annual meeting not to meet with the IOU's management 
to discuss the merger proposal. In addition, according to in- 
formation obtained from REA, another cooperative urged the pres- 
ident of the cooperative involved in the proposed acquisition to 
explore the possibility of acquiring the IOU. The cooperative 
indicated that financing could be arranged through CFC. It also 
pointed out that if the IOU became a cooperative it would no 
longer have to pay Federal income taxes and could receive the 
benefits of the Rural Electrification Act. 

Although the above activities are not conclusive, they 
illustrate the resemblance of electric cooperatives to IOUs and 
indicate the economically competitive nature of some electric 
cooperatives today. An official of one cooperative we visited 
stated that electric cooperatives are becoming big businesses 
and that the emphasis of many cooperatives today is toward 
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profitability. Officials of another cooperative we visited 
said the major difference between their cooperative and an IOU 
is the lack of profit motive. Yet that cooperative had accumu- 
lated margins totaling over $13 million as of December 31, 1979, 
and had never made a patronage capital refund to its members 
since it began operations in 1940. Furthermore, as discussed 
in the next chapter, many cooperatives have accumulated large 
amounts of patronage capital and have not returned such capital 
to their members (See page 37.) 

RURAL DEVELOPMENT HAS FOSTERED GROWTH AND 
CHANGE A!BNG ELECTRIC COOPERATIVES 

Rural economic growth and development has brought about 
growth and change in the service areas of many electric cooper- 
atives. At the same time, it has helped to reduce the high cost 
ofadistributing electricity in many rural areas. In the last two 
decades, the average number of consumers served by each electric 
cooperative has nearly doubled and electric consumption levels 
have grown even more significantly. Today, the electric rates 
charged by rural electric cooperatives are comparable to those 
charged by IOUs serving neighboring areas and many urban centers 
of the country. 

In recent decades, shifts in population and industrial ac- 
tivity have hastened the economic development of rural America 
and have affected the environment in which some electric coop- 
eratives operate. Some areas serviced by rural electric coop- 
eratives have become suburban in character as a result of 
spillover from growing metropolitan areas, such as Washington, 
D.C., and Atlanta, Georgia. Other areas have developed broader 
based economies and have a sizeable commercial and industrial 
base in addition to their agricultural activities. 

In recent years, customers other than residential consumers 
(farm and nonfarm) have become increasingly important to electric 
cooperatives. In 1978, commercial, industrial, irrigation, and 
other users --rather than residential consumers--were the major 
customers of 157, or 18 percent, of the Nation's electric distri- 
bution cooperatives. The following table shows the percentage of 
electricity sold in 1978 to residential consumers by electric 
cooperatives reporting to REA. 
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Percent of electricity sold Number of 
to residential consumers cooperatives 

90 - 100 143 17 
80 - 89 234 27 
70 - 79 160 18 
50 - 69 174 20 
less than 50 157 18 

Total 

Percent 
of total 

As a result of this rural development, electric cooperatives 
have experienced rapid growth in electric demand. Since 1960 
total*cooperative sales of electricity have increased nearly 
seven-fold, growing from 25.4 million to 186.5 million megawatt- 
hours (MWH).l/ From 1960 to 1981, the average annual growth rate 
of electric cooperatives and other utilities borrowing from REA 
has been about 50 percent higher than that of the total U.S. 
electric utility industry. (See Fig. 1, p. 16.) In terms of 
electric sales, electric cooperatives accounted for nearly 10 per- 
cent of total U.S. electric revenues in calendar year 1980. 

REA attributes this rapid growth in electric sales to the 
lack of adequate substitutes for electricity in many rural areas 
and the faster growth in population of rural areas. These rea- 
sons may also explain the growing size of electric cooperatives 
and the sharply increased levels of electricity consumption by 
residential, commercial, and industrial consumers of electric 
cooperatives. 

A/Total MWH sales by cooperative distribution systems and MWH 
sales made to other than REA borrowers by cooperative power 
supply systems. 
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Although the number of electric distribution cooperatives 
has remained about the same since 1950, they have grown signifi- 
cantly over the last 20 years in terms of the number of consum- 
ers each serves. As shown below, in 1960 about 64 percent of 
electric distribution cooperatives had fewer than 5,000 con- 
sumers, and only 10 percent had 10,000 or more consumers. In 
1981 about 37 percent of the cooperatives had fewer than 5,000 
consumers, whereas, about 36 percent had 10,000 or more consumers. 
In 1981 the average electric distribution cooperative had IO,377 
consumers (7,171 median) as compared to 4,980 consumers (3,847 
median) in 1960. During this same period, the average number 
of consumers served per mile of line also increased by 48 per- 
cent from 3.3 consumers per mile in 1960 to 4.9 per mile in 1981. 

1 
1960 1981 

Number of Number of 
cooperatives cooperatives 

Number of consumers (note a) Percent (note a) Percent 

l- 2,499 267 28 112 12 
2,500 - 4,999 335 36 228 25 
5,000 - 9,999 242 26 248 27 

10,000 - 14,999 65 7 149 16 
15,000 and over 28 3 189 20 

Total 937 100 926 100 S S D G 
consumers per mile (average) 3.3 4.9 
consumers per mile (median) 2.8 4.5 

a/Figures include municipalities, public utility districts, and 
power supply cooperatives which borrow from REA (49 in 1960; 
57 in 1981). The majority of these borrowers have fewer 
than 5,000 consumers. 

In addition to serving growing numbers of consumers, elec- 
tric cooperatives have experienced sharply increased levels of 
electric consumption by their residential, commercial, and indus- 
trial customers. From 1960 to 1981, the average monthly kilowatt- 
hour (WH) consumption of electric cooperatives' residential con- 
sumers increased by 155 percent (from 354 to 901) and that of 
commercial and industrial consumers increased by 328 percent 
(from 1399 to 5992). (See Fig. 2, p. 18.) 
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FIGURE 2 
AVERAGE MONTHLY KWH CONSUMPTION 

OF RESIDENTIAL AND COMMERCIAL/INDUSTRIAL 
CONSUMERS OF ELECTRIC COOPERATIVES 

1960 
a 354 

SOURCE: REA Bulletin l-l 

h 
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The recent growth in electric demand has represented a 
significant challenge to rural electric cooperatives. However, 
this growth in electric demand, together with Federal assistance 
in the form of REA loan programs, status as preference customers 
of Federal power agencies, and tax exemption (see pp. 22 to 261, 
has also enabled cooperatives in many rural areas to bring their 
electric rates in line with the rates charged by investor-owned 
utilities serving neighboring areas and urban centers of the 
country. Initially, due to the high costs associated with pro- 
viding service to sparsely populated rural areas, electric co- 
operatives' rates were significantly higher than those of IOUs 
serving urban areas. Subsequently, electric cooperatives and 
other REA electric distribution borrowers reduced the average 
price of electricity sold to residential consumers in each year 
from 1948 to 1970. (See Fig. 3, p. 20.) Although the price of 
electricity has since risen markedly, residential consumers of 
REA borrowers have paid less per WH than the industry average 
since 1961; and as of 1981, electricity cost these consumers 5.4 
cents per KWH-- about 40 percent more than it did in 1948. 
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FtGURE 3 
AVERAGE PRICE OF ELECTRlClTY SOLD TO RESIDENTIAL CONSUMERS 
OF ELECTRIC COOPERATIVES AND OTHER REA BORROWERS VERSUS 

THE TOTAL ELECTRIC INDUSTRY 

REA BORROWERS .------__-_-----_ 

TOTAL INDUSTRY 

I I I 1 I I I I I I I I I I I I I 
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1 
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SOURCES: REA Bulletin l-l YEAR 
Edison Electric Institute Statistical Yearbook 



On a national average, rural residents served by REA borrow- 
ers now pay less per KWH of electricity than do residential con- 
sumers of IOUs. In calendar year 1981, residential consumers of 
IOUs paid an average of 6.2 cents per KWH of electricity, or 
about 14 percent more than the average of 5.4 cents per KWH paid 
by residential consumers of REA borrowers. 

The comparison below of U.S. average residential electric 
bills for REA borrowers as of January 1, 1981, with U.S. aver- 
age bills for cities of 2,500 population or more showed that, on 
average, REA borrowers' rates are lower than those in U.S. cities. 
Further comparison showed that average electric rates of REA 
borrowers compare favorably to those of IOUs serving selected 
large cities, particularly at the higher levels of usage. 

As shown by the information presented above, the rural 
development process of the last several decades has stimulated 
growth and change in the areas serviced by many electric cooper- 
atives. This change has brought about a reduction in the cost 
of electricity to the residents of these rural areas. 
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".LF.CTRIC (-YOOPERATIVES RENEFIT FROW 
TAX EXEMPTION AND OTHER FElJERAL 
ASSISTANCE 

Federal assistance has played a major role in bringing 
electric service to sparsely populated rural areas of the coun- 
trv. Over the years, electric cooperatives have benefited from 
Federal tax exemption, REA loan programs, and their status as 
preference customers of Federal power agencies. 

Benefits accruinq from tax exemption 

In addition to making gross income from members tax-free, 
the tax exemption provisions permit electric cooperatives to 
earn tax-free up to 15 percent of such income from nonmembers. 
Nonmember source income consists of operating margins from the 
rental of electric property and sale of electricity to nonmem- 
hers; and nonoperating margins, including interest, dividends, 
royalties, and gains on the sale of assets. As shown below, 
nonmember income from sources other than cooperatives' electric ** 
operations, namelv nonoperating margins, has increased from about 
$13 million, or 16 percent of net margins, in 1960 to $160 mil- 
lion, or 32 percent of net margins, in 1981. These nonoperating 
margins represent profit which, in some cases, reduces members' 
cost of electricity. 

1960 1970 1980 1981 -- 
--------------- (OOO)----------------- 

FJet margins $84,130 $136,283 $377,234 $497,448 

P7onmemher income 
(note a) 13,241 22,065 114,620 160,260 

As a percent of net 
margin 16% 16% 30% 32% 

a/Exclusive of operating margins from nonmember sources not identi- - 
fiable from REA records. 

Electric cooperatives also benefit from tax-exempt status 
because they can retain members' patronage capital and do not have 
to pay a market rate of return on this equity capital. As exempt 
organizations they are prohibited by IRS from paying interest or 
dividends on patronage capital retained from their members. Fur- 
ther, such patronage capital can be retained to finance capital 
expansi.on programs. IOUS, on the other hand, must finance expan- 
sion from after-tax earnings and sales of stock to the public, and, 
when in a position, pay dividends on equity capital. 
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Because electric cooperatives are prohibited from paying 
interest on retained patronage capital and allowed to refund this 
capital on a discretionary basis, they incur a significantly lower 
cost of equity capital than do IOUs, and can retain a large portion 
of their year-end margins to finance expansion. In calendar year 
1978, for example, electric cooperatives reporting to REA retained 
86 percent of their year-end margins, whereas IOUs reporting to the 
Federal Energy Regulatory Commission were able to retain 21 percent 
of after-tax earnings. This is shown in the below comparison of 
net margins retained and refunded by electric cooperatives, and net 
income retained and paid out by investor-owned utilities. 

Patronage capital refunds are not the same as dividends de- 
clared on common and preferred stock. Patronage capital refunds 
represent the return of capital retained from members, whereas 
dividends represent areturn on capital invested by shareholders. 
Notwithstanding this distinction, 
tives' and IOUs' 

these amounts represent coopera- 
respective annual payouts related to members' 

and investors' invested funds. Consequently, in substance, patron- 
age capital refunds and dividends represent the respective costs 
of equity capital to electric cooperatives and IOUs. 
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Although electric cooperatives receive benefits from tax 
exemption, it should be pointed out that investor-owned and mu- 
nicipal utilities also receive certain Federal tax incentives 
and benefits. The tax benefits available to municipal utilities 
exceed those received by electric cooperatives. The tax benefits 
available to IOUs partially offset and defer their Federal income 
tax liabilities. 

Municipal utilities, like electric cooperatives, are exempt 
from Federal income taxes. The income of public utilities is 
specifically excluded from Federal taxation under section 115 
of the Internal Revenue Code. Furthermore, municipal utilities 
benefit from their ability to issue tax-exempt debt securities 
in that the interest received by investors is exempt from Fed- 
eral income taxes. This benefit significantly reduces municipal 
utilities' cost of debt financing. In 1980, municipal utilities' 
lon'g-term deht carried a 5.13 percent embedded rate of interest 
as compared to 8.17 percent for IOUs and 6.43 percent for coopera- 
tives. l-j 

IOUs benefit from Federal income tax provisions designed to 
encourage private investment in plant expansion and moderniza- 
tion. These tax incentives, available to all taxable businesses, 
include investment tax credits for qualifying capital expendi- 
tures, deferral of Federal income taxes through accelerated 
depreciation, and the ability to sell unused tax benefits under 
the safe harbor leasing provisions of Code section 168(f)(8). 2/ 
IOUs also benefit to some extent from the dividend reinvestment 
provisions of Code section 305(e). Under this section, investors 
can defer taxes on up to $1500 of dividends reinvested in quali- 
fied utility companies. Notwithstanding these tax benefits, in 
the S-year period ended December 31, 1980, IOUs paid Federal in- 
come taxes totaling nearly $4 billion and deferred another $8 
billion in taxes on income from their electric utility operations. 

As of December 31, 1980, IOTJs' accumulated deferred income 
tax liahility totaled over $14.1 billion. This resulted mostly 
from the accelerated depreciation of investments in electric 
utility plants during the late 1970s. From 1976 to 1980 electric 
utility plant investment totaled $92.1 billion, as compared to 

l-/Based on interest paid on long-term debt in 1980 (including 
interest charged to construction) divided by average long-term 
debt outstanding at beginninq and end of year. 

Z/The Tax Equity and Fiscal Responsibility Act of 1982 substan- 
tially reduced some of the tax advantages of the Internal 
Revenue Code's leasing provisions. 
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$58.5 hillion from 1971 to 1975. As long as plant investment con- 
\ 

tinues to grow in future years , IOUs will continue to defer these 
tax liabilities. 

REA loan assistance 

The REA loan program has been the principal means for chan- 
neling Federal assistance to rural electric cooperatives. Since 
it was established in 1935, REA has approved $15.6 billion in low- 
interest loans and $26.1 billion of loan guarantee commitments to 
electric cooperatives. As of December 31, 1980, direct REA loans 
and loans quaranteed by REA represented about 90 percent of co- 
operatives' total outstanding lonq-term debt of $21.5 billion. 
This lonq-term debt carries a 6.43 percent embedded rate of in- 
terest. IOU and municipal utility long-term debt, in comparison, 
carried embedded interest rates of 8.17 percent and 5.13 percent, 
respectively, in 1980, 

We estimate that in 1980, as a result of REA loan programs, 
cooperatives saved nearly $340 million over the cost of private 
financing. l/ Further, althouqh future cooperative financings 
will undoubtedly bear higher rates of interest due to current 
economic conditions, a large portion of existing REA long-term 
debt is fixed at the low embedded rates through the maturity of 
the loans. 

In a May 19811 report, we concluded that, although many rural 
electric distribution systems continue to need REA loan assist- 
ance, others could afford to obtain loans from private sources 
at reasonable rates and terms, 2/ In recognition of the differ- 
ences among electric cooperatives, the report recommended that 
REA policies be revised to better evaluate each electric distri- 
bution system's needs for subsidized loans so that REA assist- 
ante could be directed to those systems with qreater needs. The 
report also recommended that REA establish minimum equity goals 
(the portion of assets financed by equity as opposed to debt) 
for its electric distribution system borrowers and require tho,se 
borrowers with lower levels of equity to increase their equity 
levels accordingly. 

Preference power 

Electric cooperatives also benefit from their status as 
preference customers of Federal power agencies. Under Federal 

l/Rnsed on electric cooperatives' - lonq-term debt carrying the 
same 8.17 percent embedded rate of interest as carried by IOUs 
in 1980. 

Z/See footnote 2 on page 2. 
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marketing policies, electric cooperatives, publicly owned utili- 
ties, and certain other customers are given preference, or first 
right, to purchase low-cost Federal power. Electric cooperatives' 
and other REA borrowers' purchases from Federal power agencies 
have increased from 11.5 million MWH in 1960 to 39.9 million MWH 
in 1980. 

As of fiscal year 1978, electric cooperatives received sub- 
stantially larger power allocations than IOUs, but less than those : 
of municipal utilities. (App. III shows the disposition and 
pricing of Federal power agency sales in fiscal year 1978.) The 
benefits of preference power are widely distributed among elec- 
tric cooperatives, with 191 electric distribution systems in 21 
States purchasing power directly from Federal power agencies and 
many more benefiting indirectly as members of the 20 power sup- 
ply cooperatives in 19 States which also purchase Federal power. i 

The availability of Federal power has additional signifi- 
cance in that customers of Federal power agencies are not bur- 
dened with the capital financing requirements associated with 
replacing this federally generated power. As of September 30, 
1978, the net utility plant assets of Federal power projects 
totaled $22.5 billion, of which $13.5 billion represented in- 
vestments by the Government. 

PRESENT DAY ELECTRIC COOPERATIVES' 
OPERATIONS VARY BUT TAX EXEMPTION 
GENERALLY APPLIES TO ALL 

When electric cooperatives were first granted tax exemption 
almost 60 years ago, they were generally small associations lim- 
ited to the costly task of providing electric service to farms 
and rural residents in sparsely populated areas. As a result 
of rural economic development, Federal assistance, and tax bene- 
fits, some electric cooperatives' operations and service areas 
have grown and changed to the point where cooperatives today vary 
greatly. However, the broad tax exemption provisions of the 
Internal Revenue Code have not changed significantly and still 
apply to all electric cooperatives. 

