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 ORDER-IN-COUNCIL

P.C. 8725

Certified to ke a true copy of a Minute of a Meeting of the Committee
- of the Privy Council, approved by His Excellency the Governor
General on the 16th November 1944,

"The Commitice of the Privy Council have had before them a report dated
10th November, 1944, from the Minister of Finance, representing that doubt
has arisen as to the effect of the Income War Tax Act and The Fxcess Profits
Tax Act, 1940, in the case of co-operative corporations, associations and socie-
ties both as regards the general principles intended by Parliament to be applied
and the effect, in many matters of detail, of the said taxation statutes upon
the - co-operative organizations and their members;

‘That this doubt, both as to the general principles, intended to be applied
and the effect of the aforesaid statutes, has created serious problems in con-
nection with the administration of these taxation statutes and a considerable
measure of uncertainty in the business operations of some of the co-operative
organizations themselves; and

That a full public inquiry into the application of income and profits tax
measures to organizations arganized and operated on a co-operative or mutual
basis and organizations claiming so to be organized (hercinafter referred to as
co-operatives) and into the comparative position in relation to taxation under
such measures of persons engaged in business in direet competition with co-
operatives should be undertaken without delay.

The Committee, therefore, on the recommendation of -he Minister of
Finance, advise,

1. That the Honourable Errol M. W. MecDougall, a Judge of the Court of
King's Benel, Quebee; Mr. B, N. Arnason, Regina, Sask., Mr. G. A. Eliott,
Edmonton, Alta., Mr. J. M. Nadeau, Montreal, P.Q.; and Mr. J. J. Vaug-
han, Torcnto, Ont., be appointed commissioners under Part I of the In-
quiries Act to inquire into —

(a) the present position of co-operatives in the matter of the application
thereto of the Income War Tax Act and the Excess Profits Tax Aect,
1940, and :

(b) the organization and hutiness methods and operations of the said co-
operatives as well as any other matters relevant to the question of the
application of income and profits tax measures thereto, and

(¢) the comparative position in relation to taxation under the said Acts of
persons engaged in any line of business in dircet competition with co-
operatives,




and report, in so far as the same can conveniently he done, all facts which
appear to them to be pertinent for determiniug what would, in the public
interest, constitute a just, fair and equitable busis for the application of the
Income War Tax Act and The Excess Profits Tax Act, 1940 to co-operatives
and to persons other than co-operatives in respect of methods of doing
business analogous to co-operative methods, such as the making of payments
commonly called patronage dividends and to make such recommendations for
the amendment of existing laws as they consider to be justified in the public
interest;

2, That the Honourable Mr. Justice MeDougall, Court of King's Beneh,
Quebee, be chairman of the said commissioners;

3. That the commissioners be authorized to engage services of such technieal
advisers or other cxperty, clerks, reporters and assistants as they deem
necessary or advisable and also the services of counsel to aid and assist the
commissioners in the inquiry;

1. That the commissioners be authorized to determine the places where the
inquiry shall be conducted and the manner of conducting the proceedings
in respeet of the inquiry;

5. That the commissioners be directed to report to the Governor in Council .

A. D. P. Heeney,
Clerk of the Privy Council.
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THeE PresipeENT OF THE Privy CoOUNCIL

Stri—

Pursuant to the terms of Order-in-Council No. 8725, approved under
date of November 16th, 1944, we, the Commissioners therein appointed under
Part I of the Inquiries Act have the honour to submit herewith, our Report.

In order to secure the information considered necessary to the accomplish-
ment of our task, upon organization it was decided to hold a number of ses-
gions of the Commission throughout Canada, at which interested persons would
be afforded the opportunity of presenting their views. With this end in view
public notices were issued calling upon all such persons to prescnt written
briefs of their submissions with indication of the place at which they would
desire to appear personally in support thereof. A schedule of hearings was
prepared and publicised, announcing sessions of the Commission for the cities
of Vancouver, Calgary, Kdmonton, Regina, Winnipeg, Toronto, Ottawa,
Moutreal, Quebee, Moncton and Halifax, indicating the dates of such ihearings
and outlining the subject matter of the enquiry by citation from the Order-in-
Council in question.

In responsc to such advance notices, briefs to the number of about 175
were filed with the Commission by co-operative associations, Boards of
Trade, Canadian trade associations, corporations, firms, individuals and publie
bodics, containing the submissions which it was desired to bring to our atten-
tion. Beginning in Vancouver on January 15th, 1945, the Commission pro-
ceeded to conduct the enquiries in open court, by hearing such evidence in sup-
port of the factual issues involved as the various appearers desired to submit.
The Commission was assisted by counsel and the interested persons were afford-
ed the opportunity of appearing in person or by counsel. With the object of
giving to each and every citizen ample facility frecly to put forward his views,
the proceedings were conducted as informally as possible, compatible, however,
with the importance and gravity of the matier in issue. So.great was the
interest aroused, ag evidenced by the number of briefs received, that the
Commission was unuble to ceal with all the subinissions presented in the esti-
mated and allotted time for each center. It vsas, accordingly, found necessary
to postpone to a date beyond the determined schedule, such of the submis-
sions as could more advantageously be h2ard in Ottawa. ¢ It was, thus, not
until May 3rd, 1945, that the formal hearings were concluded in Ottawa, with
an understanding that those persons or bodies who notified an intention of
presenting a written or oral argument would be accorded an opportunity so to
do.

'The enquiry was not confined to the information elicited at these hearings
but was extended to other sources such as interviews with Government offi-
cials, the very considerable literature upon the subject, public and private
records and the answers to a general questionnaire sent out to a great number
of co-operative organizations which had not submitted briefs, the response
to which was most gratifying.

During the course of our hearings, reference was constantly made to the
manner in which this subject had been dealt with in Great Britain and many
of the submissions urged the adoption or adaptation of the British system of
taxing co-operative associations to our Canadian conditions. The information
available to us, upon this aspect of the subject, since the date of the amendment
made in 1933 to the British Income Tax statutes, was inadequate to permit of
reaching definite conclusions. We, accordingly, decided that three members of
the Commission should proceed to Great Britain for the purpose of pursuing
our cnquiries into that phase of the question. Leaving Canada on May 19th,
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these members of the Commission spent some six weeks in Great Britain,
visiting the principal eenters of co-operative activity at London, Manchester,
Glasgow and Edinburgh. Informal meetings were held with officials of the
Board of Inland Revenue, the principal co-operative organizations, represen-
tatives of various non-cooperative groups, cconomists, and writers, upon the
subjeet of the nature and growth of co-opératives in~Britain, their organiza-
tion, methods of operation, the situation as to the taxation of such enterprises
at the present time and the attitude of the interested parties thereto. During
this period the two remaining members of the Commission, accompanied by
our Counsel, paid a visit to the United States and there made a similar study
as to the extent and form of organization of the co-operative movement in that
country, and enquired into the manner in which the taxation laws were applied
thereto. Annexed to the Report, as appendices, will be found summary reports
of these special enquiries.

The record, which is transmitted herewith, comprises copies of the briefs
submitted, together with a complete transeript of the evidenee adduced and
such supporting exhibits as may have been filed. In some instances, where
separately put forward, the arguments of counsel are also included.

May we be permitied to express our indebtedness to our Counsel, Mr. E. T.
Parker, K.C., whose valuable assistance has been unstintingly furnished. ~ To
the Registrars of the Commission, Major H. ID. Woods and Mr. J. A. Chapde-
laine and our Executive Assistant, Colonel G. W. Ross, we are extremely grate-
ful for their assiduous and efficient labours. In like manner we express appre-
cintion of the signal assistance afforded by Mr. J. G. Glassco, F.C.A., of the
firm of Clarkson, Gordon, Dilworth and Nash, and his assistants upon the intri-
cate accounting problems encountered, and to Professor V. C. Fowke of the
University of Saskatchewan for his assistance in preparing Appendix A. We
are also indebted to the members of the staffs of the various Government
Departments, both Provincial and Dominion, to whom we applied for informa-
tion, for their willing co-operation. The following were particularly helpful:
Mr. W. F. Chown of the Lconomics Division, Department of Agriculture;
Mr. I. 8. MeArthur, Acting Chief of the Agricultural Branch, Dominion Bu-
reau of Statisties; Mr. A. C. Steedman, Chief, Merchandisirg and Services
Branch, Dominion Burcau of Statistics; Dr. Muurice Ollivier, and oflicials
of the Department of National Revenue and of the Department of Insurance.

Nor must we fail to acknowledge as well the assistance of the Librarians
of the Bank of Canada, of the Department of Agriculture, and of Parliament.

Finally, to the faithful and essential services of the members of our staff
we desire to record our appreciation.
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SCOPE OF ENQUIRY

To avoid misconception as to the precise scope of the present enquiry and
to define the limits of the task entrusted to the Commission, it may be well,
at the outset, to emphasize the directive terias of Order-in-Council (No.
8725). The Commission is authorized *“to enquire into:— :

(a) the present position of co-operatives in the matter of the application
thereto of the Income War Tax Act and The Fxcess Profits T'ax Act,
1940, and

(b) the organization and business methods and operations of the said co-
- operatives as well as any other matters relevant to the question of
the application of income and profits tax measures thereto, and

(c) the comparative position in relation to taxation under the said Acts
of persons engaged in any line of business in direct competition with
co-operatives,

and directed to

report, in so far as the same can conveniently be done, all facts which
appear to them to be pertinent for determining what would, in the
public interest, constitute a just, fair and equitable basis for the
application of the Income War Tax Act and The Excess Profits Tax
Act, 1940 to co-operatives and to persons other than co-operatives in
respect of methods of doing business analogous to co-operative meth-
ods, such as the making of payments commonly called patronage
dividends and to make such recommendations for the amendment of
existing laws vs they consider to be justified in the public interest;

1t will thus be appreciated that the Commission has no mandate to recom-
mend changes in the general principle of income tax legislation as presently in
force in Canada, nor is its advice sought in regard to the general policy animat-
ing the present Income War Tax structure. The mission with which we are
entrusted is confined to recommending, if we consider it desirable, amendments
to the existing legislation only in relation to the comparative position of cer-
tain orgarizations and their direct competitors. In the following pages, it
will be sought scrupulously to remain within the ambit of the task so assigned.

The lnw with which we are presently concerned is contained in the Income
War Tax Act (1917 c¢. 28, as amended) and The Excess Profits Tax Act, 1940
(1940, ch. 32 as amended).

The general provisions of the Income War Tax Act relevant to the pres-
ent discussion are the following:

Scction 2, subsection 1, paragraph (h) which is as follows:

“person’’ includes any body corporate and politic and any associa-
tion or other body, and the heirs, executors, administrators and cura-
tors or other legal representatives of such person, according to the law
of that part of Canada to which the context extends’.

Section 3, which is as follows:

“Tor the purposes of this Act, ‘income’ means the annual net profit
or gain or gratuity, ‘whether ascertained and capable of computation
as being wages, salary, or other fixed amount; or unascertained as
being fees or emoluments, or as being profits from a trade or commer-
cial or financial or other business or calling, directly or indirectly re-
ceived by a person from any office or employment, or from any pro-
fession or calling,'or from any trade, manufacture or business, as the
case may be whether derived from sources within Canada or else-
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where; and shall include the interest, dividends or profits directly
or indirectly received from money at interest upon any security or
without sccurity, or frora stocks, or from any other investment,
and, whether such gains or profits are divided or distributed or not,
and also the annual profit or gain from any other source..... "

The relevant sections of The Excess Profits Tax Act, 1940, are Scction 2,

subsection 1, clauses (¢), (f), and (g), which are as follows:

(¢) ‘person’ includes any body corporate and politic and any partnership,
association or other body, and the heirs, executors, administrators
and curators or other legal representatives of such person, according
to the law of that part of Canada to which the context extends.

(f) ‘profits’ in the case of a corporation or joint stock company for any
taxation period means the amount of net taxable income of the said
corporation or joint stock company as determined under the provi-
sions of the Income War Tax Act in respect of the same taxation
period...

(g) ‘profits’ in the case of a taxpayer other than a corporation or joint
stock company, for any taxation period, means the income of the said
tax payer derived from carrying on one or more businesses, as defined
by section three of the Income War Tax Act, and before any deduc-
tions are made therefrom under any other provisions of the said
Income War Tax Act.”

and Section 2, subsection 2 which is as follows:
“Unless it is otherwise provided or the context otherwise requires
expressions contained in this Act shall have the same meaning as in
the Income War Tax Act, and definitions contained in the said In-
come War Tax Act shall apply in this act.”

and Section 7, paragraph («), which is as follows:
“The following profits shall not be liable to taxation under this Act:—

(a) The profits of taxpayers referred to in paragraphs (d), (e), (/),
@), (), @), &), (n), (p), and (g) of section four of the Income
War Tax Act.”

The sections specially applicable to Co-operative Associations, Credit
Unions and Mutual Fire Insurance Companies arc quoted in thosc sections of
the Report which relate to these various organizations.