The following five examples illustrate the diversity in 
present day cooperatives' operations and activities. The elec- 
tric cooperatives discussed in examples 1 and 2 are small, 
member-controlled associations which distribute electricity 
predominately to rural farms and residents. They have refunded 
margins to their members and earned little income from nonmember 
sources. 

Example 1 

An electric distribution cooperative was formed in 
1939 to bring electricity to its 694 members. By 1979 it 
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had grown to a size of 1,4Olmembers, including 35 commer- 
cial and industrial customers. In 1979 it had operating 
revenues of $1.2 million, including $16,099 earned from 
nonmember sources, and had accumulated patronage capital 
totaling $1.1 million. 

The cooperative has an equity management plan whereby 
it refunds members' patronage capital on a first-in, first- 
out basis on a 20-year cycle (see p. 37). It has consis- 
tently refunded patronage capital on an annual basis and has 
to date refunded more than $385,000 to its members. In addi- 
tion, it has maintained a relatively high level of member 
participation. In a recent 5-year period, annual meetings 
were attended by an average of 249 members, with an addi- 
tional 38 members voting by proxy. 

Example 2 

An electric distribution cooperative began operations 
in 1937 and, as of 1945, had 2,501 members. The coopera- 
tive has since grown to about 4,300 members, predominantly 
farm and nonfarm residential consumers. In 1979 the cooper- 
ative's operating revenues totaled $3.4 million, including 
$49,000 from nonmember sources. As of December 31, 1979, 
it had retained $4.2 million of patronage capital from its 
members. 

Under the cooperative's equity management plan, mem- 
bers' patronage capital is refunded on a first-in, first- 
out basis and a 20-year cycle. It has consistently refunded 
patronage capital annually and to date has refunded about 
$2.1 million to its members. In addition, over a recent 
5-year period, an average of 457 members attended the co- 
operative's annual meetings. 

In contrast, the electric cooperatives discussed in examples 
3 through 5 have expanded their business activities, earned sub- 
stantial tax-free income from nonmember sources, and/or increased 
their commercial and industrial sales base. As a result, their 
operations and activities now seem to more closely resemble those 
of taxable companies. 

Example 3 

An electric distribution cooperative was formed in 
1940 to provide electric service to its 3,500 members. It 
has since grown to approximately 28,500 members, including 
about 3,200 commercial and industrial customers who in 1979 
accounted for 42 percent of the cooperative's electric sales. 
The cooperative had operating revenues of $19.9 million and 
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nonmember income totaling $207,000 in 1979. AS of Decem- 
ber 31, 1979, the cooperative had accumulated patronage 
capital of $13.9 million. 

The cooperative has refunded no patronage capital since 
it began operations in 1940 because its power supply contract 
with the Tennessee Valley Authority (TVA) precludes refunding 
patronage capital other than through rate reductions. (See 
p. 38.) Over the next 10 years, the cooperative plans to 
collect an additional $11 million of patronage capital from 
its members to meet future capital requirements. Further- 
more, with only from 10 to 29 members in attendance at its 
annual meetings during the years 1975-79, the cooperative 
did not achieve the attendance quorum set forth in its by- 
laws. 

Example 4 

A power supply cooperative formed in 1940 has expanded 
to the point that today a majority of its electric sales are 
to utilities other than its electric distribution coopera- 
tive members. The cooperative has expanded and restructured 
its business activities to permit the subsidization of its 
distribution cooperative members' cost of electricity with 
substantial tax-free income. 

In calendar year 1979, the cooperative had operating 
revenues totaling $55.9 million and net operating margins 
of $4 million. It also earned $1*7 million in nonoperating 
margins, consisting principally of coal royalty income. 
Although the cooperative has not refunded patronage capi- 
tal, it has credited $4 million from operating margins to 
both member and nonmember utilities. It has not credited 
patronage capital from nonoperating margins to members, 
but rather accumulates it for future contingencies. As of 
December 31, 1979, the cooperative had accumulated nonop- 
erating margins totaling $5.9 million. l 

In 1972 the cooperative formed a taxable subsidiary 
power supply cooperative to assist in marketing its lig- 
nite coal resources and to provide its members with a fu- 
ture source of low-cost power. Under a long-term power 
sales agreement, the subsidiary presently sells all elec- 
tricity it produces to an IOU and pays the parent coopera- 
tive royalties for the right to purchase coal. As of Decem- 
ber 31, 1979, the subsidiary cooperative had paid the parent 
$3.6 million in coal royalties and $2 million in joint ven- 
ture administration fees. 

In addition, the cooperative has arranged its business 
activities in a manner which may affect its computation of 
member income. In 1970, the cooperative established separate 
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membership classes for its affiliated distribution coopera- 
tive members and for other utilities to which it sells 
electricity. The cooperative has issued 48 shares of stock 
to its 12 distribution cooperative members and 17 shares to 
its other members, which include 10 IOUs, 4 power generation 
cooperatives, and 3 municipal utilities. 

Furthermore, the cooperative credited $1.6 million of 
patronage capital to its distribution cooperative members 
in 1979 even though the average price they paid for elec- 
tricity was below the average total cost of production. 
It achieved this by allocating power from its lowest cost 
sources to its distribution cooperative members and power 
from its higher cost sources to the other utilities it 
serves. 

Example 5 

The electric sales of a power supply cooperative formed 
in 1966 and its four member distribution cooperatives are 
predominately to commercial and industrial rather than res- 
idential consumers. In 1979 the power supply cooperative 
generated 3.9 million MWH of electricity and purchased 
another 3.3 million MWH for resale to its four members. 
The cooperative had net operating margins of $6.9 million 
from its electric sales and nonoperating margins of $1.1 
million earned from other sources. In turn, it credited, 
but did not refund, patronage capital from both operating 
and nonoperating margins to its four electric distribution 
cooperative members. An analysis of the distribution co- 
operatives' revenues and patronage capital credits is 
shown below. 

Electric distribution cooperative 

A 

Revenues: 
Residential $4,623,775 

Commercial and 
industrial 1548,113 

All other 142,099 

Total $6,313,987 

Patronage 
capital 
credited $ 233,035 

(3%) 

8 C D Total 

. 

$ 8,288,242 $ 7,975.934 $ 5,349,238 $ 26,237,189 

3,942,087 62,117,386 43,630,171 111.237,757 

125,208 137,036 135,028 539,37 1 

$12,355,537 $70,230,356 $49,114,437 $138.014.317 

$ 111,309 $ 4.579,965 $ 3.148.557 $ 8,072,866 

(1%) (57%) (39%) (100%) 
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As can be determined from the above schedule, commer- 
cial and industrial consumers accounted for 81 percent of 
total revenues for the four distribution cooperative mem- 
bers in 1979. Further, the power supply cooperative cred- 
ited $7.7 million of patronage capital or 96 percent of its 
net margins to the two distribution cooperatives having the- 
bulk of commercial and industrial usage. 

Tax exemption primarily benefits the cooperatives' com- 
mercial and industrial users since they receive a tax deduc- 
tion for patronage capital included in their electric bills 
and credited to their accounts. Electric cooperatives are 
not subject to Subchapter T of the Internal Revenue Code, 
which taxes year-end margins at either the cooperative or 
member level. (See p. 55.) Thus, income taxes on these 
contributions to capital will be deferred until they 
are refunded in cash by the cooperatives and taken in as 
income by the commercial and industrial members. 

The above examples show the divergent extent and nature 
of tax-exempt electric cooperatives' operations and activities 
today. Most electric cooperatives fall somewhere in between. 
Federal power and REA loan programs have been modified through 
the years to account for changing economic conditions and rural 
development needs and the corresponding changes in some coopera- 
tives, In contrast, the tax exemption provisions governing elec- 
tric cooperatives have not significantly changed since 1924. Un- 
like Federal assistance programs which can be targeted to those 
organizations needing assistance, tax exemption applies to all 
electric cooperatives meeting the broad statutory requirements 
without regard to their operations, financial condition, size, 
or type of consumers served. 

CONCLUSIONS 

The law conveying tax exemption on electric cooperatives 
has not chanqed significantly since it was enacted almost 60 
vears ago. Some cooperatives continue to operate much as Yhey 
did when they were originally granted tax exemption. Rut other 
cooperatives have become larger, financially sound utilities 
whose rural and suburban service areas are no longer economically 
disadvantaged. Still others have expanded their business activi- 
ties, dramatically increased their commercial and industrial 
electric sales, and earn substantial untaxed income from nonmem- 
ber sources to the point where they more closely resemble taxable 
utility companies. Thus, the operations and activities of present 
day cooperatives are diverse. However, unlike direct Federal 
assistance programs which can be targeted to those organizations 
needing assistance, tax exemption applies to all electric coopera- 
tives provided they meet the broad statutory requirement of the 
law. 
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AGENCY COMMENTS AND 
OUR EVALUATION 

Agency comments concerning the changing operations of electric 
cooperatives were diverse. In a letter dated July 26, 1982, the 
Acting General Manager of NRECA disagreed with our report's con- 
clusions on (1) the changes in the circumstances which initially 
motivated Federal government involvement in rural electrification 
and (2) on the extent to which present-day cooperative operations 
and activities have changed. On the other hand, in a letter 
dated July 27, 1982, the Commissioner of Internal Revenue stated 
that electric cooperatives are much different today. 

Special circumstances of 
electric cooperatives 

NRECA stated that while the special circumstances which ini- 
tially motivated Federal Government involvement in rural electri- 
fication have changed to some extent, they are as significant and 
startling today as they were in 1936. To support its contention, 
NRECA pointed out that, on the average, (1) electric coopera- 
tives in 1981 had the highest cost of new capital in the electric 
industry and their low embedded interest costs are rising because 
of the need to finance new generating plants: (2) electric co- 
operatives experience low consumer and revenue densities, as com- 
pared with other sectors of the industry; and (3) cooperatives' 
electric rates are higher than those of other utilities. 

We disagree with NRECA's overall contention that the special 
circumstances faced by electric cooperatives in 1936 still exist 
today. In making its case, NRECA emphasizes the "average coopera- 
tive" but does not recognize the variances which make up that 
average. We acknowledge, as we point out in this chapter, that 
some cooperatives in NRECA's average statistics have probably 
retained their rural, local character and thus may continue 
to need assistance to provide electricity at reasonable rates. 
In contrast, however, there are many other cooperatives, such ?s 
those discussed in the examples on pages 27 to 30, which have 
come to more closely resemble their for-profit counterparts and 
earn substantial tax-free nonmember income. 

With respect to NRECA's specific contentions on this issue, 
we could not address its point that electric cooperatives had the 
highest average cost of new capital in 1981 because comparative 
data for other industry sectors is not yet publicly available. 
However, embedded interest rate comparisons as of 1980 showed 
that electric cooperatives' embedded rates were, on average, lower 
than those of IOUs. As shown on page 25, electric cooperatives' 
long-term debt carried a 6.43 percent embedded rate of interest 
in 1980, as compared with 8.17 percent for IOUs and 5.13 percent 
for municipal utilities in the same year. We acknowledge that 
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electric cooperatives' embedded interest costs are rising due to 
the high cost of money. We calculated that cooperatives' embedded 
interest rate rose to 7.75 percent in calendar year 1981. However, 
it is reasonable to assume that the embedded interest costs of the 
other industry sectors are likewise rising in the current interest 
rate environment. Furthermore, a large portion of cooperatives' 
existing long-term debt is fixed at the low embedded rates through 
maturity of their REA loans. 

We agree with NRECA's point that electric cooperatives gener- 
ally have low consumer and revenue densities compared to other 
utilities. However, as pointed out in our May 1980 report on REA 
loan programs, _I/ the disadvantages of serving low-density areas are 
often offset by other factors, such as low power costs, which can 
have a positive effect on electric rates. In this regard, the re- 
port pointed out that as of mid-1977, 52 percent of REA borrowers 
charged lower residential electric rates, at average usage levels, 
than neighboring IOUs, Moreover, as shown on page 21 of this re- 
port, national average rates of REA borrowers as of January 1, 1981, 
were lower than those rates charged in cities of 2,500 population or 
more at all levels of electric usage, and compared favorably with 
those rates charged in selected large cities. Thus, it appears 
that for certain areas the disadvantages of lower consumer and 
revenue densities, as inferred by NRECA, are more than offset by 
other utility cost factors. 

It should be pointed out that even if the electric rates 
charged by cooperatives are higher than those charged by other 
utilities, an argument can be made against tax exemption. To 
illustrate, Treasury, in its August 18, 1982, comments, stated 
that higher than average costs do not necessarily justify Govern- : 
ment intervention on behalf of cooperatives serving low-density 
markets. According to Treasury, Government intervention is war- 
ranted only when sellers exercise monopoly power, and even in 
those cases the remedy should be public regulation or suit under I 
the anti-trust laws, rather than the subsidization of competitors+ : 

The operations of many 
electric cooperatives 
have changed substantially 

l 

i 

NRECA stated that the operations and activities of electric 
cooperatives are essentially the same as they were in 1924--to 
provide electricity to their member consumers. It further said 
that the size of a cooperative has nothing whatsoever to do with 

L/See footnote 2 on page 2. 
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its tax-exempt status and that the relevant factors are coopera- 
tive ownership and nonprofit operation. Although we agree that 
the purpose of electric cooperatives has remained the same--to 
provide electricity to members --we do not agree that the opera- 
tions and activities of electric cooperatives in support of that 
purpose in 1924 were the same as they are in the present environ- 
ment. As substantiated in this chapter, the operations and acti- 
vities of many cooperatives have indeed grown and changed sub- 
stantially since tax exemption was first granted almost 60 years 
ago. 

In this regard, although we acknowledge that a cooperative's 
size per se is not a determining factor for tax exemption, in- 
creased size is certainly an indication of growth and change. As 
discussed on pages 10 to 14, some electric distribution coopera- 
tives have expanded their activities through the formation of sub- 
sidiaries and associations of cooperatives. Others have expanded 
through the acquisition of small IOUs and investments in jointly- 
owned power plants. 

One major factor, not mentioned by NRECA, which has contri- 
buted to the growth of and changes in many electric cooperatives 
is that their operating environment has changed. Since the 1920s 
and 193Os, rural economic development has brought about growth 
and change in the service areas of many electric cooperatives. 
Some service areas have become suburban in character as a result 
of spillover from growing metropolitan areas. The consumer mix 
of many cooperatives is also changing, as evidenced by the in- 
creasing importance of commercial and industrial customers. In 
contrast to the predominantly farm population served by electric 
cooperatives in earlier years, today nonresidential consumers, 
such as commercial, industrial and other business users, are the 
major customers of nearly 20 percent of the Nation's distribution 
cooperatives. 

In summation, while the special circumstances and operatiflg 
environment of some electric cooperatives may not have changed 
since the time they were first granted tax-exemption, those of 
others have indeed changed substantially. The operations and 
activities of many electric cooperatives have grown and changed 
to the point where today some large cooperatives closely resemble 
their for-profit counterparts and earn substantial tax-free income 
from nonmember sources. Despite these changes, tax exemption con- 
tinues to apply across-the-board to all electric cooperatives and 
does not recognize differences in their operations. Thus, as dis- 
cussed in chapter 5, we continue to believe that the Congress 
should adopt a tax treatment which better recognizes the changes 
that have taken place and the variances that currently exist. 
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CHAPTER 3 

MAPJY TAX-EXEFIPT ELECTRIC COOPERATIVES ARE 

RETAINING SURSTANTIAL MEPIRER EQUITY-- ANOTHER SIGN OF GROWTH 

Another indication of how electric cooperatives have grown 
since they were granted tax exemption is that many have been 
able to accumulate larqe amounts of patronage capital. At the 
end of 1981, electric cooperatives were holding about $3.9 bil- 
lion in patronaqe capital belonging to their members. 

A basic cooperative operating principle is that cooperatives 
should operate and provide services at cost and distribute any 
marqins or savings to members in proportion to their business or 
patronaqe. 1/ IJnder the principle, actual distribution need be 
made to memhers only when patronage capital is deemed to be 
over and above that needed to finance cooperative operations 
and anticipated growth. 

Some electric cooperatives have developed equity management 
plans that balance the financial requirements for their opera- 
tions and planned growth with the need to refund members' patron- 
age capital. Other electric cooperatives have no equity manage- 
ment plans and do not intend establishing them. 

Some Federal and State agencies interacting with electric 
cooperatives have certain policies and procedures which affect 
the distribution of members' patronage capital. Also, as dis- 
cussed in chapter 4, IRS currently has difficulty determining 
whether electric cooperatives are operating as cooperatives, 
particularly with respect to the retention and accumulation of 
members' patronage capital. 

COOPERATIVE PRINCIPLES AND PRACTICES 
CONCERNING THE DISTRIBUTIOM OF YEAR-END 
MARGINS 

I  

A fundamental concept that sets tax-exempt cooperatives 
apart from other businesses is that cooperatives are to (1) 
operate and provide services at cost and (2) distribute to 
members in proportion to their business with the cooperative 
any margins or savings accumulated above reasonable business 

A/Some cooperatives distribute margins to all patrons, members and 
nonmembers alike. Therefore, subsequent references to members in 
this chapter include both member and nonmember patrons. 
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needs. Under cooperative principles, the year-end margins of 
electric cooperatives represent the difference between revenues 
from members and other operations and costs and expenses. 
Rather than refunding margins to their members in cash, electric 
cooperatives generally credit members' patronage capital accounts 
and retain the margins to finance cooperative operations. This 
patronage capital contributed by cooperative members represents 
their equity interest in the cooperative's assets. 