STATEMENT OF PROBLEM

The question submitted for our consideration is not whether individual
co-operators should be subjected to Income Tax. They are taxable at the
present time. The question is:— Are the associations or incorporated bodies
into which co-operators have banded themselves together for the purpose of
carrying on their joint enterprise, in the particular circumstances applying to
them, to be assessed to Income Tax and Excess Profits Tax, under the appro-
priate statutes, as such distinct entities in the same manner as other corporate
bodies are taxed thereunder, independently of their constituent membership,
and, if so, to what extent? Is there justification, in the public interest, for
the present treatment of the co-operative form of enterprise in a manner differ-
~ent from that dccorded to its non-cooperative competitor ?

The answers to these questions will involve analysis of the nature of the
income earned by co-operative associations and a conclusion as to what part
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thereof, if any, constitutes taxable income of the association as distinct from
its membership under the statutes in question, excluding from consideration for
t%le moment section 4 (p) of the Income War Tax Act or similar exceptive
clauses.

As above indicated, we are directed: o

(a) To report all facts which appear to be pertinent for determining
what would, in the fpublic interest, constitute a just, fair and equitable basis
for the application of the Income War Tax Act and The lxcess Profits Tax Act,
1940, to co-operatives and to persons using similar business methods; and

(b) To make such recommendations for the amendment of existing lawa
as we consider would be justified in the public interest.

In view of the lengthy enquiries made and the mass of material collected
it will, we fear, be necessary to report in some detail the facts elicited in order
"to establish the basis upon which recommendations may be founded. In
reporting these facts and making these recommendations, it is convenient to
classify the organizations which come within the scope of our enquiry into the
following groups :
1. Co-operative associations and their direct competitors.
_ 2. Credit unions and their direct competitors. . . . . ... . __ .
3. Mutual fire and casualty insurance organizations and their direct com-
petitors.

Co-operative associations are treated in Part I of this Report, credit unions
in Part 1[I and mutual insurance organizations in Part III.  In order to facil-
itate reading, the relevant factual conclusions are stated in the main body of
the Report. More detailed studies supporting these conclusions are to be
found in the appendices.

Though it is convenient to treat these threc groups separately, nevertheless
the problems involved have certain clements in common. These problems
have been studied from the point of view outlined in the following paragraphs.

THE NATURE OF THE INCOME TAX

Fiven though it be obvious, we believe it will be well to point out at the
outset that the Income War Tax and Excess Profits Tax are taxes on incomes
of persons, whether individual or corporate. The amount of the tax in each
case is caleulated with reference to the income of the taxpayer.

In the second place, the taxes in question relate to the money value of net
income produced. = We consider that the tax ghould apply to any part of such
net income as can readily be brought into relationship with the measuring rod
of money unless there are strong gpecial reasons for exempting it. Morcover,
as far as practicable, the net income produced should be counted as income of
each taxpayer in the period in which it is received directly or indirectly by him.
Otherwise, some taxpayers will have an advantage over others in that they will

be able to re-invest their income without first paying income tax thereon, -

Those who pay the tax when they receive the income will be able to put to
profitable use only what is left after paying the tax. Those who do not pay
the tax when the income is received will be able to put the whole of that income
to profitable use.

In the third place, the income tax is fundamontally based upon the tax-
payer’s actual income and not upon the income which he conceivably might have
received if he had not acted as he did. The chief exceptions to this principle
at present contained in the Acts are the provisions which relate to transactions,
the main purpose of which is decmed to be the evasion of the tax. .
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These points are of special importance in dealing with the set of problems
involved in our enquiry. Inecach of the threeclasses of organizations considered,
difficult problems arise—first, as to whether in the operation of each class, in-
come is produced at all and second, if so, whose income it is.

INCIDENCE AND JUSIICE

What constitutes a “just, fair and equitable” application of the corporate
income and exeess profits taxes to the organizations we are considering and their
direet competitors can be decided only after determining who really bears the
burden of the taxes in question. Some taxes are readily shifted or passed on so
that, once the shifting is accomplished, the actual taxpayer does not bear the
burden of the tax. Other taxes cannot readily be passed on. We take the
position that the corporate Income Tax and the Excess Profits Tax are not

readily shifted but are borne initially and for the most part by the taxpaying -

companies and their sharcholders.

We are not called upon to express an opinion as to whether the existing
taxes on corporate incomes are unjustly high or unjustly low relatively to the
general income tax structure, nor do .we desire to do so. Accordingly, in dis-
cussing the justice of the present or proposed application of the tax to co-oper-

“ifive associations-and -their -direct corporate-competitors-we- are not to be

understood as referring to this more general question.

Problems relating to justice in applying any tax on corporate income must
be considered from one or other of two points of view or from both. 1In the
first place, the tax may be regarded as a special tax imposed on the company
as such in return for the advantages conferred on the company itself by incor-
poration. If this point of view be taken, it is ilportant to compare the advan-
tages conferred by incorporation on the types of organization which fall spe-
cially within our terms of reference with the advantages conferred by incorpora-
tion on their direct competitors. It is important, also, to compare the relative
taxpaying abilities or faculties of the various organizations involved.

Alternatively, it has been argued that the corporate income tax is really a
tax upon the sharcholders of companies and not upon the company itself.
From this point of view the tax on corporate incomes i3 regarded as an integral
part of the general tax structure and it becomes important to consider whether
tk e corporate income tax and the personal income tax taken together as a whole
fall justly as between those individuals who receive their incomes through
corporations, co-operative associations, mutual insurance companies or credit
unions. We have not adopted cither of these standards of justice to the exclu-
sion of the other.

In any event, no solution can be fair and just unless it can be effectively
administered. Unless a solution is reasonably free from uncertainty and ambi-
guity in its application to all taxpayers affected, that solution will inevitably
give rise to unfairness and dissatisfaction.
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PART 1
Co-operative Associations
SECTION 1
DEVELOPMENT OF CO-OPERATIVE BUSINESS IN CANADA

Agricultural Societies with certain co-operative features have been in exis-
tence in Canada since the carliest days of agricultural settlement. Records
indicate that some of these were active towards the end of the eighteenth cen-
tury, but these were unincorporated, informal and mainly interested in improv-
ing the production methods rather than in undertaking buying or selling, func-
tions for their members. Organized co-operation in Canoda for purchasing
or marketing goes back to the sixties of the last century. About this time,
creameries and checse factories put in their appearance. Most co-operatives
organized before 1900 were loosely formed organizations, without definite pro-
visions for such features as are now considered to be the characteristics of a
co-operative society. These features were not provided in company legislation,
and for that reason most of the co-operatives organized before 1890 were
unincorporated. As farmers acquired more knowledge of the problems involv-
ed in the marketing of their products and the purchasing of their supplies,
interest in extension of activities pecame apparent, especially in Western
Canada. The Grain Growers Grain Company was organized in 1906, the
Saskatchewan Co-operative Elevator Company in 1910, and a similar organ-
ization in Alberta in 1913. Associations for the marketing of fruit were organ-
ized in Nova Scotia in 1912 and in British Columbia in 1913. The desirability
of co-ordinating the activities of local marketing and purchasing groups—
gometimes unincorporated-—led to the organization of the United Farmers
Co-operative Company, of Ontario, in 1914, and the Co-opérative Fédérée de
Québee in 1922, During this period there was considerable organization of
local farmers’ purchasing and marketing asscciations, some of which provided
rural store services. The organization of consumers co-operatives has not
been rapid. One of the most important of these organizations, the British
Canadian Co-operative at Sydney Mines, Nova Scotia, was organized in 1006.

After 1900, the provinces began to cnact co-operative statutes, The
province of Quebec placed on its statute books the first co-operative Act in
1906 to provide for the organization of credit unions and other co-operatives.
Nova Scotia adopted a co-operative Act in 1908; British Columbia in 1911;
and Saskatchewan in 1913, By 1938, every province had enacted co-operative
legislation relating to the organization of co-operatives, and most provinces
provided special departmental services for the administration of such legisla-
tion. There is as yet no Dominion Co-operative Act.

By the end of 1943, according to the Kconomics Division, Dominion
_ Department of Agriculture, there were 1675 agricultural marketing and mer-
chandising co-operatives in Canada, with a membership of 585,826. These
included co-operatives haudling dairy products, fruits and vegctables, grain
and seed, livestock, poultry, honey, maple products, tobacco, wool, fur, lum-
ber and wood, food products, clothing and home furnishings, petroleum prod-
ucts and auto accessories, feed, fertilizer and spray material, machinery and
equipment, coal, wood and building material, as well as misccllaneous mar-
keting and miscellancous merchandising, not specified. -

In addition, there were 67 fishermen’s co-operatives; 1780 credit unions;
400 farmers’ mutual insurance co-operatives, besides a group rendering mis-
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L3
cellaneous services such as hospital eare, community reereation and entertain-
ment, bus transportation, home building, trucking agricultural products,
seed cleaning, rural eleetritication, telephone services, and agricultural produc-
tion, including the co-operative ownership and operation of farm machinety,

Co-operative business in Canada can be divided into three general classes.
In the first place, the associations assemble, sometimes process, and market
the products of the farm and fisheries.  This operation we will call co-operative
marketing.  In the second place they acquire and sell farm supplies and general
merchandise.  This type of activity we will refer to as the purchase and supply
business of co-operative associations. Finally, some associations provide a
-ariety of miscellancous services ranging from the local distribution of clectrie
power to the conducting of funeral homes. In carrying on these activitics,
different co-operative associations specialize in varying degrees.  In the prairie
provinces, for example, separate associations have developed for the marketing
of cach of the main farm products. Other associations are concerned with
distributing farm supplics and general merchandise. Still others operate
co-operative general stores.  In Quebee, in contrast, an association typically
markets o variety of farm produets and, at the same time, distributes farm sup-
plies and general merchandise, ‘

The extent and growth of co-operative business in Canada is analyzed
in Appendix A to this Report. This appendix, however, relates primarily to
the business of agricultural co-operative associations and, since 1942, to the
business of non-agricultural co-operative retail stores as well,

In all provinees of the Dominion some business is conducted by co-opera-
tive associations but it is unevenly distributed both as to amount and type.
In 1943, for example, 29 per cent of the total co-operative business was carried
on in Saskatchewan, and 15 per cent in Ontario, and 15 per cent in Alberta,
while only ¢ per cent was carried on in the Maritimes.  (Appendix A, Table
VI and Figure 2).

In terms of dollar volume of business transacted, the marketing operations
of Canadian agricultural co-operatives are much larger than the merchandising
operations. In 1913, marketing operations accounted for 85 per cent of the
dollar volume of commercial business of Canadian co-operatives (excluding
tisheries,. However, the relative importance of marketing varied as between
provinces from 49 per cent of the total co-operative business in Nova Scotia
to 93 per cent in Manitoba. (Appendix A, Table I). The extent to which
co-operatives have been developed in the marketing of agricultural or other
primary products appears to be related to the degree to which the large and
rigid freight, handling and other costs are interposed between the primary
producer and the market for his products. When these costs are high, fluc-
tuations in prices in the final market cause larger percentage fluctuations in
the prices reccived by the primary producers. "This is true of such commodi-
ties as grain, fish, fruits, butter, livestock, eggs and poultry. On the other
hand, the dificulty of relating production to the requirecments of local con-
sumers markevs has led to extensive co-operative organization in the assembling
and processing of fluid milk, Furthermore, those producers of primary
products whose income is most subject to fluctuation have shown the most

‘i‘ntqrcst in the buying of farm and other industrial supplies on a co-operative
»asis.

MARKETING OPERATIONS

"This business extends beyond the narrow functions of assembly, purchase,
sule, storage, transportation and finance and includes processing and manufac-
turing operations as well. Some of these latter operations are a necessary part
of marketing under existing laws and industrial structures; others, while not
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necessary, ean be carricd on conveniently or efticiently in conjunction with
marketing functions in the more limited sense. These operations include
pasteurizing milk, making of butter, cheese, ice ercam an(‘ powdered milk;
canning and preserving fruit, fish and vegetables; storing, cleaning, drying
and milling grains, and even slaughtering and packing livestock. Some
marketing associations have their own subsidiary printing and insurance com-
panies. In performing these marketing and manufacturing operations the
co-operative associations, like their competitors, make use of the ordinary
agents of production: land, labour, capital equipment and managerial ability
in much the same way as do their competitors. They also undertake risks
\l.vhich may result successfully or unsuccessfully for themsclves or their mem-
TS,

The dircet competitors of the marketing associations are as diverse as the
associations themselves. In the field of grain and seed, the competitors
include incorporated elevator and milling companies and a variety of incorpo-
rated and unincorporated sced houses and local flour and feed mills. In the
fild of dairy products some of the direct competitors of co-operative associ-
ations are incorporated companies, some are partnerships and some are sole
proprictorship businesses. At least one competing business is for the time being
operated by o provincial government board. In the ficld of livestock mark-
eting a great varicty of incorporated and unincorporated businesses compete
in some or all of the functions performed by co-operative associations. The
dircet competitors of co-operatives include also some joint stock companies
whose practices resemble to a greater or lesser extent the practices of co-oper-
ative associations but who are held not to fall within the scope of section 4
(p) of the Income War Tax Act.

In 1943-44, 35%, of the co-operative marketing of farm products in Canada
was done in Saskatchewan, 179, in Alborta, 146, in Manitoba, 1195 in Onta-
rio, 7% in Quebec, 6% in the Maritimes and British Columbia taken together,
and 107 consisted of interprovincial marketing. (Appendix A, Figure 3).

Grain and seed alonce accounted for 45.5¢, of the agricultural products
marketed through co-operatives in 1943, The six items: grain and seed, live-
stock, dairy products, fruits and vegetables, tobacco and poultry products,
accounted for more than 98 per cent of the value of agricultural products
marketed by co-operative associations in that year.  Wool, maple sugar, fur,
honey, alfalfa sced and other items were also handled in small amounts. In
addition, co-operatives handled fishery products.

T'he dollar volume of the businese in farm products both of co-operative
associations and their direct corapetitors has increased considerably since 1933,
A comparison of changes in the value of agricultural products marketed through
co-operative associations in Canada with changes in the total cash income deriv-
ed from the sale of farm products is to be found in Appendix A (Table VIII
Figure 7). It will be seen that the value of agricultural products marketed
through co-operative associations in different years formed from 209, to 27%
of the total cash income from the sale of farm products. (Appendix A, Table
XXIII). While this proportion has varied from yecar to year, no marked
trend is apparent. Accordingly, we conclude that neither the associations
nor tiieir ({,irect competitors have substantially increased their proportion of
the totai farm products marketed during this peried.

In some commodities and areas the business of the associations hus ex-
panded much more rapidly than that of their competitors. In other commod-
ities and areas, it has lagged behind. If we exclude from consideration
co-operative marketings of grain and seed and also farm income derived from
the sale of grain and seed, it appears that the co-operative associations have
increased somewhat their proportion of the remaining marketing business.
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(Appendix A, Table XI, Figure 8). In Manitoba, and to a lesser degree in
Ortario, Quebee and the Maritimes, the associations appear to have increased
their proportion of total farm marketing;in British Columbia, there is no notice-
able change in the proportion of total products marketed through the asso-
ciations, while in Sns‘mlchcwm\ and Alberta, the ex‘pnnsion in total co-operative
marketing has lagged behind the expansion in cash farm income. (ApEendix A,
Tables VIII, NI and XIII). During the war period, there aro striking con-
trasts between different products when the rate of growth of co-operative
marketing is compnrcd with the rate of increase in the corresponding cash farm
income. (Appendix A, Table X1V).

By and large it appears that co-operative associations have been able to
increase their relative share of the marketing business in more commodities
and in more areas than have their competitors. In some fields and in some
arcas, however, this increase in co-operative business has been quite striking.

PURCHASING AND FARM SUPPLY OPERATIONS

Part of the business of co-operative associations in Canada consists of
acquiring and selling to their mcmi)ers (and sometimes to no~-members) farm
and other industrial supplies as well as food and general merchandise. Some-
times these sales are made at the retail, sometimes at the wholesale, level.
The associations purchase the larger part of these commodities through ordi-
nary business channels cither dircctly or by means of their wholesale federations.
A smaller part is manufactured by the wholesale federations or their susidiaries
or purchased from co-operatie associntions in other countrics.

These operations are performed by a number of types of association.
Retail co-operative stores hanile food and general merchundise and some
farm supplics. Some associations are engaged in the purchase and sale of
farm supplics in bulk and at retail as their principal business. Others, whose
principal business is marketing, sell supplies as well.

In 1943, feeds, fertilizers, and spray material, accounted for 39 per cent of
the merchandise and supplies distributed by these associations; food products
for 23 per cent ; petroleum and auto accessories for 17 per cent; coal, wood,
and building materials for 7 per cent; clothing, home furnishings, machinery
and other miscellancous items 14 per cent.  (Appendix A, Figure 6).

The merchandising and supply business of co-operatives is distributed
unevenly among different provinces and regions. In 1943, 22 per cent of this
business was done in Saskatchewan, 21 per cent in Quebec; 18 per cent in
Ontario; 13 per cent in the Maritime Provinces, and the remainder in other parts
of Canada. (Appendix A, Figure 5). ,

Between 1033 and 1943, during the period of recovery from depression
and during the war years, the dollar volume of merchandise purchased by co-
operatives in Canada increased about eightfold but this increase was not
distributed evenly among areas. The data by provinces are not completely
reliable but the increase appears to have been greatest in Quebec and least in
Ontario and British Columbia.

There are no exactly comparable data concerning the increase in similar
sales for Canadian business as n whole. The evidence available suggests
that co-operative merchandising as a whole has increased much more rapidly
than cither general retail sales or sales of country eneral stores; whether it
has increased more rapidly than the sale of farm supplics as a whole is less clear
from the evidence available. (Appendix A, Tables XXXIII, XXXIV, XXXYV).
In Saskatchewan, between 1930 and 1943, the value of the sales of co-opurative
associations increased from two per cent to six per cent of the sales value of all
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similar products and services sold in Saskatchewan. (Appendix A, Table
XXXVI). For Canada as n whole the sales of co-operative retail stores taken
alono was 0.6 per cent of total retail sales both in 1931 and in 1041,

The membership of the supply associntions usually consists of farmers,
fishermen or other primary producers. The membership of the co-operative
stores is more varied. Typically when thefv are situated in small towns and
villages, their membership consists generally of persons resident in the sur-
rounding rural aveas but includes inhabitants of the towns and villages as well.
In some cases the members for the most part arc miners and, in rare cases, the
membership i8 almost entirely urban:

The direct compotitors of these associations include oil companies, both
retail and wholesale, elevator companies and coal and lumber dea‘ers who are
usually incorporated, the agents of farm machinery companies, and retail
stores of various sorts, Some of these retail stores are incorporated, some are
not. In 19041, for example, 46 per cent of the retail store business in Canada
was done by individual proprietors, 41 per cent by corporations, nine per cent
by partnerships, and the remaining four per cent by liquor and other stores.
(Appendix A, Table XXXII).

FISHERIES

We have not attempted to conduct a thorough survey of the comparative
development of co-oi'emtrive associations handling fish and fishermen’s supplies.
It is possible, nevertheless, to give an indication of recent trends in co-operative
activity in this field. As a result of special inquiries into the depressed condi-
tion of the fishing indusiry government assistance, both Dominion and Pro-
vincial, has been granted “or the purpose of assisting co-operative development
among fishermen. The organization of co-operative associations in the fishing
industry began in Prince Edward Island in 1924; there was no further develop-
ment until 1930, when other similar groups were set up in the other Maritime
Provinces. 1n 1933, the Prince Rupert Co-operative Fishermen’s Association
was established in British Columbia. In 1939, two other major organizations
came into existence, the United Maritime Fishermen and the United I'ishermen
of Quebec. In 1945, this latter association had 29 affiliated locals representing
80 per cent of Caspé fishermen. I'inally, mention should be made of a co-
operative fresh water fishery set up recently in Alberta.

In 1941, the 77 associations in operation did a total business of $2,646,000.
Their estimuted membership was 4500. 1In 1942, there were 65 associations
consisting of 4,826 members doing a business of $2,628,000. In 1043, there
was a considerable increase in business.. Sixty-eight associations with 7193
members reported a total business of $5,055,000. It may be noted that while
the business of the 66 fishery associations reporting in 1942 was $2,628,000., the
total value of fishery products in Canada in that year was $75,117,000.

No statistics as to the numbers of co-operative associations incorporated
annually or dissolved annually are available for Canada as a whole. However,
a study of this subject in the province of Saskatchewan for the twenty-five
year period 1914 to 1938 indicates that of 1091 co-operative associations incor-
porated in the province during this period, 531 had been dissolved by the end of
1938. Of those dissolved, 23 per cent were never active commercially- to an
considerable extent. Of the remaining 408 active associations dissolved,
188 had a membership of less than 30 and an average existence of 4.4 years; 121
with a membership of 30 to 59 had an average existence of 5.7 years, and 99
associations with a membership of 60 or over had an average period of survival
of 6.8 years. : . ,
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SECTION 11
ORGANIZATION AND OPERATION OF CANADIAN CO-OPERATIVE ASSOCIATIONS

The structural organization of co-operative associations is very varied.
In the first place, there are many small unincorporated associations consisting
usually of a small group of individuals in one locality. Many incorporated
associations also have only a small loeal membership; others, with a large or
scattered membership, divide their members into geographical districts each
with its own local unincorporated unit. These small “locals” elect delegates
to attend the annual or special meeting of the association. In other cases, the
association divides its membership according to the product shipped. Some-
times n number of incorporated local associations establish a federation. In
this case, both the federation and the local associations are incorporated bodies.
The locals own the federation aund elect delegates to the meeting which appoints
the Board of Directors of the federation. In rare instances, however, the
federation itself is not an incorporated body, although its members are incor-
porated associations. In some eases too, the federation includes in its member-
ship not only loeal incerporated associations but also individuals. Such
federations may act us central marketing, processing, or manufacturing organi-
zations, or as wholesale purchasing and manufacturing bodies for their mem-
bers. In addition, some federations perform other services for the member
associations advising them with respect to accounts and financial practices, or
actually keeping their accounts. Some federations even make payments to
the individual members of the “locals” on behalf of the local organization,
In some cases, an association, whether a federation or comprised of individual
members, owns and controls one or more incorporated subsidiaries which, at
times, carry on the main business of the parent body. Federations have
likewise been known to engage in aetivities more or less supplementary to the
main business of the association. While we have found no subsidiary whose
sole activity is the financing of the parent organization, it is nevertheless true
that some of these subsidiaries do obtain bank loans which assist in carrying
on the combined operations of the parent and of the subsidiary and some fed-
erations sell on credit to their member associations. Both the federated type
and the individual-membership type may, in turn, form provincial or dominion-
wide federations.  Associations, or federations of associations, may also become
members of internationul co-operative federations or of co-operative federations
with head office in some other country.

Many of these associations and federations are members of some provin-
cial co-operative union or of the Co-operative Union of Canada. The Provin-
cial and Dominion co-operative unions, whether incorporated or .not, engage
primarily in research and propaganda activities. They are not commercial
or trading organizations and, typically, have no taxable income.

VARIETY AND UNIFORMITY

The development of the co-operative movement has been characterized
by a great deal of experimentation. As a result, co-operative associations
do not conform to any uniform standard either in their methods of operation
or in their forms of orpanization. Their diversity in these respects has been
increased by a number of other important factors. Different ficlds of business
and different geographic arcas have presented different problems. Methods
of financing vary from area to area and from industry to industry. Contracts
with members and membership qualifications are by no means uniform. Some
of the associations are incorporated under the various co-operative staiutes,
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and some under specinl Acts, either of the provinces or of the Dominion.
Others have been granted their charters under the Dominion Companies Act
or one-of the corresponding provincial Acts. A few have not sought incorpora-
tion,

From 1906 to 1911, attempts were made to bring about the ennctment
of Dominion co-operative legislation but these efforts were defeated. Two
Acts were passed by Parliament in 1939 to assist in the co-operative marketing
of wheat and other agricultural products but, up to this time, there is no special
Dominion statute under which co-operative associations may be incorporated.
Many witnesses contended that the lack of uniformity in co-operative organiza-
tion and practice was attributable in part to the absence of Dominion legisla-
tion on this subject. While we feel that suggestions of this nature do not call
for recommendation on our part, we are yet constrained to report that there
is o widespread desire that a co-operative Act be placed on the statute books of
the Dominion. "

Every province in Canada has on its statute books legislation providing
for the formation of co-operative associations; Alberta and Saskatchewan
cach have two general Acts; Quebec has three.  Although some general prin-
ciples are common to all these provincial statutes, their provisions vary greatly
in detail, and have been subjected to amendments from time to time. In
addition to she general co-operative statutes, special private Acts have been
cnacted relating to the organization of such of the larger associations as found
that existing legislation was not adequate. Since these statutes cannot be
adequately summarized, they should be consulted when accurate and detailed
information is required.

Not only do co-operative forms of organization and operation vary but
there is no generally accepted terminology to describe the details of their
organization and their practices. Some co-operative terms have been sug-
gested by the general philosophy of the movement; others have been borrowed
appropriately, or inappropriately, from ordinary company and business usage.
Accordingly, things called by the same name in two different associations may
in fact and in law be different. Conversely, things called by different names
may be the same. liven the provincial statutes frequently use different terms
for the same thing and impose their dissimilar terminologics on the associations
within their respective jurisdictions. Moreover, co-operative practice and
terminology are both changing continually. Much of the confusion of thought
apparent in the discussion of the subject may be traced to this unfortunate
looseness of terminology.