Those electric cooperatives which refund patronage capital 
to their members generally do so under either the first-in, 
first-out or percentage method. Under the first-in, first-out 
method, the patronage capital first contributed by members is 
first refunded. Refunds under the percentage method are based 
on the percentage of total patronage capital contributed by each 
member. The actual refunding of members' patronage capital is 
usually left to the discretion of a cooperative's management 
and board of directors, based on their assessment of the co- 
operative's financial condition and other factors such as co- 
operative growth. 

ELECTRIC COOPERATIVES RAVE 
RETAINED SUBSTANTIAL 
PATRONAGE CAPITAL 

As of December 31, 1981, electric distribution cooperatives 
had collected over $4.5 billion of year-end margins from members 
and other operations. However, they had refunded only about 
$630 million to their members while retaining about $3.9 billion 
of this patronage capital. (See Fig. 4, p. 36.) 

As of December 31, 1978, only about 2 percent of the 873 
electric distribution cooperatives reporting to REA refunded 
more than 40 percent of the patronage capital received from 
their members, while about 48 percent returned 10 percent or 
less. The following table shows the percentage of patronage 
capital refunded by various electric cooperatives reporting 
to REA. , 

Percent of patronage Electric distribution 
capital refunded to cooperatives 

members Number Percent 

o- 5 300 34 
6 .- 10 125 14 

ll- 15 141 16 
16 - 20 117 14 
21 - 40 174 20 
Over 40 16 2 - 

Total 873 100 - = 
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FIGURE 4 

STATUS OF ELECTRIC DISTRIBUTION 
COOPERATIVE MARGINS AS 

OF DECEMBER 31,198l 

$630 MILLION 
REFUNDED TO 
MEMBERS 

$3.9 BILLION RETAINED 
BY THE COOPERATIVES 
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About 20 percent, or 173 of the above electric cooperatives, 
had never returned patronage capital to their members. It 
should be pointed out, however, that about 4 percent, or 36 of 
the electric cooperatives, have operated on a nonprofit basis 
hy setting their rates at or near cost and thereby have accumu- 
lated very little patronage capital. 

To determine the patronage capital refund policies and prac- 
tices of electric cooperatives, we sent questionnaires to 69 ran- 
domly selected distribution cooperatives. The median amount of 
patronage capital retained by the 64 electric distribution co- 
operatives responding to our questionnaire was $253 per member. 
one cooperative, however, had retained patronage capital averag- 
inq over $5,000 per member. As can be determined from the table 
below, over 50 percent of the cooperatives responding to our 
questionnaire had on their books outstanding patronage capital 
extending back more than 20 years. Further, nine of these co- 
operatives indicated that they do not refund patronage capital 
to any members, active or former. 

Patronage capital Electric distribution 
outstanding cooperatives 

Number of years Number Percent 

over 40 2 3 
31 - 40 9 14 
21 - 31) 22 34 
11 - 20 30 47 
10 or less 1 2 - - 

Total 64 100 - 

Forty of the 64 cooperatives indicated they had established 
equity management plans to, among other things, assure sufficient 
cash flow to finance cooperative operations and refund patronaGe 
capital on a predetermined cycle. These plans take into account, 
for example, cooperative rate structures, facility expansion, and 
loan requirements. Twenty-three of the 40 cooperatives had equity 
manaqement plans under which members' patronage capital is consist- 
ently refunded on a 10 to 2fl-year cycle. Twenty-four of the co- 
operatives responding to our questionnaire did not have an equity 
management plan to assure cooperative members that their patronaqe 
capital would eventually be repaid. Nine of these had no inten- 
tions of setting up such a plan in the future. We believe such 
equity management plans could be useful to assist cooperatives in 
balancing the need to return members' patronage capital along with 
their other financial operating needs. 
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Forty-eight of the 64 cooperatives responding to our ques- 
tionnaire said that their members influence management decisions 
regarding the refunding of patronage capital. We noted, however, 
that, on average, less than 7 percent of the members of the 48 
cooperatives voted at annual meetings held during the period 
1974-78. 

GOVERNMENT POLICIES AFFECT 
THE DISTRIBUTION OF MEMBERS 
PATRONAGE CAPITAL 

Certain Federal and State agencies interacting with tax- 
exempt electric cooperatives have policies and procedures that 
impact on the distribution of members' patronage capital. For 
example, REA loan provisions limit electric cooperatives patron- 
age capital refunds, TVA allows patronage capital to be returned 
only through rate reductions, and State agencies generally do not 
require member patronage capital to be returned within a specific 
timeframe. 

REA loan provisions limit 
patronage capital refunds 

Since one of REA's primary concerns is the protection of 
the Government's loan interests, it does not require electric co- 
operatives to refund patronage capital. As a means to protect 
Government loan interests, REA limits the refunding of patronage 
capital through loan provisions for those cooperatives whose 
equity-to-assets ratio is less than 40 percent. Although REA ad- 
vocates the refunding of margins when the equity-to-assets ratio 
exceeds 40 percent, it has not used its loan provisions to re- 
quire that this be done. It should be pointed out here, however, 
that REA does have another policy which to some extent may encour- 
age the payment of patronage capital refunds. Under this policy, 
cooperative general funds in excess of certain limits must be 
applied to funding plant additions, making advance payments on 
loans, or refunding members' patronage capital. I 

As of December 31, 1979, 262 of the 870 electric distribu- 
tion cooperatives receiving REA loans had equity-to-assets ratios 
exceeding 40 percent. Of the 262, 149 made no general patronage 
capital refund in 1979. Of the 149 cooperatives, 48 had never 
refunded patronage capital, and 32 of the 48 had equity-to-assets 
ratios of more than 50 percent. 

TVA allows patronage capital to be 
returned through rate reduction 

TVA sells power to over 160 utilities, including 45 electric 
distribution cooperatives receiving REA loans. As of December 31, 
1979, these electric cooperatives had retained patronage capital 
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totaling $336 million, and 10 of the 45 cooperatives had equity- 
to-assets ratios of more than 60 percent. TVA permits electric 
cooperatives it supplies with electricity to refund patronage 
capital only through across -the-board reductions of electric rates. 
TVA maintains that the basic purpose of the power provision of the 
TVA Act is to permit domestic and rural use of electricity at the 
lowest possible rate. Thus, its position has been that coopera- 
tive members realize a return on their capital contributions 
in the form of future rate reductions. IRS officials informed 
us that the Service has reviewed this method of refunding 
patronage capital and determined it to be in accordance with 
the basic requirements for cooperative operation as set forth 
by Revenue Ruling 72-36 (see p. 43). 

State regulatory aqencies do not 
require patronage capital distribution 

At the time of our review, electric cooperatives were regu- 
lated by State agencies in 24 of the 46 States in which they were 
located. Only Iowa requires that patronage capital be returned 
to members within a stipulated timeframe. Although other States 
do not impose requirements on patronage capital refunds, some 
monitor refunds as part of their ratemaking processes. 

Through inquiries made concerning the role State power agen- 
cies have in regulating electric cooperatives, we found that two 
distribution cooperatives in a midwestern State had not refunded 
patronage capital to their members in 1978 and 1979 even though 
the refund costs were included in their approved rates of return. 
The State power commission having jurisdiction over the coopera- 
tives subsequently ordered that the refunds be carried out. Ac- 
cording to one official of the power commission, electric coop- 
eratives' patronage capital refunds are now being verified on a 
2-year cycle. 

Since this matter could be applicable to electric coopera- 
tives not under State regulation and could have an adverse impact 
on cooperative members, we brought this matter to the attentidn 
of REA which is responsible for reviewing electric rates of elec- 
tric cooperative borrowers. REA had not been verifying the cost 
of patronage capital refunds in the past. Recently, it institu- 
ted a requirement that patronage capital refund costs be verified 
during field office visits. 

CONCLUSIONS 

A further indication of the growth of present day electric 
cooperatives is that many have been able to accumulate signifi- 
cant sums of patronage capital and are currently holding about 
$3.9 billion in member equity. 
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Under cooperative principles, patronage capital is supposed 
to be refunded to members when it is deemed to be over and above t 
that needed to finance cooperative operations and expansion. 
Some electric cooperatives have established plans that balance 
their financial operating needs and growth along with the need - 
to refund members' patronage capital. Others, however, have no 
such plans or intentions to establish them. ! a 

Some Federal and State agencies interacting with electric 
cooperatives have certain policies and procedures which affect 
the distribution of members' patronage capital. Also, as dis- 
cussed in the next chapter, although the Internal Revenue Code 
grants tax exemption to electric cooperatives primarily on the 
basis of their mode of operation, IRS has difficulty in deter- 
mining whether electric cooperatives are retaining and accumu- 
lating members' patronage capital beyond reasonable business 
needs. 

AGENCY COMMENTS AND 
OIJR EVALUATION 

In commenting on a draft of this report, the Secretary of 
Agriculture, in a letter dated August 18, 1982, stated that the 
draft was critical of electric cooperatives' member equity 
levels and does not recognize the need for cooperatives to re- 
tain patronage capital in order to become self-sufficient. In 
a letter dated July 26, 1982, the Acting General Manager of 
NRECA interpreted the report as directing electric cooperatives 
not to build up their equity levels. NRECA maintained that the 
report contradicts other Federal mandates and a prior GAO recom- 
mendation for electric cooperatives to increase their equity 
levels so that they could qualify for private financing. NRECA 
went on to say that the Congress has continuously examined the 
need for electric cooperatives to retain equity, and that it 
would be difficult to simultaneously increase equity levels and 
refund members' patronage capital. ‘ 

We emphasize that it is not our intention to prevent electric 
cooperatives from building equity or to hinder them from obtaining 
private market financing, Rather, we recognize the need for coop- 
eratives to retain equity capital from members in order to become 
financially self-sufficient. However, as nonprofit cooperative or- 
ganizations, they are also obligated to return margins to members, 
either directly or through rate reductions, once accumulations 
exceed a level necessary to finance their operations and expansion 
needs. 
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The need for electric cooperatives to operate in a non- 
profit manner is also recognized by NRECA. In its comments on 
our draft report, NRECA pointed out that ownership by consumer- 
members and nonprofit operations are relevant factors concerning 
the tax exemption of electric cooperatives. We fully agree. We 
also point out in the report that some electric cooperatives have 
been able to accomplish these objectives by establishing equity 
management plans. These plans enable cooperative managers to make 
better informed decisions regarding the adequacy of equity levels 
and the refunding or rotating of members' equity capital on a con- 
sistent and timely basis. Other cooperatives, however, have 
neither established such equity management plans nor have any 
intentions of doing so. 

Consequently, we continue to believe that cooperatives should 
plan to systematically refund members' equity ,rpital in accor- 
dance with cooperative operating principles. iie also believe that 
REA can assist cooperatives in achieving these goals by encourag- 
ing those cooperatives not having equity management plans to es- 
tablish them in the future. 

In addition to being useful to cooperative management in de- 
termining the proper level of equity to be retained, equity man- 
agement plans could also be useful for tax administration pur- 
poses. As we discuss in the next chapter, IRS has had difficulty 
in administering the tax exemption provisions of the Code applicable 
to electric cooperatives, especially in its attempts to deal with 
member equity issues. 
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CHAPTER 4 

IRS HAS PROBLEMS ADMINISTERING 

EXISTING TAX EXEMPTION PROVISIONS FOR 

ELECTRIC COOPERATIVES 

As previously discussed, many electric cooperatives' opera- 
tions and service areas have changed since the tax exemption laws 
were enacted. IRS has tried to address these changing conditions 
in administering the tax exemption provisions of the Internal 
Revenue Code. However, these efforts have been hampered by broad 
legislation passed in the 1920s that does not reflect the variances 
in present day cooperative activities. As a result, IRS has had 
to focus on the only specific legislative criteria--the 85 percent 
member income requirement. However, even this requirement has 
been difficult for IRS to administer because of the complexity 
of present day electric cooperative activities and the absence of 
specific criteria for resolving certain issues relating to member 
and nonmember income. 

The recommendations in this chapter are intended to facili- 
tate IRS' administration of present tax exemption provisions. 
The Congress, however, needs to consider alternatives to the pre- 
sent tax treatment of electric cooperatives, such as those dis- 
cussed in chapter 5, which would better recognize the changes in 
cooperatives' activities. 

LACK OF SPECIFIC LEGISLATIVE CRITERIA 
HAS MADE IT DIFFICULT FOR IRS TO 
ADDRESS THE CHANGES IN ELECTRIC 
COOPERATIVE ACTIVITIES 

The origin of section 501(c)(12) dates back to the Revenue 
Act of 1916, when the Congress granted tax exemption to a number 
of organizations, including certain mutual or cooperative companies 
of a purely local character which derived their income solely from 
members. The law was subsequently amended in 1924 so that, among 
other things, 85 percent rather than all of the companies' income 
had to be collected from members. Despite the changes that have 
occurred in the extent and nature of electric cooperative activi- 
ties, the 85 percent member income requirement is basically the 
only specific legislative criteria available for IRS to use in 
administering the law. 

IRS has attempted to address the changes in electric coop- 
eratives' operations and activities by issuing technical advice 
memoranda applicable to individual cooperatives and public rev- 
enue rulings which interpret the law almost on a case-by-case 
basis. However, some of IRS' requirements lacked specific 
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criteria for implementation and administration. Some others 
have been successfully challenged by electric cooperatives in 
the courts. 

In 1972, IRS issued a revenue ruling (Rev. Rul. 72-36), 
which consolidated and set forth its basic criteria and require- 
ments for cooperative operation under section 5Ol(c)(12). The 
ruling stated that: 

--The rights and interests of members in net margins should 
be determined in proportion to their business with the or- 
ganization. 

--Funds can be retained in excess of those needed to meet 
current losses and expenses as long as they are not accu- 
mulated beyond the reasonable business needs of the orga- 
nization. 

--Records must be maintained as are necessary to determine, 
at any time, each member's rights and interests in the 
assets of the organization. 

--Under an organization's bylaws, a member's rights and in- 
terests in the organization's assets cannot be forfeited 
upon withdrawal or termination of membership. 

--Upon dissolution, gains from the sale of assets should be 
distributed to all persons who were members during the 
period the assets were owned by the organization. 

Our review of all technical advice memoranda issued through 
1979 showed that: 

--IRS' requirement that records be maintained to determine 
each member's rights and interests in the assets of an or- 
ganization can be satisfied merely through retention of 
billing records. IRS does not require electric cooperar 
tives to maintain capital accounts for their members or 
even apprise members of amounts they have paid in excess 
of cost. 

--Funds may be retained in excess of those needed to meet 
current losses and expenses, as long as they are not ac- 
cumulated beyond the reasonable needs of the organization. 
However, IRS has no specific criteria for determining 
whether electric cooperatives are retaining patronage 
capital beyond reasonable business needs. Furthermore, as 
discussed in chapter 3, cooperatives are not required to 
maintain equity management plans, which would provide some 
indication of reasonableness. 
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IRS has had difficulty sustaining some of its decisions in ! 
the courts due to the broad language of section 5Ol(c)(12). Elec- 
tric cooperatives have successfully challenged IRS' positions in 
at least two Federal court districts. 

The U.S. Court of Appeals for the Ninth Circuit affirmed a 
district court decision {Peninsula Light Co., Inc. vs. United 
States 552 F. 2d 878 (1977)) that the failure of an electric co- 
operative to credit or distribute its margins on a patronage ba- i 
sis and the forfeiture of the rights and interests of its members 
upon termination of membership were not grounds for revocation 1 I 
of its tax-exempt status. The court held that, as a nonprofit 
corporation owned by its members, each of whom had equal voting 
rights and an equal share in its assets, the electric cooperative I 
need not operate on a patronage basis in order to qualify for ex- 
empt status under section 501(c)(12). It also indicated that the 
manner in which an electric cooperative treats surplus (retained i 
margins) is not a proper IRS concern. I 

IRS has taken exception with this decision on the basis 
that it reflects a lack of understanding of the basic coopera- 
tive principles of at-cost operation (Rev. Rul. 78-238). In 
all other circuits, IRS continues to require tax exempt electric 
cooperatives to operate on a cooperative basis in accordance 
with Revenue Ruling 72-36. 

In the second case, the U.S. Court of Appeals for the Sixth 
Circuit upheld a district court decision (United States vs. Pick- 
wick Electric 158 F. 2d 272 (1946)) that an 
electric coope for tax exemption as a social 
welfare organization under section 101(a) even though it did not 
meet the section lOl(10) requirement that 85 percent of its in- 
come be derived from members. l/ The court ruled against the 
exclusive application of section lOl(lO), stating that "the 
IItwo exempt classifications are cumulative, not mutually ex- 
clusive." Id. at 276. IRS disagrees with this decision (Rev. 
Rul. 57-494), and maintains that an organization clearly dev 
scribed in section lOl(10) which meets all the requirements 
for exemption under that section, except for the 85 percent 
income requirement, does not qualify for exemption under 
section lOl(8). 

These court decisions have hindered IRS' efforts to recog- 
nize the changing nature of electric cooperatives in its adminis- 
tration of section 5Ol(c)[12). 

l/Sections lOl(8) and (10) were the statutory predecessors to - 
sections 510(c)(4) and (12)‘ respectively. 
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IRS' COMPLIANCE PROGRAM 
LACKS ADEQUATE CRITERIA 

IRS' efforts to monitor and enforce compliance of estab- 
lished requirements for tax exemption under section 501(c)(12) 
have shown few results. IRS' enforcement of tax exemption re- 
quirements focuses on the one statutory criteria for exemption-- 
that 85 percent or more of an electric cooperative's income be 
collected from members. But even this requirement has proven 
increasingly difficult for IRS to administer and for electric 
cooperatives to comply with. 