Such uniformity as exists in the midst of this great variety of detail arises
from the fact that co-operators have attempted to apply toa varicty of problems
a few general principles,  While these principles are neither precise nor rigorous,
they are sufficiently definite to have left their mark on co-operative practice
and statutes, Encﬂ member or cach delegate is given only one vote no matter
how many shares he may own. In order to insure customer control, the asso-
ciation typically attempts to assure that investors by way of shares or reserves
are also customers. A variety of methods have been adopted in an attempt
to make the member's interest as investor correspond at least roughly with his
interest as customer. The associations accordingly have the power to pur-
chase their own shares and to control the transfer of these shares. The rate of
“dividend” or “interest” is limited by statute. Products are bought and sold,
or accepted on consignment, at prices subject to a final adjustment at the
end of the accounting period. Capital is ordinarily raised by small instalinents
cither in cash or by deductions from the selling price of produects or by the appli-
cation of price adjustments to the capital nccount of the individual member.
"These similarities make it possible to describe in a gencral way, subject to
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qualifications as to detail, how Canadian co-operative associations arc or-
ganized. Sometimes the typical provisions occur in the statutes, sometimes
in the charter, and sometimes in the bylaws of the association. Many of the
co-operative statutes preseribe n set of standard bylaws but these bylaws
may be changed subject to the approval of the official charged with adminis-
tering the co-operative Act.  Supplementary bylaws are adopted by the various

associations.
ORGANIZATION OF CO-OPERATIVE ASSOCIATIONS

Incorporation j§ granted cither by Letters Patent or registration. Gen-
crally, Articles 9f Incorporation must be filed with the Registrar of joint
stock companies, the Inspector of Co-operatives, the Provincial Secretary, or
some other Provincial Government official.  The use of the word “co-opera-
tive’ as part of the registered name of an association or company is restricted
in six of the provinces to associations which qualify under their Acts. In three
provinees, it is not restricted,

In their enabling documents of incorporation, the co-operative associations
are usually granted wide powers of marketing, processing, and manufacturing
the products in which they deal. In addition, many arc empowered to carry
on other activities more or less closely associnted with their main business. In
many cases, these powers are very wide, though in Quebee they appear to be
more narrowly restricted to the marketing of products and the purchase of
supplics.  With very few exceptions, however, the objectives of the association
arc quite similar'to those of any other kind of enterprise. Some co-operatives,
especially wholesale federations, are permitted to carry on operations as man-
ufacturers, miners, lumbermen, refiners, stonemasons, transporters, importers
and exporters in goods, wares and products of any kind and description,  With
few restrictions they are authorized to borrow money, to mortgage their prop-
erty, to invest funds, to acquire shares in other companies and, in general,
to excrcise any ancillary powers necessary to attain their objectives. Thoy
are also empowered to ereate central agencies, federations and subsidiary com-
panies. Usually it is provided cither in the statutes, charters, or bylaws, as the
case may be, that the business is to be carried on by the association at cost and
without profit to itself, or for the sole benefit of the members.

CAPITAL STRUCTURE

The enabling statutes provide for the formation of co-oporative associa-
tions with shitre capital or financed by *loan units’” or membership fees. - All
provinces provide for the formation of associations with share capital. Quebec
authorizes the issue of both preferred and common shares.  In most provinces,
a limit is set to the number of shares that may be held by one individual, either
by statute as in Quebee under the Co-operative Agricultural Associations .\et,
or by the bylaws or letters patent of the individual association. In some
provinces, this limit is imposed by the provision that not:more than 109, of the
shares issued may be held by one member,  An applicant for membership in a
share capital association is required to apply for a minimum number of shares,
sometimes one and sometimes more than one, in accordance with the bylaws
of the association. In mostcases thetransferof sharesis restricted by statute or
bylaws and is subject to the approval of the directors of the association. In
most provinces, the amount of stock authorized is not limited by the charter of
the association. The associations are permitted to repurchase their own shares,
usually at par if the capital of the association has not been impaired, otherwise
at some appropriate fraction of the par value. In all provinces, the rate of
“interest”’ or dividend on capital stock is limited. Although payments in
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proportion to share capital are usually referred to as “intorest’”, such “inter-
est”’ is usually payable, up to the limit imposed by the statute or bylaws, only
at such rates as the association may decide. The statutes of some provinces
permit payment of rates up to 8%, but the usual rate does not exceed 69%.
The limitation of the shareholdings of the individual member, the control
of transfer of shaves, the authority to issue an unlimited amount of share capital
and to repurchase the shares of the association enable the co-operative asso-
ciations to correlate, to some degree at least, the amount of investment by the

individual member with his importance as a customcr. If a member dies or :

leaves a community or withdraws from the occupation from which the asso-
ciation obtains its members, provision is usually made to purchase his shares.
Shares are issued to new members who are actual or potential customers of the
association. If this process were discontinued, then, in the course of time,
situntion would arise in which many members of the association would cease to
be customers. Older farmers’ companics that wero unable to secure the right
of unlimited issue and repurchase of shaves, under the legislation availa le
when they were organized, now frequently find themselves in this situation.

In Ontario, Manitobs, Saskatchewan and Alberta, marketing and purchas-
ing essociations may be formed without share capital. Such associations
usually require the prospective member to pay a small membership fee. In
such cases, the statutes or tie charter or bylaws of the association usually pro-
vide that the members shall have equal rights in the association. While it is
convenicnt to distinguish beiween a membership fce and subscription for one
share of capital stock with very small par value, the difference between these
two methods of financiig, “or many purposes, is not cansiderable. In Ontario
the capital of co-operative companies without share capital may be either or
both in the form o} foan units or promissory notes of the members payable on
demand. In those provinces which permit it, the current trend seems to be
toward the formation of associations without share eapital.

MEMBERSHIP QUALIFICATIONS

From what we have said so far, it will be apparent that new mombers
are admitted to membership in co-operative associations by a number of diffex-
ent methods. In the share capital type of association, the member is usuall
required to subscribe for one or morv simres and may be required to make a cash
payment. The remainder of the par value of his qualifying shares may be
obtained from “patronage dividends” allotted to him by the association or
from deductions of the proceeds of the sale of his products. When an asso-
ciation has o share capital, it usually exacts a small membership fee. This
fee may be paid in cash or may be credited to the customer from ‘‘patronage
dividends” declared by the association or deducted from the proceeds of the
“sale of his produce. This type of association sometimes provides for “‘asso-
" ciate members” or “patrons” as well as full members. ‘‘Patronage dividends”

are typically allotted to the associate members or patrons but these are not
entitled to vote at meetiligs of the association. When “patronage dividends"”
or deductions to a specified minimum amount have been credited to the patron
or associate member, he may become a full member somotimes by signing an
application form, sometimes simply by accepting notification that he is entitled
to become & member. Some nssociations distinguish between shippers who
havo signed a contract to market the whole of their product through the asso-
ciation and others who have not so signed.
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‘CONTROL

Generally, (as already pointed out), each member of the association has
only one vote at the meetings of the association. In seven of tl_le _nine prov-
inces voting by proxy is not permitted. Insome cases, the association divides
its membership into smaller unincorporated local groups arranged upon a
regional basis. Each of the groups then elects one or more delegates to attend
and vote at the meetings of the association. Similarly, delegates are elected
by member associations to attend the meetings of federations, The number
of delegates from each local association may depend on the relative size of its
membership or the relative volume of business transacted by the local with the
federation.

The directors of the association, clected at the general meeting, are given
widé powers of direction and supervision over management. None the less,
their decision as to the distribution of the annual surplus of the association is
subject to the terms of the statutes and bylaws and where these leave some dis-
cretion, the actions of the directors ave subject to the approval of the general
meeting. The general meeting also enacts the bylaws, clects officers and
appoints auditors.

Marketing associations carry on their business operations in a variety of
different ways and, for our purposes, we may distinguish between those asso-
cintions which purport to act as agents for their members—the so-called “agency
type” of association—and other associations which purchase the products from
the members and do not purport to act strictly as their agent.  Usually, though
not always, the “agency type’’ associations receive the products of their mmem-
bers or consignment, :

MARKETING ASSOCIATIONS THAT RECEIVE PRODUCES ON CONSIGNMENT

Some associations receive products as agents or on consignment from their
members and sometimes from non-members as well.  ‘The terms on which
they receive the product may be expressly stated in a written contract with
the individual member, or set forth more or less explicitly in the bylaws of the
association. In some cases these contraets require the shipper to deliver the
whole or some substantial part of his product to the association; in other cases,
the shipper is not so bound. Usnally, the association agrees to act as agent,
or agent and factor of the member, to handle, store and sometimes process the
commodity; to dispose of it to the best advantage according to the judgment
of the oflicers of the association and to account to the member for the proceeds
on the basis of quantity and quality. Many members, in other words,
deliver their products of varying quantity and quality to a common agent,
cach under a like but separate contract express or implied. Often onc of the
terms of each contract is that other members will deliver their products under
a like contract. The association is usually empowered to peol the products
of the shippers thereby reducing handling costs. In some cases, non-members
reccive the same financial returns as members. In other eases, they receive
smaller returns, The produets ‘of members and non-members being pooled
are often processed or manufactured. The raw, processed, or manufactured
produet is then sold.  This marketing and processing requires the use of equip-
ment, labour and management, and the marketing and processing tends to
add value to the finished produet.

-Different assoeiations follow varying methods in paying their shippers.
Some make no cash payment at all when the shipments are received.  Others
make a payment which is considerably less than the market price, and still
others make a payment which is as nearly as practicable the full price that the
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product is expected to bring, less cost of handling and processing. In some
cases, the initial payment, if any, is followed by a final payment, or onc or

~ more interim payments as well as a final payment.

In some cases the association is empowered to make deductions up to
a stipulated percentage of gross sales, or up to a specified number of cents per
unit of product handled, for the purchase of land, buildings and cquipment,
and is required to issue to the member, in return, evidence of equty in, or
claims against the association equal in face value to the amount so deducted.
Sometimes, also, it is permitted to make similar deductions for working capi-
tal. It is also given tge right to deduct specificd amounts to cover operating
costs, expenses and losses reduced by revenue from sundry sources. It is
required to account to the members for the excess of the amounts so deducted
over the costs actually incurred. This it may do by apportioning this excess
among the members and cither paying the amounts allotted in cash or deferring
payment and crediting the members with the amounts in question, or paying
some part of the allotments and deferring the remainder.  In some cases, part
of the excess deductions, subject to approval of the general meeting of the asso-
cintion, is retained by the association without being apportioned to the mem-
bers. In still other cases, it is simply carried forward to the next accounting
period and forms part of the proceeds to be distributed to members in that
period.

The payments and allotments made by the associntion to its shippers
accordingly may be summarized as follows:—

(@) Initial payment, if any, made when the product is received by the

association,

(b) Interim payments, if any.
(¢) Amounts pa‘d to members after the product has been sold and the
oporating expenses of the period determined.
. (d) Similar amounts apportioned to members but withheld. A part of
difference between deductions for operating costs and losses may be
withheld and not apportioned to the members.

(¢) Deductions for permanent investment in return for which the mem-
. ber receives share certificates or certificates of indebledness where
shares are not used.

OTHER MARKETING ASSOCIATIONS

Instead of accepting products on consignment, other marketing agsocin-
tions purchase prmlucts rom members and often non-members and resell
them sometimes after, sometimes without, substantial processing. Often
these non-ageney associations do not enter into written contracts with each
member but the bylaws of the associations, the statutes under which they come
into existence and perhaps their customary practices serve to prescribe, at
least within rough ﬁmits, their methods of doing business and their obliga-
tions to members. When the association buys the product of a member, it
may make an initial payment to him in eash corresponding closely to the cur-
rent price of the product. At the end of its fiseal period, the association com-
putes the amount realized from the sale of the product. The total so arrived
at is the gross income of thoe association. From this gross income the associa-
tion then deducts amounts already paid to members and its operating expenses,
reduced by sundry income. What remains constitutes the annual surplus.
The directors of the association, subject to the provisions of the relevant stat-
utes and bylaws, make certain deductions from this surplus and apportion the
remainder,
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In some provinces the marketing associations are organized under the
same Act and are required to deal with the surplus in the same way as do the
purchasing associations. In other provinces, marketing associations are
organized under separate legislation. In the latter provinces, the associations
retain, unallocated, n portion of the surplus stipulated by contract or bylaw,
or decided upon by the directors subject to the approval of the general meeting
of the association.

From the remaining surplus, those associations, which are empowered
to pay interest on share capital or other amount standing at the credit of the
members, deduct the amount permitted or required for this purpose by the
contracts or bylaws of the association.

The bylaws may permit the association to deduct also an *“‘educational”
reserve. ‘The remainder is apportioned among the members in proportion to
patronage. The amounts thus apportioned may be paid to the patrons in
cash but the bylaws may provide for the deferment of a portion of these pat-
ronage allotments. In the case of share capital, marketing associations’
patronage payments may be applied against the balance owing by the member
on share subscriptions.

OPERATIONS — PURCHASE AND SUPPLY ASSOCIATIONS

'T’he purchase and supply associations purchase supplies for resale to their
sustomers and colleet from them therefor certain sums. From the proceeds
of sale they deduet their ordinary expenses, reduced by sundry income. The
difference constitutes the surplus for the year's operations.

Co-operative legislation which provides for the organization of purchasing
associations, or of both purchasing and marketing associations, usually requires
or permits the associations to make certain deductions from the annual surplus
before arriving at the amount available for allocation to members: (a) stat-
utory reserves; (b) educational reserves; (¢) interest on share capital or on al-
located reserves, '

(@) Statutory Reserves

The statutes of most of the provinces require the associations to set aside
as a statutory reserve at least 5% or 1074 of the surplus. In these provinces
the associations may, and usually do, provide for reserves larger than the
statute requires. In Ontario, however, the statute imposes an upper limit
of 20G5 of the annual surplus. The members have no right to participate in
or cxact payment of these reserves unless the association is wound up.

(b) Educational Reserves

- In many of the provinces, the associations are permitted to set aside each
year a certain percentage, usually not in excess of §%, to be used for member-
ghip activities or to attract new members.

(¢) Interest on Share Capital or Allocaled Reserves

In some cases the contracts or bylaws stipulate that interest shall be paid
at a fixed rate whether earned or not.  More frequently, however, the bylaws
provide that interest shall be prid at the stipulated rate only if egrned. In
still other cases they provide that it aay be paid, if earned, up to the maximum
rate permitted by the bylaws or the statute.

When these deductions have been made from the annual surplus of the
association the statutes usually provide that the remainder shall be apportioned
to members or customers in proportion to the volume of business they have
done with the association.  Some associations allot “patronage dividends” to
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members and non-members alike; others pay or allot smaller “patronage
dividends” to non-members; still others do not allot ‘‘patronage dividends"”
to non-members at all. Powers granted to the associations in this respeet
differ as between different provinces. Associations are usually empowered to
pass & bylaw deferring payment of a portion of the amounts so allotted to be
used for the purposes of the association.

In most cases the bylaws of the associations stipulate that patronage divi-
dends payable to the sharcholder shall be applied to the unpaid balance of the
shares for which any member has subscribed as a condition of membership.
An individual member may, of cours:, subseribe for additional shares and direet
the association to apply patronage dividends payable to him to the unpaid
balance of his share subseription. Some associations which undertake market-
ing and purchasing activities are empowered to make systomatic deduetions
to pay up his share subscriptions in o specified number of years. In such cases
patronage dividends need not be applied to unpaid share subseriptions.

CO-OPERATIVE FINANCING

In summary, different types of associations secure funds for investient

in n great variety of different ways.

The contracts or bylaws of a marketing association which reccives products
on consignment may provide for deductions for capital purposes and operating
expenses.  In return for the deductions for capital purpeses the association
may issue share certificates, where shares are used, or certifieates of indebtedness
where shares are not used.  On the basis of the authority to make these dedue-
tions, the directors may borrow from the banks or the public. Part of the
difference between the deductions for operating expenses and the expenses
actually incurred may also be retained and used for the purposes M the asso-
ciation,

In the easc of a marketing association which purchages produets from the
producers, the bylaws may provide that each member must subseribe for a
minimum amount of share capital, payable in cash or by instalments.  Where
no share capital isissued, membersilip fees may be paidin cash orby instaliments.
Payment for the products is made, usually at current market prices, and when
the produce is resold, part of the surplus, after paying operating expenses, may
be retzined being apportioned among the members; part may be apportioned
and retained; part may be returned to the members or applied against share
or membership subseriptions.

In a share-capital purchasing association, cach member is required to
subseribe for a minimum number of shares payable in cash, or partly in cash
and partly on call, or if not sconer paid, out of “patronage dividends’ declared
by the association. Some associntions require their members to deposit
“?onn units” for the duration of their membership. These may also be paid
from patronage returns if not sooner paid in cash. Associations which finance
without share capital, or which require only a small qualifying subscription
for shares, may finance largely by means of deferring payment of patronage
allotments. Any of these types of association. may be financed partly by
withholding a part of the surplus without allocating it to members.  Any type
may borrow from its members or from the public on individual loan contracts.
These loans may be advanced in cash, or the association may he empowered to
withhold patronage payments as & loan from the member.

The relative importance of share capital contributions, capital deductions,.
deferred dividends and-unallocated surplus varies greatly from one association
to another. In a sample of 40 purchasing associutions in Saskatchewan during
the cight years 1936 to 1943, thirty per cent of the inclease in members’ equity
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was accounted for by share capital subseriptions and allocated reserves repre-
senting withheld patronage dividends. The remainder was represented by -
earnings withheld and not allocated. In a sample of 50 associations in th(:
provinee of Quebee during the same period, 46% of the increase in members
equity was represented by share capital and allocated reserves, and 54% by
nnallocated surplus and reserves (Appendix C). o

In all.cases, associations are faced with the problem of keeping the invest-
ments of their individual members at least roughly proportional to their patron-
age. Accordingly, provision must be made from the resources of the asso-
ciation to purchase the shares of retiring members or to pay to members the |
“patronage dividends” or deductions held back in former years. As far as |
their financial position permits, and in order to maintain an active member- |
ship, associations attempt to purchase the shares and other elaims of members ‘
who die, or wish to withdraw from the association. Usually, in (Janndu,. how-
ever, so long as an individual remains & member of the association, he is not |
encouraged to withdraw his capital from the association, Some associations, |
however, have adopted a systematic method of retiring shares, deductions or
withheld “patronage dividends”. In these cases, funds secured from current
deductions, or retained “patronage dividends”, or current payments on shares,
or other sources, are used to retire deductions made or dividends withheld in
fc.mer years. The carliest contributions are usually retired first. This system
of retention and payment is repeated as the years go by and the deductions or
retained ‘‘patronage dividends” are termed a “revolving fund”. The dedue-
tions and ‘retained ‘(§atronage dividends” may be held for varying periods.
During this period th _\%g::l(m part of the invested capital of the association.
In addition to finangingitsday to day operations, these funds may beinvested in
plant_and facilities §¢1n_Government_bonds or other securities, income from
which goes to increase the revenues of the association. Sometimes the amounts
credited to members in_the revolving fund bear interest and sometimes not.
Sometimes the length. of the period of retention is stipulated in the bylaws,
sometimes it is left to the discretion of the directors of the association. The
members’ rights to these revolving funds are sometimes evidenced simply by
entries on the books of the association, sometimes by entries in pasa books,
and sometimes by shares or certificates of various descriptions.

EXPULSION

‘The statutes, bylaws or contracts usually provide that a member may be
expelled from an association for conduct detrimental to the welfare of the asso-
ciation. If such expulsion is decided upon by the Board of Directors, commonly,
it must be confirmed by thc general meeting of the assceiation. On expulsion,

- the directors may pay the member the par value of his shares and the amount
allocated to him on the books of the association, either in cash or in instalment.
No case has been called to our attention in which a member, on withdrawing
from the association, was denied the payment of his equity therein.

|

GOVERNMENT ASSISTANCE TO CO-OPERATIVE . ABSOCIATIONS 4 - |

From time to time co-operative associations haye received assistance from

the Dominion Goveriment and the governmens Jof some of the provinces.

All provinces have enacted co-operative legislatiof and many of them provide

special services for administering this legislation and advising, organizing, and

—— - regulating co-operative associations; —~ Other assistance has taken the form of
loans and grants for organization and operating purposes. Financial assis-

-tance of this kind has been particularly common in the Western provinces and

in Quebece but other provinces have likewise, from time to time, afforded finan-
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cial assistance to co-operative associations. In addition, some provincial
departments actually undertake marketing activities exhibiting some co-opera-
tive features. This work is discontinued as soon as the farmers organize to
take over the marketing of the products in question. On a number of occa-
sions, the Dominion Government has encouraged or assisted co-operative or-
ganizations. In the past, six  of the nine provinces exempted co-operative
associations from the payment of income tax. Another province, which
levied no income tax, exempted them from its tax on corporations.

PRESENT TAX POSITION OF CO-OPERATIVE ASSOCIATIONS AND THEIR DIRECT
COMPETITORS

At present co-operative associations regarded as falling within the pur-
view of section 4 (p) of the Income War Tax Act are not liable to corporate
income or Excess Profits tax. As we have seen, their competitors consist of
public and closely held companies, partnerships, sole proprietorship busines-
ses, non-exempt co-operative companies and even Government enterprises.
The incorporated competitors are subject under the Income War Tax and
Excess Profits Tax Acts to a tax of 409 (30% in the case of small companies)
on income up to 116249 of their standard profits and a tax of 10095 (less a
209, post war refund) on income in excess thercof. Unincorporated business
competitors of the co-operative associations are not subject to tax as business
entities under the Income War Tax Act but their owners arc subject to income
tax on their business and personal incomes. Under the Excess Profits Tax
Act unincorporated businesses are subject to a tax of 15 per cent of their total
profits or, al‘cruatively, the whole of their excess profits, whichever tax is
the-larger.— Some-of -the direct competitors of the co-operative associations
are non-cxempt companies which carry on trade in ways which are, in many
respects, analogous to the business methods of the exempt companies. These
companies would be entitled to deduct payments in proportion to patronage
where the terms on which they have sold or obtained a product involve a con-
tractual obligation to make the payment, and it is not purely voluntary. These
contractual payments are deductible whether paid in cash or credited to the
accounts of the producers or customers as an irrevocable obligation.

SECTION HI
ARGUMENTS RELATING TO THE TAXATION OF CU-OPERATIVE ASSOCIATIONS

In the coursé of our hearings a great many arguments and considerations

were urged upon us. It is fitting that these should be now discussed.

’ PUBLIC INTEREST

The representatives of co-operative associations advanced two main
. grounds upon which they sought to he freed from tax. They urged, in the
*first place, that-their associations per.ormed certain public services for people
in receipt of low incomes which ordinary companies did not attempt, or at
least not to the same extent, from which premise flows the plea that, in the
public interest they should be specially favoured. Secondly, it was alleged
that they were not profit making institutions by intention or practice; that

. _their-object was to_perform services for_their members_at cost, giving rise to

the argument that, in fact, they did not derive profits from their members.
Many recognized, however, that some profits might arise and accrue to the
memﬁers through the association from non-member business or deriving from
investments.
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The Commission is in no doubt tlmt, the co-operative associations can and
do perform services which are valuable not oniy to their members but redound
to the advantage of the community in general. In many fields their methods

- of organization and operation enable them to meet special economic needs more

cffectively than these can be met by ordinary trading companies. On -the
other hand, the forms of organization and operation of the latter e.nablc them
to pirform other public services and other functions more eflicaciously than
can the-co-operative associations. . .

n particular, the co-operative form of organization, especially in rural
areas, affords an opportunity to individual members of outvstandmg.cnpaglty
to obtain an experience in management, administration and leadership which,
in the ordinary course of events, they could not obtain in any other way. The
development of these men through training is not only valuable to the asso-
ciations themselves but is of advantage to the country as a whole. Similarly,
however, the ordinary companies and businesses provide a like opportunity
for their employces of promising ability to become proficient in business by
assuming and discharging the responsibilities of important administrative
positions.

This point is very closely akin to another. In the modern world of large
enterprises, especially whea times are difficult, some individuals with low ir.
comes arclikely tofeel th:t they are being taken advantage of and are powerless
to resist such exploitation. The establishment of a co-operative association
may assist in meeting che needs of such members and in bringing relief to this
fecling of frustration by providing an outlet to normal creativo activity. The
value of such an objective for individual ambition, not only to the member
himself but to the community generally, need hardly be stressed. Although
the associations render important social services by providing a vehicle where-
by individuals in low income groups may help themselves, it is none the less
true that they themselves are dependent on Government services and facili-
ties finanted by taxes levied upon those who possess the ability to pay,

In the special field of marketing the products of the farm and fisheries,
the members are perhaps better placed to Judge the tastes of the market and
adjust their products accordingly if they have their own representative in the
market and are assured that the tastes of the consumers will be reflected back
to them directly in appropriate price differentials according to grade and quality.
In the same way, of course, non-couperative companies handling manufactures
or primary produets are usually in a better position if they have their own
representatives in their more important markets.

- Again co-operative associations appear to have devcloped most rapidly

in ficlds where there are wide and rather rigid_price inargins associated with. .

‘government contvol or custom, or where a multiplicity of outlets make for

high costs of distribution and marketing gs-for example, in Western Canada

“where ~the whole organization of marketing and distribution was originally

planned to serve a larger population than has actually developed. If co-opera-
tive associations can help to prevent the development of unreasonably wide
margins and unnecessary duplication of fucilities, they will be performing a

‘public service which governments can accomplish only with difficulty. How-

ever, alert and efficient non-cooperative trading enterprises perform similar
services not only in areas where the. associations are now engaged, but in
many other commereial and industrial fields. _

SNome representatives of. the-co-operative associations argued, and it was

repeated on may oceasions, that the methods of co-operation resting, as they
say, upon the self help motif, appealed to and developed a higher set of prinei-
ples than the individual and purely selfish pursuit of gain. If it be necessary
for us to express an opinion in this somewhat abstract and idealistic ficld, it is
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this: in their actions huraan beings are actuated by a wide variety of motives
and in varying proportions. The more varied the forms of organization open
to them in earning their livings, the more probable it is that each will be able
to find a satisfying and useful niche within the general economic framework.
Trial and error alone can determine in what fieids ordinary companies and in
what fields co-operative associations can most usefully make their own peculiar
contributions to our economy.