IRS examinations have 
little impact 

IRS' Exempt Organizations Division has responsibility for 
monitoring the compliance of more than 800,000 entities and or- 
ganizations recognized as exempt from Federal income taxes under 
section 501(c) of the Internal Revenue Code. It does this primar- 
ily through examinations, which focus on the organizations' art- 
icles of incorporation, operating bylaws, minutes of directors 
meetings, reconciliation of tax return information with books of 
account, employment tax returns, analysis of income and expense 
accounts, and unrelated business activities. In examining organi- 
zations exempt under section 501(c)(12), one of IRS' main objec- 
tives is to determine whether 85 percent or more of a cooperative's 
income is collected from members. 

Although no data was readily available relating specifi- 
cally to electric cooperatives, during fiscal year 1979 IRS 
examined 22,371 exempt organization returns and recommended ad- 
ditional tax and penalties totaling $13.7 million. Of these 
totals, 5Ol(c)(l2) organizations accounted for only 275 returns 
and $5,066 in additional tax and penalties--an average of only 
$18 per return examined. This was exclusive of unrelated busi- 
ness income tax recommended deficiencies which are not identifi- 
able by category of exemption from IRS records. I 

IRS and electric cooperatives 
have problems administering and 
complying with the 85 percent 
member income requirement 

The 8,5 percent member income requirement was added to the 
law by the Revenue Act of 1924. It was intended to help small 
cooperatives financially by allowing them to earn some interest 
on their idle funds. As the requirement is presently administered, 
however, electric cooperatives can earn significant amounts of 
nonmember income --up to millions of dollars--yet continue to be 
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in compliance with the law. In addition, the member income re- 
quirement has become increasinqly difficult for IRS to administer 
and for cooperatives to comply with. 

The member income requirement mav 
no longer be meetinq its inteEG 
purpose 

Electric cooperatives can earn substantial income from non- 
member sources and still continue to meet the 85 percent mem- 
ber income requirement of the law. The requirement is applied 
on a gross income basis. That is, 8.5 percent or more of a tax 
exempt cooperative's gross income (gross receipts less cost of 
goods sold) must be collected from members. For those years in 
which less than 85 percent of an electric cooperative's gross 
income is earned from members, it foregoes tax exemption and is 
liable for Federal income tax on the total net income earned from 
nonmemher sources. As of August 1980, IRS had suspended the 
tax-exempt member status of one electric cooperative for not meet- 
ing this requirement. (Other electric cooperatives may have been 
suspended but subsequently were reinstated to exempt status as of 
this date.) 

As shown on paqe 22, electric cooperatives' nonoperating mar- 
gins have increased in recent years and represent a substantial 
aortion of their net year-end margins. The following table, based 
on calendar year 1979 operating results of selected cooperatives, 
illustrates that electric cooperatives can earn substantial amounts 
of income from nonmember sources and still qualify for tax exemption. 

Power 
SUPPlY Gross income 

cooperatives from members 

A $19,572,639 

: 
80,721,184 
24,173,006 

D 61,007,695 

Distribution 
cooaeratives 

Gross income 
(net margin) from 

nonmembers sources 

Gross income 
from all 
sources 

$1,692,952 $21,265,591 
4,065,115 84,786,299 
1,596,485 25,769,491 
7,558,295 68,565,990 

A $6,891,593 $446,077 $7;337,670 
6 7,427,162 766,254 8,193,416 
C 4,254,559 422,569 4,677,128 
D 7,055,398 692,013 7,747,4 11 

Source: REA Bulletin l-l, 1979 
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Significant amounts of tax-free nonmember income are per- 
mitted under present law --as much as $4.1 million and $7.6 mil- 
lion in the above cited cases. Thus, given the growth in some 
electric cooperatives, we question whether the 85 percent mem- 
ber income requirement is still the best way to meet a purpose 
of the Revenue Act of 1924-- to assist small companies financially 
by permitting them to earn some tax-free interest on their idle 
funds. 

IRS needs to provide more guidance 
on the member income requirement 

As the operations and activities of electric cooperatives 
have grown more complex, it has become more difficult for elec- 
tric cooperatives to determine the percentage of gross income 
collected from members as opposed to nonmembers and for IRS to 
monitor compliance with the law. IRS could help this situation 
by providing more adequate guidance to its revenue agents and to 
electric cooperatives concerning how member and nonmember income 
percentages should be computed. 

Much of IRS' guidance has been in the form of general coun- 
sel memoranda and technical advice memoranda which relate only 
to specific situations and, until recently, were not public in- 
formation. For example, IRS has determined that: 

--Income from members who have no voice in management and 
who receive no share in the net margins of the coopera- 
tive cannot be considered member income for purposes of 
the 85 percent requirement. (GCM. 35165, 1972) 

--Gross income from the sale of electricity produced by a 
generating cooperative is to be determined by subtract- 
ing production costs (in accordance with the full absorp- 
tion method of accounting) from gross receipts from its 
sale. (GCM. 37199, 1977) 

IRS has not, however, addressed certain issues which affect 
the computation of member income. This is particularly important 
in view of the growth and changing activities of some electric 
cooperatives. These issues include: 

--Whether patronage capital received from affiliated coop- 
eratives should be treated as member income, nonmember 
income, or as an offset to the cost of goods and services 
purchased. 

--Whether all income collected from members of a power sup- 
ply cooperative should be treated as member income when 
it (1) has more than one class of members and (2) allo- 
cates its lowest cost power to one class of members and 
higher cost power to other membership classes in crediting 
patronage capital to members for year-end margins. 
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--Whether a power supply cooperative can issue more shares 
of voting stock to one membership class and fewer voting 
shares to other membership classes, yet consider the lat- 
ter classes as members for purposes of the member income 
requirement. 

Electric cooperatives are supposed to determine their com- 
pliance with the member income requirement as part of their an- 
nual filing of exempt organization returns (Form 990). However, 
in addition to inadequate guidance, the exempt organization return 
lacks the format and instructions necessary to properly compute 
the 85 percent member income test. In this regard, 10 of the 64 
cooperatives responding to our questionnaire indicated that the 1 

exempt organization return needed to be improved, but they did 
not provide specific suggestions. Our analysis showed that this 
return needs to be reviewed for possible changes to better enable 
cooperative comnanies exempt under section 5Ol(c)(12) to determine 
compliance with the member income requirement of the law. Speci- 
fically, the return or a supplemental schedule should provide the 
format and instructions necessary to properly account for member 
and nonmember income and compute the 85 percent member income 
test. IRS' Tax Forms Coordinating Committee, as part of its on- 
going resoonsibilities, should examine the return from a compli- 
ance, as well as paperwork burden, standpoint to determine whether 
changes are warranted. 

The lack of guidance has also made it difficult for IRS 
aqents to compute the 85 percent test. Our analysis of 36 ex- 
aminations which were conducted by 7 IRS district offices and 
covered tax years 1972 to 1977 showed that in 16, or about 44 
percent of the examinations, IRS agents had conducted the test 
on a gross receipts rather than gross income basis. Moreover, 
our recomputation of the test showed that three electric co- 
operatives had collected less than 85 percent of gross income 
from their members and, therefore, should not have been tax 
exempt for the years under examination. During our review, the 
Exempt Organizations Division implemented a post-examinatiog 
review process which should help identify future errors made 
in the computation of cooperatives' member income percentage. 
We still believe, however, that IRS needs to provide more speci- 
fic guidance to help electric cooperatives account for their 
member and nonmember income for tax exemption purposes and to 
better enable its revenue agents to determine whether coopera- 
tives are in compliance with the law. 

CONCLUSIOMS 

Due to the lack of statutory criteria and the changes that 
have occurred in the operations and activities of electric coop- 
eratives, IRS has had problems administering the tax exemption 
provisions of section 501(c) (12). IRS has tried to address this 
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changing environment by formulating positions on tax exemption 
issues and by publishing several requirements for nonprofit 
operation under section 501(c) (12). However, some requirements 
have not provided specific criteria for implementation and admin- 
istration, and others have not been sustained in the courts. 

Even the 85 percent member income requirement--the only 
specific criteria in the law --has become increasingly difficult 
for IRS to administer and for electric cooperatives to comply 
with. Moreover, in view of the significant dollar amounts of 
tax-free income permitted under law, it is questionable whether 
this requirement continues to meet its objective of assisting 
small companies financially by permitting them to earn small 
amounts of tax-free income. Notwithstanding, IRS needs to 
take some administrative actions, including providing better 
guidance to electric cooperatives, which will facilitate its 
enforcement of the R5 percent member income requirement. 

RECOMMENDATIONS TO THE 
COMMISSIONER OF INTERNAL REVENUE 

We recommend that the Commissioner of Internal Revenue: 

--Provide more complete guidance to assist electric coopera- 
tives and other section 5Ol(c)(12) organizations in com- 
plying with the 85 percent member income requirement of 
the law and to assist IRS examiners in determining compli- 
ance with this requirement- At a minimum, such guidance 
should address those issues that affect the computation of 
member and nonmember income. 

--Direct the Tax Forms Coordinating Committee to examine 
the need for revisions to the exempt organization return 
(Form 990) and/or the need to include a supplementary 
schedule to provide the format necessary for section 
SOl(c)(12) organizations to properly account for their 
member and nonmember income and compute the percentage of 
gross income collected from members. l 

AGENCY COMMENTS AND 
OUR EVALUATION 

In a letter dated July 27, 1982, the Commissioner of Inter- 
nal Revenue essentially agreed with our findings and conclusions 
concerning the problems and difficulties related to IRS' adminis- 
tration of the tax exemption provisions applicable to electric 
cooperatives. On the other hand, the Acting General Manager of 
NRECA, in a letter dated July 26, 1982, disagreed that (1) IRS 
has had difficulty administering the tax exemption of electric 
cooperatives because of broad legislation and (2) cooperatives 
earn substantial nonmember income. 
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IRS also stated that some electric'cooperatives find it 
financially advantageous to forego exempt status; whereas, NRECA 
contended that some cooperatives are losing tax-exempt status 
because of nonmember sales. 

Need for administrative guidance 

IRS stated that it has already provided some guidance to its 
agents and electric cooperatives in determining how member and 
nonmember income should be computed in complying with the 85 per- 
cent member income test of the law. It further stated that it is 
in the process of giving additional guidance. 

IRS acknowledged the results of our analysis of examinations 
conducted during tax years 1972 to 1977 and said that there was 
considerable confusion during this time about the proper method 
of computing electric cooperative member income. It stated it 
subsequently alerted field agents, through audit guidelines and 
training programs, that they should consider cost of goods sold 
in determining whether a cooperative has met the member income 
requirement. IRS also stated that its Chief Counsel's Office 
has established a regulation project to formulate how the cost 
of goods sold relating to the sale of electricity should be 
calculated in computing electric cooperatives' gross income. 
This project, however, does not address certain member/non- 
member income issues, such as those which we discuss on pages 
47 and 48. IRS commented that it attempts to keep its agents 
informed of issues and problems, like the ones we raised, as 
part of the post examination review program which it estab- 
lished in 1980. 

IRS initially had reservations about whether the exempt 
organization return (Form 990) needs to be changed so that sec- 
tion 5Ol(c)(lZ) organizations can account for member and non- 
member income and compute the percentage of gross income col- 
lected from members. It said that the Form 990 already segre- 
gates member and nonmember income and that electric coopera-, 
tives are well aware of the 85-percent test and the need to 
distinguish member and nonmember income. It further said that 
since only a small percentage of organizations that file Form 
990 are exempt electric cooperatives, it is important to make 
only those changes on the form that are essential. IRS did, 
however, agree to make revisions to the Form 990 instructions. 

After receiving IRS' comments, we met with IRS officials 
and discussed specific difficulties that both IRS agents and the 
electric cooperatives were experiencing in complying with the 85 
percent nonmember income requirement. IRS officials agreed to 
inquire into the specific issues we raised concerning the compu- 
tation of member income to ascertain whether additional guidance 
is needed. They also agreed to consider expanding the scope of 
the above mentioned regulation project to include assessing 

50 



whether changes in the Form 990 format and/or an illustrative 
example are required. 

Changes in electric cooperatives' tax status 

Roth IRS and MRECA commented on certain electric cooperatives 
losinq their exempt status; however, their comments differed as to 
the reasons why. Our review of IRS records showed that as of 
August 1980, one electric cooperative had been suspended for not 
meeting the 85 percent member income requirement. NRECA stated 
that there are presently 13 power supply cooperatives which have 
either lost their tax exemption due to nonmember sales or expect 
to in the near future. 

We could not confirm these figures with IRS. In its com- 
ments, however, IRS stated that recently certain electric coopera- 
tives have decided that it is financially advantageous not to be 
exempt so that they can obtain the tax benefits afforded by the 
new (safe harbor) leasing rules prescribed by section 168(f)(8) 
of the Internal Revenue Code. It further stated that these co- 
operatives propose to intentionally violate a requirement of 
exemption so that they will no longer be under section 501(c)(12). 
IRS officials we met with subsequent to receiving IRS' comments 
said that several other cooperatives have recently sought techni- 
cal advice on whether certain income is considered to be nonmember 
income. According to those officials, these cooperatives wanted 
confirmation in writing to assure that they would be suspended 
from exempt status if they entered into certain transactions. In 
this regard, REA also informed us that as of August 4, 1982, it 
had approved safe harbor leases for seven power supply coopera- 
tives involving the sale of assets (which would be considered non- 
member income) totaling nearly $1.9 billion. 

IRS officials pointed out that electric cooperatives can 
forego tax exempt status in one year to take advantage of the safe 
harbor provisions and be reinstated in subsequent tax years if 
they again meet the requirements for exemption. It should be noted, 
however, that the recently enacted Tax Equity and Fiscal Respofisi- 
bility Act of 1982 substantially reduced some of the tax advantages 
of the Internal Revenue Code's leasing provisions. 

IRS has difficulty administering 
tax exemption provisions 

NRECA disagreed with our conclusions that IRS has experienced 
difficulty in administering tax exemption provisions for electric 
cooperatives because of the broad exemption legislation. NRECA 
maintained that IRS already possesses sufficient authority to 
prevent the excessive accumulation of equity. It also stated 
that the unrelated business income tax provisions of the Code as- 
sure that taxes are paid on cooperatives' income from activities 
which fall outside their exempt function. In this connection, it 
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noted that electric cooperatives have little nonmember income, 
and stated that the 85 percent member income test assures that 
the bulk of electric cooperatives' business is conducted with 
members. 

With regard to NRECA's disagreement with our conclusion 
about problems caused by the broad tax exemption legislation, 
we believe the evidence available clearly demonstrates that 
IRS has indeed had difficulty in (1) addressing the changes in 
electric cooperative operations and activities by issuing tech- 
nical advice memoranda and public revenue rulings, (2) deter- 
mining the reasonableness of electric cooperatives' equity ac- 
cumulations, and (3) administering the 85 percent member income 
requirement of the law. Moreover, as discussed in Chapter 1, 
both IRS and Treasury have expressed concerns about the struc- 
ture and scheme of broad exemption statutes which have placed 
increased interpretive and administrative burdens on IRS in 
attempting to apply these laws to exempt organizations' modern 
day activities. 

Although NRECA stated that IRS has sufficient authority to 
prevent excessive equity accumulations, neither we nor IRS share 
this opinion. IRS officials we met with after receiving IRS' 
formal comments informed us that the Service has experienced con- 
siderable difficulty in determining the reasonableness of electric 
cooperatives' equity accumulations. They also pointed out that 
tax-exempt electric cooperatives could accumulate members' equity 
funds indefinitely, so long as these funds are reinvested in the 
business. Furthermore, cooperatives are not required to maintain 
equity management plans or to apprise members of the amounts of 
equity capital they have contributed, provided records are avail- 
able to determine members' interests in the event of liquidation. 

IRS stated in its July 27, 1982, letter that unless the 
Congress provided precise guidelines for determining the reason- 
ableness of cooperatives' member equity accumulations, such deter- 
minations would continue to pose an administrative burden on IRS 
and the cooperatives. It should be noted in this regard that some 
cooperatives presently have equity levels ranging from 75 percent 
to more than 90 percent of assets. Yet, IRS has no specific cri- 
teria for determining the reasonableness of electric cooperatives' 
accumulation of members' equity: and to date, IRS has found no ac- 
cumulations of member equity to be unreasonable. 

We agree with NRECA's statement that the 85 percent member in- 
come test assures that the bulk of electric cooperatives' business 
is conducted with members. However, we emphasize that under the 

52 



85 percent member income provision, electric cooperatives are per- 
mitted to earn substantial dollar amounts of nonmember income and 
still qualify for tax exemption. We further emphasize, as discus- 
sed on pages 45 to 48, that IRS has problems administering this 
provision. Electric cooperatives earned about $160 million in 
nonoperating margins during 1981, not including operating mar- 
gins from nonmember sources. In view of the significant dollar 
amounts of tax-free income permitted under the law, as illustrated 
by the examples cited on page 46, we continue to question whether 
the 85 percent member income requirement is still the best ap- 
proach for meeting the Congress' intent of assisting small com- 
panies financially by permitting them to earn some tax-free in- 
terest on their idle funds. 
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CHAPTER 5 

ALTERNATIVES TO THE PRESENT TAX TREATMENT OF 

ELECTRIC COOPERATIVES WOULD BETTER 
1 

RECOGNIZE THEIR CHANGING OPERATIONS 

Tax exemption provides an indirect tax subsidy to electric 
cooperatives and their members. Under the provisions of section ; 
5Ol(c)(12), electric cooperatives are permitted to earn substan- 
tial untaxed income from nonmember sources which subsidizes co- 
operative members' cost of electricity. Unlike other Federal 
assistance programs which can be directed to those organizations I 
having a continuing need for assistance, tax exemption applies 
across-the-board to all electric cooperatives. 

Many electric cooperatives are still small associations 
which continue to need assistance in order to provide electric- 
ity to rural areas at rates comparable to those charged in urban 
areas. Others have substantially changed in character or have 
progressed to the point where they closely resemble their taxable 
counterparts. Yet, all electric cooperatives continue to benefit 
from tax exemption, provided they meet the broad requirements of 
the law. 

The recommendations in chapter 4, if adopted, should enable 
IRS to better administer the existing tax exemption provisions 

i 

of the law. However, the Congress should consider alternatives 
to the present tax treatment of electric cooperatives and adopt 
treatment which would better recognize the changes in their opera- 1 
tions and the present day environment in which they operate. To 
this end, this chapter presents several alternative tax treatments L 
which would (1) modify electric cooperatives' nonmember income ! 
allowance, (2) eliminate that allowance, or (3) apply tax rules : 
applicable to other cooperative businesses. These are by no means : 
all inclusive, but are suggested as a framework for the Congress < 
consideration. 

MODIFICATION OF THE 
NONMEMBER INCOME ALLOWANCE 

One alternative would be for the Congress to provide lim- 
ited tax assistance to electric cooperatives.by replacing the pres- 1 
ent 85 percent member income provision of the law with a nonmember L 
income exclusion. For example, if a $50,000 exclusion were estab- 
lished, electric cooperatives could exclude the first $SO,OOO of 
nonexempt function income from their taxable income. In 1979, 
498, or more than half of the tax-exempt electric cooperatives, 
earned nonoperating margins of less than $50,000. Thus, adopting ' 
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this tax treatment would be in line with the purpose of the 85 per- 
cent member income requirement, that is, to assist cooperatives 
financially by permitting them to earn small amounts of tax-free 
nonmember income. 

ELIMINATION OF THE NONMEMBER 
INCOME ALLOWANCE 

The Congress could restructure tax exemption to apply only 
to electric cooperatives' income from the sale of electricity to 
members. Nonmember income, such as dividends, interest, rents, 
and royalties, would be taxed at normal corporate rates. This tax 
treatment already applies to homeowners' associations exempt under 
section 528. Revising section 5Ol(c)(12) in this manner would dis- 
continue the subsidization of members' service costs with tax-free 
income'from nonmember sources. 

The Treasury Department estimated in 1977 that taxing electric 
cooperatives' nonmember income would have little revenue impact. 
Treasury estimated that minus investment tax credits, tax revenues 
would have been less than $2 million in 1977. However, electric 
cooperatives' nonmember income has tripled between 1977 and 1981, 
going from about $45 million to over $160 million, and this could 
warrant an upward revision in Treasury's estimate. 

APPLICATION OF SUBCHAPTER T 
RULES TO ELECTRIC COOPERATIVES 

Subchapter T of the Internal Revenue Code (sections 1381 to 
1388) could be amended to cover electric cooperative companies 
presently exempt under section 5Ol(c)(lZ). Application of these 
rules to electric cooperatives would have little impact on coop- 
erative members who purchase electricity for residential or non- 
business purposes, but it would eliminate the tax benefit re- 
ceived by the cooperatives' commercial and industrial members. 

The Revenue Act of 1962 established Subchapter T to assure 
that cooperative income is taken into account by either the mem- 
bers or the cooperatives for income tax purposes. Subchapter T 
tax treatment presently excludes mutual or cooperative companies 
exempt under section 501 as well as certain other nonexempt 
cooperative companies. Under Subchapter T, cooperatives are per- 
mitted to deduct both cash and noncash patronage refunds from 
their gross income under certain conditions detailed in the law. 
The principal condition is the consent of members to include the 
full amount of patronage refunds in their taxable income. This 
condition does not apply to refunds attributable to personal, 
living, or family expenses. Therefore, residential and nonbusi- 
ness members are unaffected by Subchapter T. 
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Exclusion from Subchapter T, as is presently the case, can 
provide a tax benefit to the cooperatives' business members 
since they receive a tax deduction for that part of their elec- 
tric bill which is a contribution to capital (patronage capital 
credited to members but retained by the cooperative). Income 
takes on these contributions to capital are presently deferred 
until patronage capital is refunded in cash and taken in as in- 
come by the members. This is different from the tax treatment 
of other businesses which are not permitted a tax deduction for 
contributions made to capital. 

If Subchapter T were extended, electric cooperatives' net 
margins attributable to businesses would be taxed at either the 
cooperative or member level. In order to be deductible by the 
cooperative, net margins would have to be allocated as "quali- 
fied patronage dividends" to members who would be required to 
take the dividends into account as income in the year allocated, 
rather than when actually paid. If net margin allocations did 
not qualify under Subchapter T, they would be taxable income to 
the cooperatives. 

This alternative would place electric cooperatives' commer- 
cial and industrial members on a more equal footing with similar 
consumers serviced by taxable utility companies. A disadvantage 
to the cooperatives, however, is that under the present provisions 
of Subchapter T they would be required to refund at least 20 per- 
cent of their year-end margins in cash. 

The Treasury Department has estimated that, if electric coop- 
eratives were subject to Subchapter T rules, about $30 million 
additional income tax revenue would have been collected in 1977. 
Using the Treasury Department's model, but substituting more cur- 
rent figures, we estimate this amount would have increased to 
about $45 million in 1981. 

CONCLUSIONS 

Tax exemption, as presently structured, applies across-the- 
board to all electric cooperatives regardless of the extent and 
nature of their operations and activities. Yet, many coopera- 
tives have progressed to the point where they closely resemble 
their for-profit counterparts and earn substantial tax-free 
income from nonmember sources which subsidizes their members' 
cost of electricity. In view of this, we believe the Congress 
should evaluate alternative tax treatments and adopt one which 
would better recognize the changing operations of electric co- 
operatives and their continuing need for assistance in today's 
environment. Such alternatives might include, but need not be 
limited to: 
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--Providing limited tax assistance to cooperatives by re- 
placing the 85 percent member income provision with a 
nonmember income exclusion. 

--Eliminating the nonmember income allowance which per- 
mits cooperatives to earn untaxed income from nonmember 
sources. 

--Making Subchapter T rules applicable to electric coopera-. 
tives. 

Although the revenue impact resulting from the adoption of 
tax exemption alternatives may not be significant, there are the 
additional considerations of tax equity and the credibility and 
administrability of the tax exemption laws. These nonmonetary 
considgrations should also be weighed in assessing the relative 
merits of the alternative tax treatments presented in this chapter. 

Finally, it should be noted that section 5Ol(c)(12) also 
exempts other mutual or cooperative companies, such as mutual 
ditch or irrigation companies, and cooperative telephone compa- 
nies, which are in many ways similar to electric cooperatives. 
Our review did not specifically address these organizations. 
Given their common characteristics, however, it may be benefi- 
cial for the Congress, in re-examining the tax treatment of elec- 
tric cooperatives, to broaden its inquiry to cover all companies 
exempt under section 5Ol(c)(12). 

RECOMMENDATION TO THE CONGRESS 

Recognizing the changes that have occurred in the extent 
and nature of electric cooperatives' operations since they were 
granted tax exemption, we recommend that the Congress, using al- 
ternatives in this chapter as a guide, establish a tax treatment 
which better addresses electric cooperatives' present operating 
environment. 

AGENCY COMMENTS AND 
OUR EVALUATION 

IRS, NRECA, and the Departments of the Treasury and Agri- 
culture provided comments relating to the alternative tax treat- 
ments we proposed for the Congress' consideration. In a July 26, 
1982, letter, the Acting General Manager of NRECA contended that 
in view of recent changes in tax laws favorable to investor-owned 
utilities, we, inessence, have singled out electric cooperatives 
as the only segment of the electric utility industry to be sub- 
ject to Federal income taxes. We grant that our work was focused 
on electric cooperatives. However, the Assistant Secretary of 
Treasury (Tax Policy), in an August 18, 1982, letter, not only 
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questioned continued Federal subsidization of electric cooper- 
atives but also suggested that the alternatives we provided to 
the Congress should have included repeal of tax exemption as it 
applies to all types of mutual and cooperative associations 
covered undersection 501(c)(12). 

Both the Secretary of Agriculture, in an August 18, 1982, 
letter, and NRECA raised concerns over the effects of taxing 
electric cooperatives on their ability to build up equity levels. 
Also, the Commissioner of Internal Revenue in a July 27, 1982, 
letter, and the Secretary of Agriculture pointed out potential 
problems with using equity levels as a statutory basis for tax 
exemption. 

Taxation of electric cooperatives 
is not discriminatory 

* NRECA indicated in its comments that municipally-owned util- 
ities have historically been exempt from taxation and that, over 
the past few years, the Congress has revised the Internal Revenue 
Code to offer IOU's complete freedom from Federal income tax 
liability. NRECA further held that we had singled out electric 
cooperatives to be the only segment of the electric utility 
industry to be subject to Federal income tax and that to do so 
was illogical. We disagree with NRECA's contentions. 

As NRECA correctly points out in its comments, the Economic 
Recovery Tax Act of 1981 changed the Internal Revenue Code as it 
relates to the investor-owned sector of the electric utility in- 
dustry. We do not agree, however, that this act has offered 
investor-owned utilities complete freedom from Federal income tax 
liability. 

The 1981 act expanded investment tax credits and depreciation 
deductions for all U.S. businesses and provided new safe harbor 
rules for transferring these tax ir.,entives to other companies 
through leasing transactions. The 
deferral of taxes for dividends re 

-t also offered taxpayers 

utilities. 
nsted in qualified public 

The full impact of the. -7x provisions will not be 
realized until the mid-1980s, and the act's impact on the Federal 
income tax liabilities of IOUs is not yet known. Moreover, the 
Tax Equity and Fiscal Responsibility Act of 1982, as signed by 
the President on September 3, 1982, scaled back the expanded in- 
vestment tax credits and depreciation writeoffs enacted in 1981, 
and substantially reduced the benefits of the leasing provisions 
of the law. 

As discussed on page 24, in the 5-year period ended Decem- 
ber 31, 1980, IOUs paid Federal income taxes totaling nearly 
$4 billion and deferred another $8 billion in taxes on income from 
electric operations. According to a January 1982 study by the 
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Conqressional Research Service, 100s had an industrywide effec- 
tive Federal income tax rate of 11.5 percent. 1/ In view of this 
and the undetermined impact of recent tax laws-on the Federal in- 
come tax liabilities of IOUs, we cannot concur with NRECA that 
electric cooperatives have been singled out by anyone as the only 
industry segment subject to Federal income taxes. However, we 
have amended our conclusions in this chapter to recognize that it 
may also be beneficial for the Congress to include in its re- 
assessment of electric cooperatives' tax treatment other mutual or 
cooperative companies subject to section 5Ol(c)(12). 

In contrast to NRECA's charge that it is being singled out 
for taxation, Treasury commented that our alternatives should 
have included a proposal to repeal Code section 501(c) (12) and thus 
eliminate tax exemption. As discussed in chapter 1, however, the 
scope &f our study was limited to a review of electric coopera- 
tives' operations and activities. Consequently, we do not have an 
adequate basis for recommending repeal of section 501(c) (12) which 
also applies to various other mutual and cooperative organizations. 

Taxation would not undermine 
cooperatives' efforts to 
build equity 

In its comments, NRECA stated that to subject to Federal in- 
come tax those cooperatives that have increased equity levels in 
response to the mandates of the Congress and the Executive Branch 
seems grossly contradictory. Similarly, the Department of Agri- 
culture indicated that should electric cooperatives be required 
to pay income taxes, they will have fewer internally generated 
funds available for new plant construction and that this could 
create pressure for additional low interest REA loans, the cost 
of which may exceed any tax revenues collected. 

Under the alternative tax treatments we presented for consi- 
deration by the Congress, electric cooperatives would be subject 
to Federal income taxes only to the extent of their income from 
nonmember sources. Electric cooperative income collected from 
members would remain exempt from taxation under all the alter- 
natives, including Subchapter T tax treatment. As discussed 
on pages 55 and 56, the estimated annual revenue impact of the 
tax alternatives ranges from about $2 million under one alter- 
native to S45 million under another alternative, compared with 
electric cooperatives' 1981 net margins of $497 million. 

L/"The Impact of the Economic Recovery Tax Act of 1981 on the 
Public Utility Industry," January 15, 1982, Congressional 
Research Service, Library of Congress, Washington, D.C. 
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In addition, the bulk of such Federal income taxes would be 
borne by those electric cooperatives having significant amounts 
of income from nonmember sources. It does not seem equitable 
for consumers of IOUs to be burdened with Federal income tax 
paid by their utility companies, while at the same time contri- 
buting taxfree income to electric cooperatives as is happening 
in the situation described in example 4 on page 28. In this ex- 
ample, a power supply cooperative subsidizes its members' cost 
of electricity with tax-free income from electric sales to IOUs. 

Thus, we do not believe the alternative tax treatments.re- 
commended in this chapter contradict other Federal mandates, or 
that Federal income tax collections from electric cooperatives 
would significantly affect their ability to build equity. Rather, 
we believe the alternatives provide a means of better recognizing 
the variances in the operations of many electric cooperatives and 
of better focusing tax exemption. In addition, these alternatives 
rebresent a step towards more equitable tax treatment of the 
Nation's electric consumers. 

The use of equity levels as a 
basis for tax exemption could 
have unintended effects 

As one of the alternatives presented in a draft of this report 
sent to various agencies for comment, we proposed that section 
SOl(c)(12) could be amended to better focus on those cooperatives 
continuing to need assistance by establishing criteria and para- 
meters to determine the need for assistance. We specifically 
proposed that electric cooperatives' equity-to-assets ratios or 
accumulations of member equity could be used as indicators of 
financial stability and need for tax exemption, and that an ac- 
cumulated earnings tax could be imposed on those funds retained 
beyond a cooperative's reasonable business needs. 

IRS and the Department of Agriculture pointed out that the 
use of equity-to-assets ratios as a criteria for tax exemption 
may have the adverse effect of encouraging electric cooperatives 
to make greater use of borrowed funds. Thus, adoption of this 
alternative could result in increased demand for REA loans at 
an increased cost to the Government. IRS further commented that 
it currently experiences difficulty in determining the reason- 
ableness of cooperative equity accumulations, and that the adop- 
tion of a tax treatment based on equity accumulations would be 
an administrative burden unless the Congress provided precise 
guidelines for making such determinations. However, even if such 
guidelines could be provided, this basis, 
ratio, 

like the equity-to-assets 
could encourage greater use of borrowed funds. 

60 



Therefore, while we continue to believe that the equity-to- 
assets ratio and accumulations of member equity are viable mea- 
sures for assessing a cooperative's financial strength and stabil- 
ity, we acknowledge the possible unintended effects of using equity 
as a statutory basis for tax exemption. Accordingly, we dropped 
this alternative from the final report. 

. 
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SM+lAFX OF WE TWNKING ON ~PEPATIVE 

PRINCIPLES BYTHE ruxHn%E PICNEERS, 

S~coOPERATlVESl'UD~,ANDTEiE 

IKI'5?MTIOMLC03PERATIVEALLuwcE 

R&dale 
piuxers 

Profits divided pro 
rati3 on purchases 

F&in G. Ward W. 
NMlre.e 

Henry H. 
Fetru++ Bakketl 

Savings distributed 
as wtronage refunds 

Sharing savings Service at cost 
in prop2tiion to 
Pa~O~Ip 

. 

Irvin A. International 
Schaars Cooperative Alliance 

Service at Cost Faming belong to 
ITsYrkers 

hrmxatic control Bznrxratic mntrol Derocratic repre- Demxratic Control 
sent&ion 

Capital provided w 
mEmbers and at a 
fixed rate 

Litited return? 
capital 

Limited returns CPI 
capital 

Dee@hasis of 
capital 

Limitfxl interest 
on quity capita1 

tiJ Perclentage of profits 
allocated to education Pmnotion of Prunxticn of 

eduation education 

Quality of sexes in 
mwbership 

Selective vs. open Selective vs. open 
mrship and po- wnbarship and po- 
litical, reliqicus, litical ard reli- 
and racial neutrality gicus neutrality 

Increased efficienq Striving for Lxlsiness 
efficienq 

~tyandfunc- Single vs. rmltiple 
tional specialization cam&ity -ration 

Cbntrol and wmership Control and mership 
of rrarketinq facilities of lrarket facilities 
and service installa- 
tions 

Wwxratic ccntrol (one 
person, one vote in 
local cooperatives) 

Lindted interest or 
lxlne on shares of 
stodc 

Education of mmbrs, 
giplcyses. and public 

Voluntary mmbership 
no restrictions as to 
race, political views, 
and reliqicus beliefs 

Cocperation anwng a2- 
operatives a-3 local, 
national, and inter- 
national levels 

Source: Cooperative Wlsiness Enterprise, Martin A. Abrahzuwen, W.D., p. 52 
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As of 
Dec. 31 

Investor- 
owned 

utilities 

1967 203,580 
1%8 220,766 
Increase 17,186 

1%9 * 240,078 
Increase 19,312 

1970 262,675 
Increase 22,597 

1971 288,301 
Increase 25,626 

1972 314,353 
Increase 26,052 

1973 346,476 
Increase 32,123 

19-74 376,122 
Increase 29,914 

1975 399,036 
Increase 22,914 

1976 415,504 
Increase 16,468 

1977 438,385 
Increase 22,881 

1978 453,647 
Increase 15,262 

GI?iMl'H INGENERATINGCXE'AC!ITYFOR INVESTOR- 

OWNED, MUNICIPAL, ANDCOOPEZRATIVEUTILJTIES 

(Installed generating capacity in rmx@watt hours) 

Percent 
increase 

8.4 

8.7 

9.4 

9.8 

9.0 

10.2 

8.6 

6.1 

4.1 

5.5 

3.5 

Municipal 
utilities 

18,049 
19,429 

1,380 

20,035 
606 

20,941 
906 

21,992 
1,051 

23,049 
1,057 

24,956 
1,907 

27,324 
2,368 

28,787 
1,463 

30,602 
1,815 

33,291 
2,689 

34,426 
1,135 

Percent Cbcperative 
increase utilities 

7.6 

3.1 

4.5 

5.0 

4.8 

8.3 

9.5 

5.4 

6.3 

8.8 

3.4 

3,019 
3,434 

415 

4,318 
884 

5,162 

5,470 
308 

6,704 
1,234 

7,288 
584 

7,474 
186 

9,136 
1,662 

9,947 
811 

10,889 
942 

11,635 
746 

Percent 
increase 

13.7 

25.7 

19.5 

6.0 

22.6 

8.7 

2.6 

22.2 
8 / 

8.9 

9.5 

6.9 i 

Source: 1978 Statistical Year Bode of the Electric Utility Industry, 
pa 6, Table 25, Edison Electric Institute. 