1t was pointed out that the members of most co-operative associations are
farmers, fishermen and other primary producers. Producers of primary products
and business ventures engaged in marketing their goods are sugject to extreme
fluctuations in income. The Income and Excess Profits Taxes in the past may
have burdened them unduly when applied in years of high income without due
allowance for years in which losses occurred. It is true, also, that both the co-
operative associations and their private competitors in these ficlds are subject
to the same wide fluctuations in income. Recent amendments to the legis-- -
lation. afford a considerable measure of relief.

On this first head of argument, therefore, considerations of public interest
do not lead us to the conclusion that co-operative associations should be given a
blanket'exemption from income tax while their competitors are subjected to the
full burden of the current heavy rates, The considerations referred to do
suggest, however, that where there is doubt as to what the income of an organ-
ization really is, the relative strength of co-operative associations and their
competitors should be carefully considered to make certain that the solution
finally adopted will not ruin one or the other, or unduly constrict their relative
growth and development, -

The granting of fiscal advantages is not usually a good method of giving
special encouragement or assistance in the ficld of economic venture. Exemp-
tions granted to one segment of the commercial community can scarcely benefit
the public as a whole. Welcome though thoy 1aay be to those who receive
them, the burden from which some are relizved falls with proportionately in-
creased weight on the rest of the economy. The cost of granting the exemption
is usually not known. Accordingly, it 18 difficult to know whether or not the
results are worth the cost. The advantages of ani\]' general exemption acerue to
those who need it and to those ‘who do not. In this particular case the advan-
tages are likely to acerue in larger proportion to thoseassociations whose income
is large and wrlose need is less, whi'e those associations who have no net income
are receiving no advantage from tae exemption.

THE ASSOCIATIONS AND THEIR MEMBERS RECBIVE INCOME

The position of co-operative associations in relation to income tax arises
in two ways: (1) from the statutory exemption which at present applies to
some of them and (2) from the alleged statement of fact and law that they carn
no income. The second main contention of co-operative witnesses and counsel,
accordingly, is that co-operative associations are non-profit organizations.
This statement connotes a number of different but related meanings. Some-
times it means that the associations do not distribute the net surplus arising
from the co-opuiative business in proportion to investment, except for a limited
rate of “‘interest’”’. At other times it means that the associations try to arrange
their affairs to insure that there will be no conflict of interest between the mem-
bers as customers and the association as buyer or seller, Again, it may mean
that the association is financed in such a way that the interest of each member
as owner and investor is at least roughly proportional to his interest as a cus-
tomer. Finally, it may give the idea that the associations try to ‘“‘operate at
cost”, that is to say, they endeavour to return to their member customers the

2
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whole of their receipts except for necessary expenses. Compendiously it
means that co-operators try to do all these things. The mere statement of
this non-profit purpose in their charters or bylaws is not conclusive to a finding
that co-operative associations do not in fact and practice earn an income which
might, in all fairnesg, be assessed to income tax. The circumstance that they
may order their affairs in such a way as to avoid friction between buyer and

seller, or so that the investments of the meinbers are roughly proportional -

to their patronage, is not relevant in determining whether they earn a taxable
income,

It was urged upon us that co-operative associations, even though t!my
possess the advantages of limited liability, were nevertheless not legal entities,
separate and apart from their members.  We do not subseribe to this view nor
docs it, in our opinion, correetly state the facts or the law. Most co-operntive
associations are incorporated bodies. They are, in our opinion, “bodies’”
corporate and, therefore, “persons” within the meaning of that word as used in
the Income War Tax Act. We regard the individual members and the cor-
porate bodies with which they are associated as “persons” separate and distinet
the one from the other. Each is a potential taxpayer with respect to that
income which may properly be considered to be his. N

In opposition to the foregoing contentions advanced by the co-operative

movement, some of théir competitors assert:

(1) That the associations perform precisely the same produetive functions
as ordinary companies, using the same sort of buildings and equipment, em-
ploying the same sort of labour, using the same technical methods, obtaining
the goods they handle and process from the same sources, and selling them in
the same markets as do their non-cooperative competitors;

(2) That they are organized as limited liability companies and do business
under the same sort of contracts and with the same powers and obligations
as ordinary traders; : :

(8) That they arc organized and operated for the purpose of making a
profit, and

(4) That consequently they should be assessed to taxes upon the same
basis as an ordinary company,

We have already indicated that, in our view, the purpose or alleged pur-
posc of the associations is irrelevant.  We are convineed that they do not do
business under precisely the same sort of contracts as ordinary traders. The
first contention, however, is both true and important and leads to a fundamental
conclusion. If we consider « marketing or supply association and its members
as one group of individuals, then the whole of the incomings of this group from
the sale of produce is the gross inconie of the association and its membors
taken together. If from this gross income are deducted the expenses incurred
to outsiders and ordinary nllowances for bad debts due by outsiders and depre-
cintion of buildings and equipment, whether in the hands of the members or
the association, then the whole of what remains is ‘net income produced by the
association and its members. This net income, moreover, is caleulable in
terms of dollars. It is identical with the income which is ordinarily subjected
to income ax. Al of it should be assvssed as income either of the members, or
of "thic .issociation, or of-both; unless there are-very. ¢lear special_reasons for
exewpting any part of it. This point is not really in dispute since, without
exception, witnesses on behalf of co-operative associations were of the opinion
that the association conferred a financial benefit on the members.

A co-operative store which sells consumers goods is perhaps in a slightly
different position. In this case, th: expenses of the association and its mem-
bers incurred o outsiders is clear and determinate. However, the goouds are
not resold by the members; they are used or consumed by them. Conse-
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quently, the gross money income of the association and its members taken
together cannot be computed. 1. this case, it is necessary to decide at the
outset what part of the receipts of the associativn from its members are really
prices paid by the members,  This difficulty may have been at the foundation
of the compromise solution recommended by the British Commission of 1933
that rebates or patronage dividends (“divis’’) returned to members of a con-
sumer store were not to be regarded as being the profits of anyone, while the
amount retained by the society, less ordinary expenses was to be regarded as
the taxable income of someone, notably the society.

In the early stages of the tax controversy in Iingland, an attemapt was
made to apply the doctrine of mutuality to this situation. This argument, orig-
inally developed in connection with mutual insurance, was advanced in support
of the contention that neither the society nor the members make any profits
from their joint venture. But, in the view which we take of the Canadjan
tax-situation, this argument is of little assistance. Co-operative associations
are organized for buying or selling or both. Even in the case of a co-operative
consumers’ store, the amount saved by the consumer is influenced not only
by what the consumer originally pays the association but also by the amount
the association has to pay its suppliers and its employees, by the amounts
received from outside investment, and by the amount of its business with non-
members. It is our unhesitating opinion that the association and its mem-
bers, as a result of the trading venture which they undertake, do make a profit.
The difficulty arises in determining to which of the two, the members or the
associntion as such, this profit inures. In the hands of one or the other, it
is assessable to tax. Thus, while originally “mutuality’”’ may have had great
potency in support of an argument that in fact, no profits were made from the .
venture, it has lost much of its former vigour in those aspects of co-operative
business which now confront us. :

As we have already seen, co-operative associations do not du business.by
virtue of the same sort of contracts as the ordinary company, or with precisely
the same obligations. In particular, the methods of organization of co-opera-
tive associations make it unnecessary for them to distinguish as clearly
as does an ordinary company between amounts which in source and func-
tion are at least roughly analogous to the profits of an ordinary company and
other amounts which are similarly analogous to capital contributions of the
shareholders, or to the expenses of an ordinary company. For example, in a
marketing association, part of the deductions from the proceeds of sale of the
members’ products resemble charges made by the association for handling
the members’ products. Other parts more closely resemble capital subserip-

tions-of the-members to ﬁnanchth{c*assbc'iiitii)'n:*~-ln*tvhej'cas'e*of'fﬁn-or(linary

company, it is perfectly clear what part of the shareholders’ equity has come
from subscriptions by shareholders and what part has been retained from the

rofits of the company. Obviously, if an ordinary company was authorized

y the customer to keep as a loan part of the proceeds of sale of products con-
signed to it, this loan would not be considered part of the income of the com-
pany. Again, the association is, to some extent, obligated to make return
to the members in proportion to patronage. These returns resemble in part
an ordinary price rebate or discount. However, their amount is affected by
1——-— - -the efficiency of management of the association and a variety of unpredictable
circumstances beyond its control. It may be affected also by revenue from
the investments of the association in bonds or other securities. It may be
influenced as well by the policy the association follows with respect to engaging
in business with non-members and granting patronage returns.to the latter.
On the other hand, if satisfactory returns of this kind are not made, it is prob-
able that the membership and the business of the association will decrease.
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Functionally, then, the 56-called patronage dividends may partake of the nature
of areturn of profits to the members, or a return of excess charges, or a return
of investments, or an expense of the association. These practices, be it noted,
are not to be regarded as devices adopted by the co-operatives to avoid pay-

ment of taxes. Rather they are characteristic of the ordinary co-operative -

way of doing business.

“The cortracts between the association and its members differ at least in
phrasing and detail as between different associations. The terms of the
relevant statutes, memoranda, articles of association, bylaws and specific and
implied contracts, differ from the corresponding documents and contracts
between an ordinary company and its customers; or between an ordinary com-
pany and its shareholders. The precise effect of the various clauses of the
contracts and the general implications to be drawn herefrom, taken as a whole,
haye not been clarified, in Canada, by judicial interpretation, and it is far
from clear in principle what effect may or should be given thereto. There
are very few Canadian decisions touching the question. Iach case must de-
pend and turn upon its own facts. It is thus impossible to lay down, as a
general rule, definitely how much of their surplus the associations are actually
obligated -to return to their members, or at what date, or on what terms.
Here lies the difficulty in deciding what amounts may reasonably be considered
for income tax purposes, to be income received directly by the member and
taxable only in his hands, and what amounts can reasonably be considered to
be the distinet income of the association and taxable in its hands, even if
later distributed to the member. We were referred to two decisions of the
Supreme Court of Canada. The first of these decisions was rendered in the

case of Fraser Valley Milk Producess Associalion vs Mintster of National Reve-

nue 1929 8.C.R. 4356. It was rendered on the 30th day -of April, 1929, and
unanimously affirmed the decision of Audette J. in the Exchequer Court,
rendered on the 8th day of October, 1928, The other decision was that ren-
dered in the case of Saskatchewan Co-operative Wheat Producers Associalion vs
The Minister of National Revenue 1930 S.C.R. p. 402. It was delivered on the
10th day of April, 1930, and affirmed the decision of Audette J. in the Iix-
chequer Court rendered on the 29th day of May, 1929. We are advised that
these decisions turned upon the particular facts therein involved and do not
for that reason furnish any guiding principle applicable to our general enquiry.

The competitors of the associations contended that the co-operative sur-
plus is strictly analogous to the profits of an ordinary corporation; that the co-
operative form of organization enables the association to secure a large volume
of business and to effect economies in marketing; also that this surplus is attrib-

--utable to the use of capital-and the employment of labour and to the successful-

outcome of business risks, These are the factors, they argued, that enable
ordinary compani~s to make profits. The conclusion followed, accordingly,
that the whole of the surplus of co-operative associations should be taxed as
the profits of the association. In our opinion these various factors do assist
in effecting economies. In a competitive situation, however, most of the eco-
nomics which ordinary companies secure tend to be passed on to their customers
in the form of Iower prices. The taxable income of the companies, however,
depends on the prices actually charged. Similarly, if a co-operative associa-
tion effects cconomies and passes these on to its customers, we are of the
opinion that it should not be taxed as though it did not adopt this practice.

COMPETITION AND TAX EXEMPTION

The present income taxes impose a heavy burden on ordinary companies
and their shareholders. It is important to consider whether the immunity
of the co-operative associations from tax imposes an additional burden on their
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corporate competitors by giving the associations an unfair competitive advan-
tage.

In the foreground of the apprehension expressed by the competitors
of the associations was the suggestion that the latter might use their reserves,
now being built up without payment of taxes,to drive such competitors out of
business by precipitating a price war, or to finance the improvement of facil-

“ities and premises, or to buy up ordinary businesses, or to initiate new ones. -

However improbable it may be that an association would make use of accu-
mulated funds to finance unreasonable price reductions and precipitate a price
war, yet some associations temporarily might make the mistake of adopting
such a policy. The associations at present do retain earnings without paying
income tax. (Appendix C). These retained earnings may be used to expand
premises, improve services and thus secure new members. This expansion
tends to diminish the business volume and the incomes of ordinary enter-
__prises—_enterprises_already in existence or enterprises that might have been

established if the association had not expanded. Moreover, the tax free
reserves which an association may accumulate will assist it in surviving periods
of falling prices and business depression.