63 



.WPIzNDIX III APPENDIX III 

Tennessee Valley 

Revenue per KWH 

Bonneville Panrer 
Mministration 
IWH sales (000) 
Revenue prKWH 

Bureau of Reclamation 
KWH sales (000) 
Revenue per IWH ($) 

S&l-western mer 
Administration 

KWH sales (000) 
RevenueperKWH(c) 

Southeastern Wer 
Mministration 

IUW sales (000) 
RevenueperlWH 

?\otals 
KW sales (000) 
RevenueperKWH 

a/Includes sales 

(Cl 

(Cl 

FEDERAL POWER AGENCY ELECTRIC SALES - FY 1978 

(&operatives Municipals IOUS 

Other 
bte al Toti 

21,190,000 55,326,OOO 175,000 41,255,OOO 117,946,OOO 
2.00 1.97 2.22 1.93 1.96 

6,493,OOO 10,395,000 13,566,OOO 46,057,000 
0.40 0.35 0.49 0.30 

76,511,OOo 
0.35 

8,617,OOO 8,583,OOO 5,334,ooo 32,747,OOO 55,281,OOO 
0.72 0.63 1.18 0.30 0.50 

2,533,oOO 1,543,ooo 518,000 745,000 
0.88 0.78 1.24 0.67 

5,339,ooo 
0.86 

2,918,OoO 1,125,OOO 93,000 3,285,OOO 
0.79 

7,421,OOO 
0.60 12.89 0.37 0.73 

41,751,ooo 
1.33 

76,972,OOO 19,686,OOO 124,089,OOO 262,498,115 
1.56 0.77 0.85 1.13 

to other Federal agencies for wn use and resale (44.3 bi lion WH); 
to ultirrate cons-s (52.8 billion KHH): and to state and district agencies (26.9 
billion K&W). 
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APPENDIX IV APPENDIX IV 

U.S. GENERAL ACCOUNTING OFFICE 
QUESTIONNAIRE FOR STUDY OF ELECTRIC COOPERATIVES' 

OPERATIONS AND POLICIES (note a) 

INTRODUCTION 

This queetionnsire is being used to gather 
information for a GAO study of the operations and 
policies of electric coopcrstivee. It emks for 
information on equity redemption policies end 
practice@ with respect to general and special 
retirementa of patronage capital, and c-nta on 
complying with. and IRS’ edminiatration of, tax- 
exemption provirions. 

Most of the quertions can be snawred by aimply 
checking a box or entering B small amount of 
written information. 

l This questmnnrire is numbered to aid us in Quc 
follow-up effort8 tnd will not be ured to identify 
your organization with your rerponses in any report 
which we issue, 

Throughout this questionnaire, there are 
numberl printed within parcnthe#es to assist our 
keypunchers in coding respaneel for computer 
malyk ie. Please disregard theae numbers. 

A prc-addreamed return envelope has bean 
l nclorcd with the qucationnaire. We ask that the 
quertionnaire be completed and returned in that 
envelope within 5 drya of receipt. If you find it 
difficult to complete and return the qucationnaire 
that promptly, or if you hwe any qucations about 
the questionnaire or the review, pleare call either 
Mr. Andrew F. Flacyko at (212) 264-0746 or Ur. Dank1 
C. Harrir at (202) 376-0023. 

In the event that the return envelope is mir- 
placed, the return addrerr is: 

U.S. General Accounting Office 
Room 6126 
Attention: Bill Johnston 
441 C. Street, N.U. 
Wmhington, D.C. 20548 

Thank you for your cooperation. 

--- -- - 
’ Cm-d 1 , 
I 

1 r-77 I 
t(1-23, 

1 IT7 
I 

,EY ’ -----I 

I. COOPERATIVE’S FIRST YEAR OF OPERATION 

In thin section we are interentcd in obtaining 
statietica on electric cooperative assets, tevenuee, 
sale*, and membership for the firat year of operation 
or the l arliert year records eaaveilable. 

1. &en YBB the first year of the cooperative’s 
operation? 

First year of operation: 19/ i i ’ 
(4-5) 

2. Please provide the following figures for the 
cooperative’s first yeer of operation or for 
the earliest yzrecorda are available for all 

the following information: of 

1. Please indicate year used below 

“i&3-’ 

2 Total aseet~ and ocher debits 

s/ I ! / I / I I I 
* (B-15) ’ 

3 Total investments in associated organization. 
including other property and inveetments 

6. Total operating revenues and patronage 
capital 

$1 I I / I I / I 
(22-28) 

5. Total megawatt hour sales 

$I I I I I I 
(z!J-33) 

6. Total megawatt hour sake to reaidentiel 
consumers (farm and non-fern) 

s/ I I / I I 
(3t-38) 

7. Total members of the cooperative 

IllIll 
tr9-43) 

II. POLICIES REGARDING PATRONAGE CAPITAL 

ln this section we are mterested in obtaining 
information on cooperative equity redemption 
policies and the maintenance of patron accounts 

3. Does the cooperative maintain capital credit 
accounta for each of its patcons? (4;) 

1. m Yes (Co to 5) Response Percentages 
2. /‘r;i No tcontinue) - 92 

8 
100 

g/Summarizes responses of 64 randomly selectee' electric distribution coopera- 
tives answering our questionnaire. Percentages shown are rounded. 
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4. If no, what records are maintained to reflect 
each patron’s inrerests 10 the cooperative’s 
assets? (Check one.) (45) 

1. /T Consumer ledger - 

2. /T Billing record - 

3. f-7 No record - 

b. /m Other (pleame specify) - 

5. How does the cooperative treat non-operating 
margins? (Check all that apply.) (46-49) 

- 
1. &’ Allocates the same as operating margins 

2. m Appliem to prior year deficits - 
b 

3. 17 Doeao’r allocate; maker no disposition - 

4. m Other (please specify) 

a. 

9. 

10. 

III. POLICIES REGARDIt+ GENERAL RETIREP&NTS OF 
PATRONAGE CAPITAL 

In this section we are requesting information 
on how cooperatives retire patronage capital, their 
equrty management plans, the administrative comt 
impact of annual capital credit retirements. and 
the amount of unclaimed general retirements. 

6. What method does the cooperative use to retire 
general capital credit8 outstanding? (Check ,.-a 1 II* 

1. 

2. 

3. 

4. 

m FIFO 
(50) 

Response Percentapes 

Does the cooperative have plana to use an equity 
management plan in the future? (64 ) 

iIh/ Percentage method 74 
/m Other (specify) 9 - 

3 12. 

1. m Yes (Continue) 

2. fw NO - (Go to question 13.) 

If yes, in whet year will the cooperative 
inltiete usa of an equity management plan? (65-66) 

m Not applicable (Cooperative does not 
retire capital credits.) (Go to 
question 9.) 

7. PIesac indicate below the mOat recent year in 
which the cooperative used FIFO, the percentage 
arthod or any other method to retire general 
capital creditr outstanding. (Enter the year 
for each method. If not used, LEAVE BLANK.) 

Xethod Year Used 

1. FIFO 19uJ (51-w) 

what year does outstanding patrwace c apita 
extend back to? 

19/ I / - (57-M) 
(year) 

Does the cooperative have an equity management 
plan? (59) 

1. iw Yes CContinue)Response Percentages - 63 
2. m No (Co to question 11.1 

For vhlch of the following doas your equity 
management plan provide? (Check all that apply; 
then RO to question 13.) (LO-43 1 

A revolving cycle for patronage capital 
retirements. (Please specify duration 
of cycle.) 

(year(s)) 
Guidelines to meet mortgage requirements 

Rate guidelines to aaaure that the 
cooperative’s cash flow is sufficient 
to retire patronage capital 

Consistent retirement of patronage 
capital; e.g.. yearly, every three 
years, etc. (Please specify. 1 

(GO TO QUESTION 13.) 

19/ I / 
(year) 

2. Percentage (53-54) 19111 

3. Other (specify) 19LiJ (55-56) 
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a/ 
al 

13. To what exttnt, if any, would each of the following 
item result from retiring patronage capital 
on l conmirtcnt fixed revolving cycle? (Check 
one c01um for etch TOY.) 

4. Higher 
rattt 12 23 15 7 7 

I. Other Cplcrrc I f I I 
specify1 

l-no resPonge I I I I I 1 

(671 

(68) 

(69) 

(70) 

(71) 

14. By what percentage arc/would uhinietrativc 
coeta inctecec by retiring capital crcditr 
l lu~lly? (Check enc.) (72) 

1. 137 02 

2. &7 1-a 

3. m 3-u 

6. m Other (please rpwify) t 

15. Which of the follovisg procadurer doam the 
cwptrttive use to account for general rstire- 
enct ude CD patroom you were unable to 
locate7 (Check one.) (73) 

16. what im the curmlativt l cmnt of unclained 
general rctircment8. l * of December 31, 19791 

17. To uhr t extent, if at all. do cooperative 
meabbcra influence capital credit rctireoente? 
(Chcc k one. ) (80) 
1. m Very Brett extent Response 

2. /7J Great cxtcnt 
P&-cent- 

10 
3. m Moderate extent 6 

4. m sor extent 36 
23 

5. m Little *r no extent 23 

1. m Put in I cooperative educational fund Response 
2. @ Forward to the State under the State Percentages 

tmchtar lmm 6 

l-no response 

3. /25T Other (please specify) 52 
2- no response 39 

3 
loo 
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----7 ,Card 2 
I 

IV. POLICIES RJXARDIIW SPECIAL RETIPElERTS OF PATRONAGE CAPITAL AWD WCUERSHIP TERMINATIONS 

Ln thim ecction, WC would like to know what the caopcrrtivc’r policies are caacerning acmberlhip 
tcrminbt iona. 

18. For each category of membcrahip tcrmination~ lirtrd below, pleaaa indicate whether or not the 
follwing policies arc applicable. (Check ycr or no for tach arbarrhip category, for each policy.) 

Policy 

Doca the cooperativt: 

1. Retire capital credits? 

2. Discount patronage capital retired? 

3. Iedistcly retire total patronage 
capital? 

4. Imdiatcly rctirt patronage capital 
at l dircouuntcd rate? 

5. Retire prtrmagt capital only per 
retircpcnt cycle? 

6. Require forfeiture of patronage 
capital? 

7. Require forfeiture of equity 
interesta in the aasete of the 
coowrative? 

Mtmbrrship Terminationa 

I 

m m (22-27) 

I 
m m (28-31) 

1, 
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- -‘- - 
, Card 3 ’ 

I 
’ l-T-7 

V. INTERNAL REVENU!Z SERVICE ADlflNISTRATION OF TAX- 
E%ENPT PROVISIONS FOR ELECTRIC COOFEBATIVES 

19. For active and inactive aember6, indicate the 
amounts of funds retained by the cooperative, 
88 of 12/x/79. (Fill in 6n 6mount for each 
type of fund6 retained. If not rpplicrble, 
write NA in the appropriate box.) 

capita1 retained 

20. For active and inactive memb.616, indicate the 
number of patron6 from whom the cooperative 24 
has retained fund6, ~6 of 12/31/39. (Fill in 
the number of patron6 fran whom fund6 “et6 
retsised. If not 6pplic6ble, write NA in the 
appropriate bar.) 

(Enter g&er o 
hundreds; e.g., if 3,700 
patrom, enter 30 

25, 

21. What does the cooperative do with the dia- 
counted portion of capital retained? (Check 
all that apply.) (52-S) 

1. 167 U6ed to cover admioistr6tive co6t6 
of retirepents 

To vhat extent, if at all, doe6 the cooperative 
have problem6 in complying vich t6x exemption 
psovi6ion67 (Check one. 1 (57) 

1. m 
2. i-J 

3. /?;7 

4. ;/3 

5. a 

Very gre*t extent 

I 

Response 
Percentages 

Greet extent 
(continue) 2 

Moderate extent 
I 

9 
8 

Some extent / 81 

Little or no extent (Go to que6tios 100 
24.1 

Please state problem6 in compliance md describe 
the n6ture md extent of there probles. (Attach 
6ddition61 6heet(sl if you need sort rprce.) 

(59 

In your opinion, to vh6r extent. if 6ny. carld IRS improve 6dminirtration of tax-exemption 
provisionr? (Check me.) (5 9) 

1. m 
2. 11”! 

3. 157 
4. &i 

5. kg7 

l- 

Very great extent j Response 
PercentaF.es 

3 

Moderate extent 
(continue) 

;; 

Sane extent 8 
9 

Little or no extent (Go to qucation 73 

no response 26.) 2 
Please de6cribe hou IRS could improve admini- 100 
6tration of tu-exemption provi6iw6. (Irttac- 
additional sheet(s) if you need more mpace.) 

(60 1 

2. Q7 Put in 6 special re6erve BCCOUTIT. BY-MS 

3. m Returned to equity 26. Plea6e attach 6 current copy of your by-law. 

4. m Other (please rpecify) 
COlQmiTS 

161) 

5. m 8ot applicable 
27. If you have any additional c-nt6 on 6ny 

question in the questionnaire or related topic*, 
plenme write your c-nts below. (Attach 
additional #beet(s) if you need more apace.1 

(62) 
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NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION 
Washington, D.C. 20036/202-657-9500 

July 26, 1982 

Mr. William J. Anderson 
director, General Government Division 
United States General Accounting Office 
Washington, DC 20548 

Dear Mr. Anderson: 

This is in response to your letter of June 23, 1982, invit- 
ing the National Rural Electric Cooperative Association (NRECA) 
to comment on a draft GAO report entitled Many Tax-Exempt Elec- 
tric Cooperatives Have Changed: Legislation Is Needed to Better 
Focus And Administer Tax Exemption (GAO/GGD-82-83). As we read 
it, your Draft Report recommends that under certain circumstances 
rural electric cooperatives should pay Federal Income Tax. 

In our judgment, the substance of the Draft Report is 
grounded on a number of misconceptions concerning the purpose and 
structure of the Rural Electrification program and the electric 
cooperatives established to effectuate that purpose. 

The special circumstances which initially motivated Federal 
government involvement in rural electrification have perhaps 
changed in degree, but they remain as significant and startling 
in I982 as they were in 1936. Electric cooperatives experience 
strikingly low consumer and revenue densities compared with 
investor-owned and publicly-owned utilities. Rural electric 
cooperatives serve only 4.7 consumers per mile of overhead dis- 
tribution line compared to 35.8 consumers per mile for investor- 
owned utilities and 77.5 consumers per mile for publicly-owned 
utilities. The revenue per mile for rural electrics is $3,370, 
whereas the investor-owned utilities receive $42,007 and the 
publicly-owned utilities receive $68,128. The average cost of 
capital for electric cooperatives in 1981 was the highest in the 
industry, 13.5%, and their embedded interest cost is rising rap- 
idly because of their need for new generating plants which of 
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Anderson 
Page 2 
July 26, 1982 

necessity are being built with high cost money. Nationwide, the 
retail rates of electric cooperatives are 12% higher on the 
average than those of other utilities. These statistics provide 
clear and convincing evidence of the adverse conditions under 
which rural electric systems operate in 1982. The GAO Draft Re- 
port apparently fails to consider these statistics on which the 
justification for continued Federal support of rural electrifica- 
tion is grounded. 

The Draft Report first focuses on the size and operations of 
rljral electric cooperatives, asserting that they "have grown from 
small struggling associations formed to purchase and distribute 
electricity to their rural members to larger utility companies 
closely resembling investor-owned utilities in their operations 
and activities." NRECA submits that the size of a cooperative 
has nothing whatever to do with its tax exemption. The opera- 
tions and activities of these systems are essentially the same as 
they were in 1924: to provide electricity to their consumer mem- 
bers. The relevant factors are that the cooperative is owned by 
its consumer-members and operates in a non-profit manner. Rural 
electric cooperatives have operated from their inception in this 
manner and continue to do so. Even though size is not relevant 
to the issue of tax exemption, rural electric cooperatives are 
small compared with investor-owned utilities. The average IOU 
serves 307,057 consumers whereas the average rural electric coop- 
erative serves 9,745 consumer-owners. Under no circumstances can 
even G&Ts be considered comparable in size to large investor- 
owned utilities, as alleged in the draft report on Page 10. Cer- 
tainly rural electric cooperatives are larger than they were in 
1924, but so are virtually all successful businesses in America 
today. 

We strongly object to the patently erroneous statement made 
in the Cover Summary of the Report that IRS has experienced dif- 
ficulty in handling electric cooperatives because of "broad 
legislation which generally exempts all such cooperatives from 
paying taxes regardless of the differences in their operations 
and activities, financial condition, size, or type of consumers 
served." This cavalier evaluation of the applicable law is about 
as far from actuality as it is possible to get. The unrelated 
income tax provisions of the Code assure that taxes are paid by 
electric cooperatives on activities which fall outside the scope 
of usual electric utility business. Tne 85% member income test 
provided for in the Code assures that the bulk of the busi- 
ness of these cooperatives is conducted with their member-owners. 
In fact, contrary to implications of the Draft Report, rural 

71 



APPENDIX V APPENDIX V 

Anderson 
Page 3 
July 26, 1982 

electric cooperatives have little nonmember income -- less than 
4% nationwide. There are individual cases where some systems, 
generally cooperatives engaged in the generation and transmission 
of bulk wholesale electricity (G&T's), have substantial nonmember 
income sales, and, for that reason, have lost their tax exempt 
status. There are presently at ‘least 13 G&Ts which have either 
lost their tax exemption due to nonmember sales or expect to in 
the near future, contrary to the representation of the Draft 
Report that only one system has lost its tax exempt status. 

Second, the Draft Report appears to question the member 
'equity levels of rural electric cooperatives. There is, in fact, 
reason to be concerned with these levels, but contrary to the 
Report's conclusions, the reason for concern is that equity 
levels are too low. Actually, an impartial study of the equity 
levels of rural electric cooperatives could hardly conclude that 
these levels are excessive. The weighted average equity level 
for all rural electric cooperatives, 
G&T systems, is 14.7%. 

including distribution and 
Since rural electric cooperatives are not 

vertically integrated -- that is, the power supply functions and 
distribution functions are not generally within the same organi- 
zation, as is true for investor-owned systems - rural electric 
equity levels must be viewed as a combination of both G&T and 
distribution equity. The G&Ts, which generally ,have low equity 
levels (3.0%), must rely on the financial health of their distri- 
bution system member-owners for their own fiscal stability. 

Section 1 of the 1973 amendments to the Rural 
Electrification Act of 1936 (P-L. 93-322, (7 m30), the 
committee reports on P.L. 93-32, and the policy of every REA Ad- 
ministrator since 1973, and some who served prior to 1973, urge 
electric cooperatives to reduce their dependence on Federal as- 
sistance for investment capital and to raise progressively more 
such capital in the commercial money markets. Electric coopera- 
tives throughout the country have responded by organizing their 
own non-Federal supplemental financing vehicle, the National 
Rural Utilities Cooperative Finance Corporation (CFC), through 
which they have borrowed several billion dollars of non-Federal 
debt capital. Commercial money lenders view equity as a critical 
measure of a borrower's ability to repay and, therefore, as an 
important indicator of how much money to loan and how much inter- 
est to charge. For this reason, the REA Administrator has joined 
CFC in asking electric cooperatives to raise retail rates as 
necessary to maintain equity levels adequate to attract non- 
Federal investment capital at reasonable rates of interest. To 
suggest now that those electric cooperatives which have acted 
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responsibly and tried to be responsive to the mandates of 
rnngress and the Executive Branch of the Federal Government by 
building equity should, as a result,.be subject to Federal income 
tax seems to us grossly contradictory. If this suggestion were 
not of itself sufficiently contradictory, the instant Draft Re- 
port expressly takes note of another GAO report which urges elec- 
tric cooperatives to increase equity levels, and is "critical of 
REA for not doing enough to encourage its borrowers to increase 
their equity levels so that they could qualify for private fi- 
nancing."(S ee Rural Electrification Administration Loans to 
Elec,tric Distribution Systems: Policy Changes Needed CED;8-52, 
jay , 8D 1 

We suggest that the United States General Accounting Office 
decide whether its collective wisdom dictates that electric coop- 
eratives should decrease their equity or increase it. We further 
suggest that it would be difficult to simultaneously move in both 
directions. 

NRECA further submits that, contrary to the representations 
within the Draft Report, Congress has continuously examined and 
does understand the need of electric cooperatives to retain cap- 
ital and build equity. The fact that there is no mandate that 
margins be returned in cash to the member-owners is not an over- 
sight. The Tax Code as presently implemented by the IRS does 
adequately protect consumer-owners. The GAO Draft Report itself 
notes that under 501 (C)(l?) cooperatives' retention of funds is 
governed by technical advice from the IRS stating that, "Funds 
may be retained in excess of those needed to meet current losses 
and expenses, as long as they are not accumulated beyond the 
reasonable needs of the orqanization" (emphasis added). Clearly 
the IRS believes that it already possesses sufficient authoritv 
to prevent the accumulation of "excess" equity. 

AL 

Finally, and of major significance, we point out that in the 
four years which have been consumed in developing this Study to 
draft stage, the Congress, with full Administration concurrence 
and approbation, has-revised the Internal Revenue Code to offer 
complete freedom from Federal income tax liability to the 
investor-owned se9ment of the electric utility industry (Economic 
Recovery Tax Act of 1981). Indeed, even the reinvested common 
stock dividends of the investor-owned companies are tax exempt to 
many stockholders. We do not quarrel with these benefits accord- 
ed to the power companies. They, like electric cooperatives, 

. need and are deserving of Federal help in meeting their service 
responsibilities. Historically, municipally owned electric util- 
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ity systems also have been exempt from Federal income tax lia- 
bility. We most respectfully suggest that the concept of rural 
electric cooperatives being singled out as the only segment of 
the electric utility industry subject to payment of Federal 
income taxes is wholly illogical; especially so considering the 
statutory Federal purpose served by these cooperatives and the 
continuing Federal Assistance to them flowing from the Rural 
Electrification Act of 1936. 

In summary, it is our judgment that the continued movement 
, of Federal policy toward relieving all segments of the electric 

utility industry from Federal income taxes has so changed the 
context in which this Study was initiated four years ago as to 
strip it of any legitimate purpose. We also point out that 
electric cooperatives are not unique or even unusual as tax 
exempt organizations, Any business organization, regardless of 
size or type of ownership is tax-exempt so long as it meets the 
test of non-profit operation. Moreover, we urge upon the 
Comptroller General an understanding that electric cooperatives 
are being urged by their non-Federal sources of investment cap- 
ital, by REA, and by the GAO itself, to raise equity levels 
rather than to reduce them as implied by the Draft Report. 

In view of the foregoing considerations we urge that the 
instant study be terminated. 

CAR:mmm 

Acting General Manager 
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COMMISSIONER OF INTERNAL REVENUE 

Yr. William J. Anderson 

Washington, DC 20224 

mt -2 7 1982 

I)itector, General Government Division 
IJntted States General Accounting Office 
Washington, 9-C. 20548 

Dear C?r. Anderson: 

This is in response to your letter of June 23, 1982, requesting comments 
on your draft report, “Many Tax Exempt Electric Cooperatives Have Changed; 
Legislation Is Needed to Better Focus and Administer Tax Exemption.” These 
electric cooperatives are currently exempt under section 501(c)(12) of the 
Internal Revenue Code. 

Your report concludes that legislation is needed because section 501(c)(lZ) 
is anachronistic. You also recommend that we take certain administrative actions 
to provide more guidance to the public and our agents. 

We neither oppose nor recommend adoption of the proposed legislation since 
these matters involve tax policy issues that are under the authority of the 
Treasury Department. 

The administrative guidance you suggest is primarily concerned with how an 
electric cooperative computes its gross income for purposes of the 85 percent 
test of section SOl(c)(lZ). 

We have already provided some of the guidance that you suggest and we are 
in the process of giving additional guidance. Also, as a result of one of your 
suggestions, we plan to revise the Instructions to the Form 990, Return of 
Organization Exempt from Income Tax. 

Attached is our analysis of your report that explains in detafl the views 
and comments expressed in this letter. 

In view of our comments, expressed in this letter and In the attached 
analysis, we would encourage your staff to meet with Service representatives 
before making your report final. 

Thank you for giving us an opportunity to comment on your draft report. 

Vith kind regards, 

Sincerely, 

Attachment 
Analysf s of GAO Report 

Department ot the Treasury Internal Revenue Service 
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ANALYSIS OF GAO REPORT 

APPENDIX VI 

We have prepared this analysis of your report in order to provide details 
of the comments made in our cover letter. 

Your report describes the growth of electric cooperatives over the past 60 
years and explains how they are different from those in exfstence when Congress 
originally provided for their exemprion from federal income tax in 1916. You 
observe that, as presently structured, tax exemption provides an indirect sub- 
sidy to electric cooperatives and unlike Federal assistance programs that can 
be directed to those organizations having a continuing need for assistance, tax 
exemption applies across-the-board to all electric cooperatives whether or 

. not they continue to need such assistance. 

Therefore, your report states that certain changes should be made to limit 
tax exemption to those electric cooperatives that need it. To accomplish this 
objective you make alternative legislative recommendations. You also recom- 
mend that we take certain administrative actions in order to provide sufficient 
guidance to the public and our agents. At the outset we would like to make 
clear that we take no position agreeing or disagreeing with the facts, analyses, 
observations and conclusions of your report other than as expressed herein. 

Your report places great emphasis on the importance of exemption to elec- 
tric cooperatives, but at least some electric cooperatives evidently do not 
agree. Recently, some electric cooperatives have decided that it is financially 
advantageous for them not to be exempt so that they can obtain the tax benefits 
afforded by the new leasing rules prescribed by section 168(f)(8) of the Code. 
Generally, the lease of property used by an exempt organization will not 
qualify as a section 168(f)(8) transaction. These cooperatives propose to 
intentionally violate a requirement of exemption so that they will no longer 
be described under section 5Ol(c)(lZ). 

With reference to legislative recommendations, your report suggests the 
following: 

1. Use equity-to-assets ratios to identify cooperatives 
that need tax exemption assistance. 

2. Where the reasonableness of a cooperative's accumulated 
member equity is a criterion for continued tax exemption, 
provide a means for assisting the IRS in making a determina- 
tion of what is reasonable. 

3. Impose an accumulated earnings tax on electric cooperative 
funds retained beyond reasonable business needs. 

4. Provide limited tax assistance to cooperatives by replacing 
the 85 percent member income provision with a nonmember ex- 
clusion. 

E 
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5. Eliminate the nonmember income allowance that permits co- 
operatives to earn untaxed income from nonmember sources. 

6. Make subchapter T rules applicable to electric cooperatives. 

We neither oppose nor recommend adoption of the proposals you suggest. 
In any event, it is the Treasury Department, as you are well aware, that must 
speak to issues of proposed legislation involving tax policy. We have, how- 
ever, some general comments that we hope will. be helpful. 

With reference to the use of equity-to-assets ratios to identify those 
cooperatives that need tax exemption, the purpose of this test would be to 
deny exemption to cooperatives that have achieved financial stability, but 
the test would not prevent cooperatives from expanding their operations with 
borrowed funds and may even encourage them to do so. Thus, a cooperative 
could borrow its way into exemption. This seems inconsistent with one of the 
conclusions of your report that the expansion of electric cooperatives in 
certain ways is undesirable. 

With respect to recommendations 82 and 83, we believe that unless Congress 
provided precise guidelines, determining what is reasonable would be disputable 
and would not relieve the administrative burden on both the IRS and the 
electric cooperatives. 

As to the need for legislation, we agree that many electric cooperatives 
are much different today than they were in the early 1900's. Ilowever, Congress 
has not seen fit to restrict their activities. In fact, twice within the past 
four years section 5Ol(c)(12) has been amended with a liberalizing rather than 
a restricting effect, particularly with regard to the 85 percent member income 
requirement. 

Your report states that as the operations and activities of electric 
cooperatives have grown more complex, it has become more difficult for 
electric cooperatives to determine what constitutes member and nonmember 
income. According to the report, we need to provide more guidance to our 
revenue agents and to electric cooperatives as to how member and nonmember 
mounts should be computed. This has reference to a basic requirement for 
exemption that, In the language of section 501(c)(lZ), 85 percent or more of 
the income consist of amounts collected from members for the sole purpose of 
meeting losses and expenses. This 85 percent member income test is a gross 
income test and it is applied on the basis of annual accounting periods. See 
Rev. Rul. 65-99, 1965-l C.B. 242 and Rev. Rul. 80-86, 1980-l ~2.3. 118. 
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Your report states that much of the IRS guidance has been in the form of 
general counsel memoranda (GCM’s) and technical advice memoranda, aeither of 
which was available to the public until recently. GCM’s issued after July 4, 
1967, have been or will be made available to the public although they cannot be 
relied upon. Page 47 of the report cites the holdings of .two GCM’s 
as examples of the need to provide more guidance to revenue agents and electric 
cooperatives: 

(I) Income from members who have no voice in 
management and who receive no share in the net mar- 
gins of the cooperative cannot be considered member 
income for purposes of the 85 percent requirement. 

(2) Gross income from the sale of electricity 
produced by a generating cooperative is to be determined 
by subtracting production costs (in accordance with 
the full absorbtion method of accounting) from gross 
receipts from its sale. 

One of the most effective means to educate revenue agents and the general 
public is through the publication of revenue rulings and revenue procedures. 
The IRS has been regularly publishing revenue rulings pertaining to section 501 
(c)(12) and possibly we can increase our efforts in this area. Bowever, as to 
the two above examples, the first, we believe, is covered in Rev. Rul. 72-36, 
1972-1 C.B. 151, which specifically states that as a requirement for exemption 
under section 501(c)(12) the rights and interests of the members in the savings 
of an organization should be determined in proportion to their business with the 
organization. Thus, income from a person who did not share in the savings of a 
cooperative would be nonmember income whether or not that person had the right to 
vote. 

As to the second example, which states that gross income from the sale of 
electricity is determined by subtracting production costs from gross receipts, 
our Chief Counsel’s office concluded in 1977 that cost of goods sold has to be 
t&.-n into consideration when electricity is sold in order to determine the 
am nt of gross income derived from the sale. The precise method of determinfng 
aru. calculating what constitutes the cost of goods sold in the case of generating 
electricity has not been formulated because of unique problems in this area. 
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Accordingly, our Chief Counsel’s Office has established a regulation project 
through which we can solicit public comment as to how the cost of goods sold 
should be calculated when the regulation is published in proposed form. 

Your request also states that you made an analysis of some examinations 
conducted by IRS agents covering tax years 1972 to 1977 and that in about 44 
percent of the examinations, the 85 percent requirement was determined on a 
gross receipts rather than on a gross income basis. 

In addition, PP. Ai-48 of the report states that the IRS has not addressed 
certain issues that affect the computation of member income. We understand 
that thgse issues were observed in the course of your review of Forms 990 in 
connection with the examinations referred to above. During the years 1972 to 
1977 there was considerable confusion about the proper method of computing 
membership income with respect to electric cooperatives. As stated above, the 
purpose of the regulation project is to formulate a method of computing gross 
income with respect to the sale of electricity and to have the benefit of public 
comment before finalization. 

However, we have already alerted our field agents to consider the cost of 
goods sold in determining whether a Cooperative has met the 85 percent member 
income requirement. This has been done through audit guidelines (IRM 7(10)69) 
and our Continuing Professional Education (CPE) Program. Audit guidelines, 
which are instructions to IRS revenue agents, are published in the Internal 
Revenue Manual. Our CPE program is conducted annually and is published in 
booklet form. !Je also direct your attention to the fact that both the CPE 
booklet and our audit guidelines are available to the general public. The 
1980 CPE booklet included an article on section 5Ol(c)(12) which stated that 
in determining gross income in the case of electric cooperatives the cost of 
goods sold should be deducted from gross receipts, and it reported that the 
National Office has a study (the regulation project) aimed at determining what 
items~are included in the cost of goods sold with respect to the sale of electricity. 

With reference to those issues that pp. 
failed to address, 

47-48 of the report states our agents 
we realize that it is essential to keep our agents apprised 

of potential problems and new developments. We have attempted to establish uni- 
form application of the Service position in this area through various instruct- 
ional materials for our employees including our audit guidelines and our CPE 
program. In addition, we established a post review examination program in 1980 
in which a sampling of examinations conducted in the field is sent to the 
National Office for review. This review program is intended to locate and call 
attention to issues that were overlooked or not properly developed, and it ex- 
plains how those issues should be developed in the future. 

Your report also has suggestions with respect to the annual information 
return, Form 990, that is filed by most organizations exempt under section 501(c), 
Page 48 of the report states as follows: 
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M Electric cooperatives are supposed to 
determine their compliance with the member income 
requirement as part of their annual filing of 
exempt organization returns (Form 990). How- 
ever, in addition to inadequate guidance, the 
exempt organization return lacks the format and 
instructions necessary to properly compute the 
85 percent member income test. In this regard, 
10 of the 64 cooperatives responding to our 
questionnaire indicated that the exempt organiza- 
tion return needed to be improved, but they did 
not provide specific suggestions. Our analysis 
showed that this return needs to be redesigned so 
cooperative companies exempt under section 501 
(c)(12) could better determine compliance with 
the member income requirement of the law. Spe- 
cifically, the return should segregate member 
and nowember income and include a format for 
computing the 85 percent member income test ." 

The Form 990 already provides lines for segregating member and nonmember 
income. Line 85(a) on page 4 of the form provides a space for listing member 
gross income and line 85 (b) has a space for nonmember gross income. 

Dividing line 85(a) by the total of lines 85(a) and (b) produces the per- 
centage of member gross income. Exempt 501(c)(12) electrfc cooperatives are well 
aware of the 85 percent test and the need to distinguish member and nonmember 
income. The entries for lines 85(a) and (b) should be readily ascertainable 
fran the cooperative’s books aod records. 