When a new co-operative association is formed, the funds initially paid
to the seller of the purchased business do not come from tax free reserves; but
from actual collections in cash from the members of the new association. The
remainder may come wholly or partly from income which has not been subject-
ed to tax. When an established association purchases a business, all or part
of the funds required may be obtained from capital newly subscribed in cash;
part or all may come from income which has not been taxed. The evidence
presented tends to suggest that some part of the prospective advantages of
freedom from taxation, in some cases, may have been capitalized and paid to
the former owner as part of the purchase price. The seller of the business, in
this situation, sustained no injury, but other prospective purchasers may have
been handicapped.

We find no basis for the view that the freedom of co-operative associa-
tions from income taxes has, in the past, induced the associations to engage in

unreasonable direct-price-competition; or-enabled them to damage their com-- -

petitors by attracting funds which otherwise would have been available for
investment in ordinary business. Whether the ability to pay patronage
dividends gives an association a competitive price advantage is debatable.
It would appear, therefore, that the chief compelitive advantage which the co-
operative associations as entities enjoy, by reason of their tax exempt position,

lies in their present capacity to set aside larger reserves than they could if

they were taxed on the same basjs as are their competitors.

This conclusion finds support in the fact that co-operative marketing
associations do not appear to have been able to obtain a larger proportion of
the business of marketing farm produce. It is probably significant too that
no direct competitor of a co-operative association appeared before the Com-
mission to testify that, up to the present, he had been severely prejudiced by
co-operative competition, though many did complain of the heavy weight of
taxes that the companies have had to bear. Rather were the-fears limited
to the competitive advantages the associations might obtain in the future
from their large reserves. In our opinion, it is desirable that a solution be
found which will go at least some distance toward removing these fears in so
far as they arvise from tax exemption,
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EQUITY IN TAXATION

We turn now to consider whether the advautages received by co-overative
associations by incorporation are substantially the same in kind and amount
as those conferred on ordinary companies. Certain provisions of the fncome
War Tax Act already recognize that different kinds of ordinary companies
may reasonably be given somewhat varying tax treatment. Recommendations
have recently been made concerning the special treatment of private and
closely held companies. The advantages conferred by incorporation incl.u.de,
among others, the power to issue transferable shares with limited liability,
perpetual succession and the use of a common seal.  Incorporation; moreover,
establishes a legal éntity from which sharcholders may exact their dues by
means of legal process. The power to issue transferable shares with limited
liability has proved to be a great advantage in sccuring large accumulations
of funds from individuals who would be unwilling to risk their entire fortunes

in the venture, and who wish to be able to realize their investments without

undue delay. .

Both co-operative associations and ordinary companies enjoy these advan-
tages except that the shares of co-operative associations and closely held com-

panies are often not readily transferable and both draw their Tunds from re-

stricted sources of investment. An additional self-imposed restriction of the
associations arises from the fact that they repurchase the shares of persons
who have ceased to be customers. These considerations lead to the conclu-
sion that associations like companies derive advantages from incorporation
and inny reasonably be taxed on whatever income they do »eceive. However,
the advantages derived by the associations are probably. un the whole, less
than those enjoyed by ordinary companies. We do not undertake to decide
whether the advantages of incorporation are commensurnte with the present
high rates of corporate taxation.

It is reasonable now to deal with the relative faculties or capacity of co-oper-
ative associations and companies to pay taxes. It has repeatedly been
pointed out that co-operative associations are unususily difficult to initiate
and the Saskatchewan study suggests that in their early years, their financial
difticulties may be gleater, on theaverage, than those of similar ordinary com-
panies. It is true also, since each member has one vote only, that the stability
of the association depends upen the discretion of its more ncedy members.
This cannot usually be said of an ordinary company. In its more mature
stages, however, the “share-capital” type of association, with itslarge unallocated
reserves, appears to be quite a stable organization. The financinl strength

-of—an “‘ageney-type”-association;-financed- largely by means-of-allocated-re=—— -

serves, is less elear. In practice, however, in Canada, the members have not in
the past been able to obtain repayments of allocated reserves except with the
approval of the directors of the association. We are thus led to the view that
associations financed in this way, once they have reached their mature develop-
ment, are also fairly stable institutions and capable of bearing the burden of
taxes  We conclude that there is no justification for the complete exemption

_of either of these types of co-operative associations on the grounds that, as

companies, they have no ability to pay taxes.

Viewed from another angle the corporate income tax may be regarded as a
tax paid by the company on behalf of its sharcholders. Irom this point of
view that portion of the tax which is assessed upon the undistributed profits
of the corporation is an average payment on behalf of the owners of the com-
pany on funds accruing to their benefit but on which they are not currently
taxed. If that part of the tax which is imposed on dividends is to be defend-
ed, it must be on the grounds that companies have the power, which unin-




1. chase-dividends-or.-bonuses:credited to_their members .
In the United States non-exempt associations are allowed to.deduct
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corporated businesses have not, of determining the year in which the profits
of the company will be received by the shareholders and be nssessed to per-
sonal income tax. When personal income tax rates are rather steeply pro-
gressive, and the earnings of a business fluctuate from year to year, the power
to maintain stable dividends diminishes the total tax payable by the share-
holders. )

The co-operative association, like the trading company, has the power to
maintain stable dividend rates. Moreover, the co-operative associations
qualiffing under section 4 (p) of the Income War Tax Act may set aside re-
serves, some of which are not at present taxed in the period when carned either
as income of the member, or as income of the association. True, the mem-

e ber cannot realize on these tax free accumulations by selling his shares at a
higher price, but he does obtain an advantage by the faculty, as it were, of
re-investing earnings in the association without first paying tax on them.
This is an advantage to such members of the association as are in receipt of

- —taxable—incomes:—Be-this as-it-may; the majority -of -the-members -of- co--- -

operative associations, in normal times, receive incomes which are below the

cxemption limit. Accordingly, the ability to re-invest without first paying
______personal income tax, is of lesser advantage to the members-of @ ¢o-operative

association than it is on the average to the shareholders of a company. Consid-
crations of this nature are not sufficient, in our view, to justify the plea for
complete exemption of co-operative associations from income tax.

EXPERIENCE IN BRITAIN AND THE UNITED STATES

The task of applying income tax to co-operative organizations has always
been before the tax authorities in Canada in respect of associations which have
not qualified under section 4 (p) of the Income War Tax Act. Our terms of
reference and the evidence before us suggests that no final and completely
satisfactory policy has evolved. With a view to further enlightenment, we
deemed it advisable to investigate the application of income tax to co-opera-
tive societies in Great Britain and to non-exempt associations in the United
States. These studies are included in Appendix D and may bc referred to for
greater detail,

In England the tax is applied to all amounts that the co-operative assacia-
tions put to reserves. Under the conditions and practices prevailing in that
country, this policy has not presented serious administrative difficulties. It
is well to bear in mind, however, that in Britain, no associations purport to
act as agents for their members, nor do they obtain capital by withholding pur-

patronage allotments whether paid or withheld. This method seems to be
administratively feasible under the conditions prevailing in that country.

SECTION 1V
PROPOSALS MADE TO THE COMMISSION

Many and various have been the proposals submitted to the Commission.
Some of these merit fuller consideration and comment:

(1) That section 4 ({)) be broadened beyond its presenl limits to enlarge
the exemptive features thercof. We have already indicated our reasons for
opposing the general exemption of co-operative associations.
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5 (2) That co-operative associations be taxed only on their investment income
% and such part of their trading surplus as arises from non-member business. This
2 proposal rests on the “mutuality” argument. As we have already pointed out,
| we. take the position that the whole of the income of the members and .t-he
i association is taxable income either of the members, or of the association,
; or both. Consumer associations represent, in Canada, only a relatively un-

important exception to this general principle. A : .
(3) That the associations be taxed just as an ordinary company. We accept
the general principle involved, but since the associations do not conduct their
affairs in just the same way as an ordinary company, this proposal must be
excluded. It falls far short of solving our problems. ‘
(4) That in difficull cases the Minister be given power to delermine the itncome
of the association, While in tax matters the administration must be given
certain discretionary powers, we regard this proposal as tending to impose an
S ~unduly-heavy-burden on administrative officials. - - . - o e

. (5)-That a special tax be imposed on co-operative associalions on some basis
other than tncome. Our mission, however, is confined to income and excess
profits taxes. A majority of the commissioners takes the view that these
suggested imposts would not be such. :

(6) That interest at a reasonable rale on non-interest bearing investments of
» ——members be imputed -as-part-of -the-income-of-the-assoctation—We-have-taken-
' the view that such imputation is to be avoided if at all possible.

(7) That the British system of taxing co-operative associalions be applied,
. patronage dividends being allowed as a deduclion. We are to some extent in
- sympathy with this suggestion but the practices of Canadian co-operative————
associations differ considerably from those prevalent in Britain. -

-(8) That coroperative associalions be allowed to deduct distributions made tn

" proportfon to patronage and that their direct competitors be allowed to deduct divi-
dends paid to their shareholders. 'We consider that the last part of this proposal
would give rise to greater inequalities as between different companies than any
it would correct. If it were adopted, competitors of the dircct competitors of
; the association might, with some reason, demand that the same privilege be
extended to them. We can see no definite and equitable end to this process.

(9) One of the proposals made to us was that scction 4 (p) of the Income
war Tax Act be repealed. If this were done, all co-operative associations would
be taxed on whatever taxable income they might have and the responsibility of
determining if they had taxable income and the amount thercof would rest

== upon-those whose_duty-itwas-to-administer-the-Aot-—The-diffieulty-in-deter—————

- . mining the amount of such taxable income in cases not coming within the pur-

: view of section 4 (ﬁ)’ and the further difficulty of constriing the section in order
to ascertai : whether any particular co-operative association came within its
provisions or not, has given rise, as we understand it, to much of the uncertain-
ties in administration referred to in Order-in-Council No. 8725. We venture,
therefore, to discuss this proposal in greater detail, in the light of adviee fur-
nished the Commission,

~ We are advised that section 4 (p) was inserted in the Income-War Tax Act

in its present form by section 2 of chapter 24 of the Statutes of 1930 (assented

to on May 30, 1930), and has remained unamended since that time. During

the two years immediately preceding the enactment of this section, the two

decisions above referred to had been rendered by the Supreme Court of Ca-

| nada, each dealing with the question as to whether certain monies received by

; co-operative associations wae chargeable to income tax in the hands of the

associations concerned. The contention was advanced before us that the see-
tion in question was enacted as a result of one or both of these decisions.

BT YT



- . ——cost, plus necessary expenses and reserves.

‘Section 4, enacts that i‘ihe following income shall not be liable to taxation”.
}ncor;lel? specified in paragraphs (a) to (y) arethen listed. Subsection (p) thereof
is as follows: )

“(p) Theincome of farmers’, dairymen’s, livestockmen’s, fruit growers’, poultry-
men's, fishermen’s and otlier like co-operative companies and associations,
whether with or without share capital, organized and operated on a co-
operative basis, which organizations .

-(a) market the products of the members or shareholders of such co-
operative organizations under an obligation to pay to them the
proceeds from the sales on the basis of quantity and quality, less
necessary expenses and reserves;

(b) purchase supplies and equipment for the use of such members under
an obligation to turn such supplies and equipment over to them at

Such companies and associations may market the produce of, or pur-
chase supplies and equipment for non-members of the company or asso-
ciation provided the value thereof does not exceed twenty per centum of
the value of produce, supplies or equipment marketed or purchased for
the members or shareholders.

j——-——-———---This exemption shall extend to companies and associations owned or

controlled by such co-operative companies and associations and organized
Jor the purpose of financing their operations.”

It is to be noted that section 4 is not properly an ‘“‘exempting’’ section, as it is

“frequently called; it is what may be called a ‘““non-liability” or exceptive

section, declaring that certain incomes and the entire income of certain persons
“shall not be liable to taxation’. The “exemption’ provisions of the Act are
contained in section 5, .
Who are the “persons’’ then, whose income is declared by section 4 (p)
not liable to taxation? First, they are certain “companies and associations”,
but not all companies and associations. Those only can qualify for the benefits
conferred by the section which have the following characteristics:
(a) they must be co-operative companies or associations;
(b) they must be organized and operated on a co-operatlive basis;
(c) they must be either a farmers’ or a dairymen’s, or a livestockmen's, or a
frutt growers', or a poultrymen’s, or a fishermen’s co-operative associa-
tion,.orother like co-operative associations .

ot e+ e

(d) they must be engaged in the business and on the terms mentioned
in clause (@) or (b) under an obligation to make certain returns to their
members;

(e) they may market the produce of and purchase supplies for non-
members provided the value thereof does not exceed 209, of the value
of produce and supplies marketed and purchased for members.