We note that 54 of the 64 cooperatives that responded to your questionnaire 
thought the Form 990 was adequate and the 10 who thought it cauld be improved, 
either could not or would not, make any suggestions. We have an ongoing program 
to encourage suggestions from the public on ways to improve our public use forms 
and welcome suggestions on how the Form 990 might be improved. However , please 
keep in mind that the Form 990 is filed by different types of organizations. 
Our statistics indicate that for the most recent filing period about 405,000 
organtzations were required to file Form 990. Of these, slightly more than 
4,900 were section 5Ol(c)(12) organizations of all types. Because such a small 
percentage of organizations that file Form 990 are exempt electric cooperatives, 
it is important to make only those changes on the form that are essential. How- 
ever, if the final regulations dealing ‘with the cost of goods sold indicate more 
information is needed to determine compliance with the 85 percent requirement, 
appropriate changes in the Form 990 and/or accompanying instructions will be 
made. 
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On the other hand, as a result of your suggestions we will revise the 
instructions to the Form 990 advising that electric cooperatives must deduct 
the cost of goods sold from gross receipts in computing gross income. This 
change is consistent with the changes made in our audit guidelines and the 
our 1980 CPE booklet, mentioned above. 

GAO Note: Page references have been changed to correspond to 
the final report. 

1 
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ASSISTANT SECRETARY 

DEPARTMENT OF THE TREASURY 
WASHINGTON. D.C. 20220 

AU6 18 i%z 
Dear Mr. Anderson: 

This is in response to your letter of June 23 forwarding for 
comment a copy of the proposed draft report, “Many Tax-Exempt 
Electric Cooperatives Have Changed: Legislation Is Needed To 
Better Focus and Administer Tax Exemption.” I understand that 
Treasury staff have arranged to meet with Mr. Harris to discuss 
technical matters of data and presentation so I will restrict my 
comments to three general questions bearing on the Report’s 

alegislative recommendations. These are discussed in greater 
detail in the enclosed staff memorandum. 

First, there is the question why the list of options does 
not include simple repeal of section 501 (c) (12). In its present 
state, the Draft Report does not include either a coherent 
description of the case for Federal government intervention in 
aid of electric cooperatives or a critical evaluation of popular 
arguments in support of such aid--furtherance of the “cooperative 
movement” , providing electric service to rural areas, etc. In 
view of the multiplicity of claims to Federal government support 
from all segments of society, absent a cogent argument there are 
national benefits to be derived from particular aid programs that 
are worth at least as much as they cost Federal taxpayers, 
serious consideration should be given to withdrawing support for 
these programs. 

Second, the Draft Report does not portray the structure and 
operations of electric cooperatives in sufficiently detailed 
functional accounts as are required for an evaluation of the 
significance of tax exemption as an aid to electric cooperatives 
and to estimate their budget deficit impact. The “worth” of tax 
exemption in terms of lowered cost per unit of power delivered, 
or of higher cost absorbed, is neither estimated in the Report, 
nor is it derivable from the data presented. 

Finally, inasmuch as tax exemption is but one of a battery 
of interrelated Federal aids to electric cooperatives, the others 
having to do with preferential financing and access to subsidized 
Federal power, policy evaluation would be greatly improved if the 
relationships among these aids and their cumulative worth to 
members of electric cooperatives were made more explicit and 
quantified. In turn, recognition of the implicit costs in the 
Federal budget of these extensive aids might provide Congress a 
basis for considering more varied, significant and effective 
curtailment options than those enumerated in the Report. 
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As in the past, we offer our comments constructively and in 
a cooperative spirit. Since we all share an interest in improved 
budgetary policymaking, I can assure you our staff stands ready 
to assist yours in any technical capacity they might find useful. 

Sincerely, 

* 

Mr. hiilliam J. Anderson 
Director 
General Government Division 
General Accounting Office 
Washington, D.C. 20548 

Enclosure 

Assistant Secretary 
(Tax Policy) 
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Staff Memorandum 

Cormrents on GAO Proposed Draft Report, GAO/GGD-82-83 

A reading of the GAO Draft Report, “Many Tax-Exempt Electric 

Cooperatives Have Changed: Legislation Is Needed To Better Pocus 

and Administer Tax Exemption,. (GAO/GGD-82-83) discloses three 

analytical and empirical omissions which, if they could be 

overcome, would substantially strengthen the Report’s conclusion 

that remedial legislation is called for not only in the area of 
tax exemption, but also in other Federal programs in aid of 

eiectric cooperatives. In brief, these orissions are: an 

exploration of the economic policy justification for Federal 

government intervention on behalf of electric cooperatives; 

sufficiently detailed specification of the economic 

characteristics of electric cooperatives necessary for an 

evaluation of the magnitude and effectiveness of tax exemption or 
other forms of aid to these organizations; and a more complete 
quantification of the interrelated aids to electric cooperatives 

in the form of subsidized financing and preferential access to 

subsidized Federal power. 

First, implicit in the statement of Report objectives, “to 

determine whether electric cooperative operations and activities 

have changed since the granting of tax exemption, (and if] 

electric cooperatives are orqanized and operating in a non-profit 

cooperative manner..... (pp.541, is the notion that the 
provision of Federal government assistance to these forms of 

business organization is responsive to a “need. the satisfaction 

of which with the aid of Federal resources is in the public 

interest. This is recognized in the Report Digest statement: 

Unlike Federal assistance programs which can be 

directed to those organizations having a continuing 

need for assistance, tax exemption currently applies 
across-the-board to all electric cooperatives whether 

or not they continue to need such assistance. (p-iii-1 
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The body of the Report, however, falls to make clear either the 

characteristics of electric cooperatives that originally 
qualified them for Federal assistance or, rore important, how 

that assistance was justified. There Is no obvious irpedlrent in 

the laws of the United States, including the Internal Revenue 

Code, to the organization of cooperatives. A cooperative is 

simply an incorporated voluntary association of individuals 

organized to achieve specified objectives agreed to by the 

Incorporators. A cooperative differs from an ordinary 

corppration In only a few respects which, while they ray be of 
significance to the stockholders (cooperative members), have no 

apparent public policy interest, In a cooperative, there is a 

close correspondence between the shareholder-members and the 

customers of the activity to be engaged-in (consumer coop), or 
Its suppliers (producers’ coop), whereas, In an ordinary 

corporation, there is little or none of this correspondence; in a 

cooperative, exercise of ownership control is on the basis of one 

vote per shareholder-member, but rarely other than one vote per 
share held In the case of ordinary corporations. Provided 

shareholders agree to the terms of their association and the 
objectives of the association are not per se Illegal, there is no - 
2 priori reason why public ,policy should favor one form of 
incorporation over another. If one form Is, in fact, superior in 
the sense lt results In lower-cost production and/or higher 

incomes for its shareholders, Individuals may be relied on to 

adopt that form without benefit of government preference. 

Moreover, cooperatives engage in activities that are 

indistinguishable from those of other form of business 

organlzatlon. Thus, there Is no justification for government 
Intervention on behalf of cooperatives on the ground they face 

‘externalities’ or ‘market-failure”; If such conditions confront 
the cooperatives , they also confront their competitors who should 

receive equal subsidy. Nor is this observation subject to 

quallflcatlon in the case of electric cooperatives by reason of 
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their original organization to provide their members electric 

power distribution services not then available from established 

power companies. Presumably, if dispersed agricultural families 

and establishments had been willing to pay a high enough price 

for service, power companies would have been pleased to provide 

it. While the initiative of the organizers of rural electric 

cooperatives in providing their members power, and possibly at 

lower cost, is commendable, their doing so requires no more 

reward than the savings earned and enjoyed by the shareholder- 

member families and businesses served. Nor does the fact that 

the cost of distributing electric power to low-density markets is 

higher than average justify government intervention on behalf of 

cooperatives serving such markets. A fundamental principle of 

systems of voluntary market exchange is that purchasers must be 

prepared to pay sellers a price sufficiently high to cover the 
costs incurred in production. Unless there is evidence that 
prices determined in markets are too high because existing 

sellers exercise monopoly power, there is no justification for 
government intervention to reduce prices purchasers must pay for 

service. And, if monopoly is a cause of high prices, the remedy 
is civil suit under the anti-trust laws, or public control of the 

monopoly, as in the case of public utilities, not the 
subsidization of competitors. 

It follows that, unless a well-reasoned justification for 
government intervention on behalf of electric cooperatives can be 

adduced by authors of the Report, the list of legislative 

recommendations in Chapter 5 is incomplete. The list should also 
include an option to repeal section 5Ol(c)(12), for the 4 options 

presented all imply Federal subsidy to electric coops was and 
continues to be justified, if only on a more restricted basis. 

The second comment applies in the event proponents of aid to 

electric cooperatives are able to present a persuasive 

justification for their cause. For this case, the role of tax 
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exemption in providing justifiable aid needs to be better defined 

in the Report. The aim of a Federal subsidy to electric 
cooperatives can only be to subsidize the sale of electric power 

by these organizations, whether the subsidy actually results in 

lowered selling prices or is absorbed by inefficient operations 

of the subsidized entity. Prom this perspective, a special tax 

rule, such as that provided in section 501 (c) (121, can be 

quantified only in the context of a specification of the economic 

accounts of the activity affected. That is, however an electric 

powet distributing system is legally organized, it will have to 
employ labor and capital and purchase goods and services from 

other firms to lpake electric service available to its customers. 

It will incur these costs of service and, in turn impose charges 

on its customers for the services rendered. 

The technical summary of the operations of an activity is 

called a .product-income statement’ which closely resembles the 

financial accounting income statement for a corporation as 

follows: 

Corporation Product/Income Statement 

Sales l . . . . . . ..*.....*...*.*........ quantities sold, tires prices at 

which sold; hence “value of 

product’, or simply *product” 

less : cost of sales 

labor costs . . . . . . . . . . . ..quantities of labor, times wage 

rates; hence the labor share of 

product, or labor gincome. 

, 

purchases from other 

firms................. quantities times prices; hence the 

share of “value product” produced 
by other activities 
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equals: operating income........ the share of gross product 

attributable to capital; gross 

Capital income 

less : depreciation . . . . . . . . . . . . ..the (estimated) value of capital 

used-up in producing current / 
product, or capital consumed in t 

production 

equals : net return to capital . ..the capital share of net product, i 
or .capital income” 

less : interest paid creditors... the share of capital income 

attributable to holders of debt 
claims against corporation assets 

E 

equals : corporation income.. , l . . the share of capital income 

attributable to holders of equity i 
claims against corporation assets 

less : corporation income tax 

(if taxable) . . . . . . . . . . ..corporation income, times a 

schedule of rates 

equals: -net corporation 

income” . . . . . . . . . . . . . . . . ..net corporate income distributable 

to equity claimants, taxable to 

them, if distributed 

It is apparent from the product-income statement that: 

(a) Whether or not a corporation’s income is taxable, the 

corporation can readily be operated as ‘non-profit’, provided 

that its shareholders are willing to hold shares that yield them 
nothing. Thus, there is nothing in the taxability of 
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cooperatives that conflicts with the logic of the cooperative 
principle that the shareholders will be satisfied by receiving 

their return in the form of lower product prices. Whether th-is 

is a generally valid principle is not of concern here; the point 

is that there is no impediment in the tax laws, or any other 
laws, to the (non-profit) operation of a corporation by its 

shareholders that must be overcome by legal exemption from tax. 

(b) Whether, and the degree to which, tax exemption of a 

corporate entity benefits its owners--shareholder-eustolers in 

the case of cooperatives--depends on: 

1) The relative importance of capital in total costs of 

production. The larger the ratio of operating income--the gross 
return to capital-- to total sales or product, the more 

significant will be corporation income tax exemption. 

2) The relative importance of debt in financing the 

entity’s capital stock. The higher the debt ratio, the lower 

will be the corporation (equity) share of enterprise capital 

income , and the less significant will be corporation income tax. 

Unfortunately, the Report does not present sufficiently 
comprehensive income staterent and balance sheet data to permit 
the reader to determine the economic significance of section 

501 (c) (12) exemption for electric cooperatives. 

Which leads to the third and final comment. The Report 
properly notes that electric cooperatives have enjoyed borrowing 

subsidies and preferential access to low-cost (subsidized) power 

generated at Federal facilities. The borrowing subsidy 
administered by REA since the mid-thirties actually has two 

dimensions: the rates charged have been below those that private 

firms engaged in the same activity would pay, as the Report notes 

(PP* 25 1; and the leniency of Federal lending authority has 
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permitted electric cooperatives to operate with far higher debt 

ratios than is customary in the industry of which they are a 

part. For example, in 1975, cooperatives reporting to the REA 

displayed an aggregate debt equal to 75 percent of reported net 

assets, yielding an equity ratio of only 25 percent. That same 

yeaft investor-owned utilities IIOUs) reporting to FERC (then 

WC), displayed an equity ratio of 47 percent, nearly twice that 

of REA cooperatives. Since cooperatives not only enjoyed 

below-market interest rates but also were permitted to finance a 

much larger fraction of their plants with debt, the borrowing 

subsidy was much larger than $320 million for 1979, as estimatedL/ 

in the Report (p. 25 1. At the same time, this aspect of the 

borrowing subsidy diminishes the importance of tax-exemption, as 

noted above. 

With respect to preferential access to subsidized power 

although the Report includes data on Federal agency sales of 

subsidized power to cooperatives, it does not provide supporting 

information to quantify the relative importance of this form of 
Federal aid to coops. Lacking an estimate of this form of 
Federal subsidy to electric cooperatives, the full magnitude of 

Federal aid is grossly understated, impairing the empirical basis 
for Congressional review of the battery of aids it has provided 

for electric cooperatives. 

In summary, there appears to be no 2 priori economic or tax 

policy justification for Federal aid to electric cooperatives in 
the form of exemption from the Federal corporation income tax. 

If there is, never theless, a justification for Federal aid to 

these orqanizations, three questions must be addressed: How much 
Federal budget aid is justified? Is the budget aid provided in 
preferential lending and access to subsidized power equal to, 

less, or more than the cost that can be justified? And, if more 
aid is justifiable, does exemption from corporation income tax 

provide this in an efficient manner, or should better-designed 

i/This figure was changed to $340 million for 1980. 
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subsidies be provided? If the Report could be expanded to more 

fully address these questions, the case for eliminating tax 

exemption of electric cooperatives, itself stronger than any of 

the legislative recommendations, would be reinforced. 

GAO Note: Page references were changed to correspond to the final 
report. 
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DEPARTMENT OF AGRICULTURE 
OffiCE Of THE SECRETARY 

WASHINGTON. D C 20250 

Mr. Henry Eschwege. 
Director 
Community and Economic Development Division 
U.S. General Accounting Office 
Washington, D.C. 20508 

Dear Mr. Eschwege: 

*This is in reply to your letter of June 23, 1982, requesting comments on the 
GAO draft of a proposed report to Congress entitled “Many Tax-Exempt Electric 
Cooperatives Have Changed: Legislation is Needed to Better Focus and Administer 
Tax Exemption.” Although the draft report does not address any recommendations 
directly to REA/USDA, we believe that there are several specific areas that 
warrant comment. 

The basic directions suggested by the draft report could produce unintended 
effects that would be in conflict with the Congressional policy toward rural 
areas and the rural electric program in particular. The result would be addi- 
tional cost to the Government. 

’ The draft report presents an option that would base tax exemption on 
low equity/asset ratios. We believe that the majority of the coopera- 
tives would take this option. Such an approach would make it more 
difficult and costly for rural electric cooperatives to obtain private 
market financing. 

0 The draft report states that a basic principle of cooperatives is to 
“provide services at cost and distribute any margins or savings.” 
The general tone of the report is critical of rural electric systems 
with high equity/asset ratios and thus relatively large amounts of 
retained patronage capital. The draft report does not recognize that 
retained patronage capital is needed for electric cooperatives to 
become self-sufficient, This is inconsistent with Congressional policy 
as stated in the 1973 amendment to the Rural Electrification Act: 
. . . “rural electric and telephone systems should be encouraged and 
assisted to develop their resources and ability to achieve the financial 
strength needed to enable them to satisfy their credit needs from 
their own financial organizations and other sources.” 

’ The impact of the draft report’s proposals on the demand for REA loan 
funds is not addressed. If cooperatives reduce their equity/asset 
ratios and also pay taxes they will have fewer internally generated 
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Mr. Henry Eschwege 2 

funds available for construction of new plant needed to serve con- 
sumers. This will likely create pressure for additional low-interest 
(currently 5 percent) REA loans at significant cost to the Government. 
These additional costs could exceed the tax revenues, if any, that 
may be collected from electric cooperatives. 

As requested in your transmittal letter, the above comments concern the substance 
of the findings discussed in the draft report. In order to resolve technical 
matters that require clarification and revision, it is recommended that a meeting 
be held with REA staff. 

Sincerely, 

(268077 1 
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Request for copies of GAO reports should be 
sent to: 

U.S. General Accounting Off ice 
Document Handling and lnformation 

Services Facility 
P.O. Box 6015 
Gaithenburg, Md. 20760 

Telephone (202) 2756241 
I 

~ The first five copies of individual reports are 
, free of charge. Additional copies of bound 
1 audit reports are $3.25 each. Additional 

copies of unbound report (i.e., letter reports) 
and most other publications are $1.00 each. 

~ There will be a 25% discount on all orders for 
106 or mom copies mailed to a single address. 
Sales orders must be prepaid on a cash, check, 
or money order basis. Check should be made 
out to the “Superintendent of Documents”. 
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