The first difficulty encountered in-construing this section is to under-
stand to what the word “like” refers. It was suggested to us that it was used
as an adverb and modified the words “organized and operated”, i.c., to com-
panies and associations organized on a like basis, that is, the co-operative basis.
Contra, it was urged that it was used as an adjective and qualified ““co-opera-
tive companies and associations’ and limited those whose income was declared
“shall not be liable to taxation”, to such whose business and/o» members was
like that of farmers, dairymen, livestockmen, fruit growers, poultrymen, or
fishermen. In the light of this doubt, the section can scarcely stand as it 1s.
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Difficulty arises also as to the meaning to be aseribed to the words “co-oper-
ative” and “organized and operated on a co-operative basis”. -There is no
definition of these terms in the Act. No unanimity was evident among the
many persons who appeared before us as to what these terms mean.

Differences of opinion arose as to the meaning of the phrase “market the
produets”. Competitors of co-operators contended that the phrase was re-
strictive and that a company or association which engaged in processing or
manufacturing their members’ productsandselling the processed or manufactured
article were not engaged when so doing in marketing their members’ products,
and_that those whose main business or-a substantial part thereof_consisted in .
processing and marketing the processed article could not be said to be within
the section.  On the other hand, it was argued that the point was of no impor-
tance.

_Doubt was also expressed -concerning the meaning of the term “‘obliga-

~———tion”. Somec contended that the-term- must be-interpreted to.mean_a_legal

contract, definite as to time and amount, and strictly enforceable. Others
contended that the term should be considered to refer to the sort of obligation
typically imposed on the associations by the statutes under which they operate
t‘ﬂe agreements made with their members whether written or implied by usage.

Another uncertainty in applying the section as it stands, centers around the
words “members” and “non-members”, particularly as they relate to the ‘209,
clause so-called. We found that some associations treated and recognized
every patron or customer as a member, with no qualification for membership
required other than that he be a patron or enstomer.

The last clause of the scction, viz. “This exemption shall extend to com-
panies and associations owned or controlled by such co-operative ussociations
snd organized for the purpose of financing their o erations” is difficuit to con-
strue and apply for two reasons. First, what docs “this exemption’”’ mean?
As already stated section 4 subscction (p) is not an “oxempting’’ section. It
is a scetion declaring that the incomes of certain specified persons and certain
income are not to be liable to taxation. Second, what is the meaning of the
words “organized for the purpose of financing their operations” ? We found
in a considerable number of cascs, that companics and associations had caused
to be organized subsidiary corporations, wholly owned and managed by them.
It was difficult to understand how they were financing the operations of the
co-operative associations. ’

As a result of the ambiguities of language and the difficulty of adminis-
tering the section, and because we are of the opinion there is no general class

or group of co-operative i;tions in Camada-today whoseincomeshould
be declared not to be linble to taxation, we are of the opinion that the scetion
in its present form cannot survive the attacks made upon it.

In suggesting the repeal of section 4 (p) of the Income War Tax Act,
we do so in the consciousness that enterprises which are truly co-operative in
organization and operation have no need of the exceptive provisions thereof.
If they make no profit they are not taxable. Those associations which do not
so qualify, for reasons which we have detailed, should not be accorded a blanket
exemption to which they are not otherwise entitled. It may be said that the
term “‘co-operative’” is nowhere defined in the statute. That is quite true
and, indeed, it would be an almost insuperable task to devise a definition
which, having regard to original principles on the one hand, and present day
practices on the other, would do justice to the subject. In our view, it is
sufficient to say that associations which have been constituted under provincial
laws and are there recognized as co-operatives, have thus been accorded a
status and designation which is quite suflicient for tax purposes.
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(10) In many of their submissions, representatives of ordinary companies
argued that the taxation of the whole corporate income, taken together with
the taxation of dividends when received by shareholders constituted unjust
double taxation, and urged that the Commission recommend a change in general
tax policy to bring about some alleviation of this alleged hardship. The
majority of the Commission take the position that our recommendation in
this respect must be confined to the suggestion that when a general revision
of the Canadian tax structure is under consideration, the contention in question
be thoroughly investigated. .

- ~=—-(11)~One proposal made to Us was that any recommendations for taxing
co-operative associations should apply retroactively. Were it not that this
point was pressed upon us with some insistence, we would pass it in silence.
We do not regard it as any part of our function to make any recommendations

which, if enacted-into-law,-would- affect-the-rights or obligations of taxpayers
_under the existing law. It is the duty of those charged with the responsibility

of administering the Act to apply its provisions as they understand them.
If doubt or uncertainty arises, the Courts are always available both to the tax-
payer and to the Crown to establish their respective rights and obligations.
Having regard, however, to the ambiguities contained in section 4 (p) of the
Income War Tax Act and the resulting, (though understandable) hesitant
administrative practice in applying it, we are of the opinion that co-operative
associations have so conducted their affaire that great hardship would result

should our reccommendations be made to apply retroactively. We also feel

that many of them would be prejudicially affected if the existing -law should
be interpreted so as to make them liable for payment of taxes for the period
subscquent to the enactment of section 4 (p). Believing as they did, and not
discouraged in that belief by the administrative attitude, we venture the hope
that those co-operative associations which have, in good faith, conducted
their affairs in the light of a possible, even plausible, construction of the section
in question will be accorded relief from payment of taxes on patronage dividends
actually or constructively paid to their members or customers, since the enact-
ment of scction 4 (p). :

SECTION V
CONCLUSION§ AND RECOMMENDATIONS

In the light of the observations advanced in the last two sections, we have
serutinized-the_various-items in_the accounts_of the co-operative associations

with a view to determining which items may reasonably be considered the
income of the association; which items should be taxed only as income of the
members; and which should be taxed as income of the association and also of
the members when distributed to them. The position of some of these amounts
is clear; the position as to others has been called into question. :
Interest on a loan to or other investment in, the association with a fixed
date of maturity, should be deductible as an expense of the association, provided
that it can be exacted annually at the rate fixed when the loan or investment

. was made. It should be treated as income of the member when he receives it.

Loans or investments in the association which the member is entitled to with-
draw on reasonable notice resemble notice deposits. Interest on such loans,
investments or deposits should be treated asa deductible expense of the asso-
ciation if paid at a rate specified in advance, even though the association may
from time to time change such rate. These payments should be treated as
part of the income of the member when he receives them. ‘
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1

However, “interest”’ or dividends which are declared by the association
after the close of its fiscal period at varying rates, or only if earned, should not

- >

be treated as a deductible expense of theassociation. — Such paymentsresemble—— —--

closely a distribution of the profits of the association. Even taough the rate
be fixed in advance, we consider that such payments should not be treated as
a deductible expense of the association if the principal amount has no definite
maturity date and is not withdrawable by the member on reasonable notice.
Such amounts should be taxed also as income of the member when he receives
them. ’ -

Payments made in cash by the members in the purchase of shares, loan
units, membership fees, or other similar equities are manifestly not part of the
income of the association. Similarly deductions from the gross proceeds of the
sale of a member’s products which the association is-authorized to retain as a
loan or apply to the payments of share capital or other equity in the association,
for which the member has subscribed, or is obligated to subscribe, are not part
of the income of the association. However, the latter should be included as
part of the taxable income of the member when they are deducted and applied.

Where the contract or the bylaws provide that in addition to deducting
these capital contributions, if any, deductions shall be made from the gross
proceeds of sale of the members’ products to cover operating expenses or
handling costs, the actual expenses incurred by the association in this connection
are, of course, deductible for income tax purposes; but any difference brtween
the deduction thus made and the expenses actually incurred should be treated
in the same way and subject to the same deductions as the ordinary surplus
of an association.

There remain for consideration the great variety of payments and allot-
ments made from the gross revenue of the assceiation and its members in pro-
portion to patronage. We take the general position that such of these amounts
as are made readily available to the members or customers should be con-
sidered income of the members or customers and not of the association. )

However, the meaning of “readily available’ requires clarification. It is
intended to include patronage payments in cash before or shortly after the end
of the fiscal period; applications of such patronage allotments to payments for
share capital or investments for which the member has subscribed, or which
he is under an obligation to make. In addition, it is intended to include
allotments credited to the member in such a way that he can withdraw them
on giving reasonable notice of his intention so to do. Such payments or credits
in proportion to patronage, when made by marketing or farm supply associ-
ations, clearly add to the member’s or customer’s income and should be taxable
in his hands, when paid or crediled to him. However, patronage payments
or credits for consumers goods should not bereported by the member or customer
as a part of his income for tax purposes, unless they enter into his trading ac-
count. ‘ )

On the other hand, the remainder of the surplus of the association, or the
remainder of the excess of deductions made to cover operating costs over the
costs actually incurred, should be subject to tax as income of the association.
This remainder, retained by the association, may remain on its books as undis-
tributed surplus or be carried to unallocated reserves (not including valuation
reserves), or it may be credited to the accounts of the members, but in such a
way that they cannot, as individuals, withdraw the amounts in queation on
giving reasonable notice, even when shown on the balance sheet as “accounts
payable” or “allocated reserves’ or ‘‘deferred dividends”.

These patronage allotments which the members cannot withdraw on
giving reasonable notice, then, should not be allowed as a deductible expense
of the association when earned. However, if they are later paid or rendered
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t available to the members, they should be deducted from the income of the asso-
- ciation in the year when they are paid or made available and should be treated -

-————ag-taxableincome-of-the-member-when-made available-to-him: :
It will be observed that we make a distinction between patronage credits
and other sums which are not made available to the member and those which
he can withdraw on giving reasonable notice. With respect to the latter
.amounts, the directors, of course, may be given reasonable powers to protect
the association in case of a general run on withdrawable funds. The exercise
of suth powers will not prevent withdrawal, except to the extent necessary
to protect thc members’ equities. Attention is called to the regulations
governing British Co-operative Societies as set forth in Appendix D. In that
country, the bylaws of the societies provide for reasonable notice of large with-
drawals. Except with the consent of the directors not more than 109, of the
shares outstanding may be purchased or withdrawn in any one year. Morcover,
the directors are permitted, temporarily, to suspend redemption of shares in
periods of crisis. In practice, however, both share and loan capital are readily
withdrawable. - .

We are also of the opinion that where ordinary companies, partnerships or
individual business enterprises hold forth, to their customers, that they will
distribute among them on a patronage basis a portion of the surplus earnings,
they should be allowed to deduct such payments before arriving at taxable
income.

To avoid diserimination, the patronage payment made by a co-operative
association or ordinary business should be made at the same rate to all cus-
tomers, whether members or not, for thé same class or type of goods or serv-
ices. This would not prevent variation in the rates for different classes or
types of goods or services, provided all customers are treated equally for the
same class or type.

It has been pointed out to us on numerous occasions that co-operative
associations are difficult to organize and that their rate of mortality is high,
especially in their earlier years. They are not in a position to attract capital
for investment purposes, except in small amounts. Moreover, they are apt
to tind it difficult to finance the employment of the necessary managerial per-
sonnel. In addition, there is a pronounced tendency to organize co-operatives
in times of economic stress. We are, therefore, of the opinion that in the
public interest, co-operative associations, upon consent of the Minister, should
be exempt entirely from income tax during the first few years of their operation.

The foregoing recommendations apply to all types of co-operative asso-
ciations and businesses, whether their members or customers are individuals or
associations, and without respect to the kind of business in which they are
engaged. However, a few types require speciai treatment.

Some local community halls are incorporated as co-operative associations.
, Typically they are forbidden to make tny payments to their members in cash
! _and any proceeds of their ogeration on winding up must be spent for community
‘ or charitable purposes. These associations, it appears to us, fall clearly within
section 4 (h) of the Income War Tax Act. ‘

Co-operative telephone associations and co-operative associations engaged
in the local distribution of electrical power or in operating local telephone
systems usually have no direct competitors and, in many parts of the Dominion,
obviously are alternative to municipal or provincial institutions. If these serv-
ices were provided by governments, no taxes would be paid. We recommend
that they should remain exempt. :

Some associations have been formed to provide economical housing facilities
for their members. These projects, we believe, are sufficiently similar in pur-
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pose and operation to the organizations whose income is excepted by section 4
paragraph (y) of the Income War Tax Act that they should be included in the

scope of this paragraph. :

The income of co-operative associations formed exclusively to finance or
provide medical and hospital services should also he excepted.

We are of the opinjon that the amounts which an association or other
business are permitted te deduct in computing their taxable income (except
patronage dividends on ‘consumer goods) should be included in the income
of the recipient for the period during which they are paid or credited to him.
To facilitate administration, we recommend that the Minister be given the
power to require such annual returns as may be considered desirable.

Though our recommendations have been concerned primarily with the
position of co-operative associations and their competitors under the Income
War Tax Act, we are aware that the associations, when made subject to tax
under that Aet, will automatically be assessable to tax under the Excess Profits

Tax as well.

SECTION VI
SUMMARY OF RECOMMENDATIONS

(In this section the word “customer” shall be deenied to inelude shippers and
suppliers as well as purchasers where the context requires.)’

(1) That section 4, paragraph (p), of the Income War Tax Act be repealed.

(2) That the Income War Tax Act and The Excess Profits Tax Act be amended
to provide for the taxation of co-operative associations and organizations on
the same basis as other persons in accordance with the recommenciations
which follow.

(3) That co-operative associations and organizations, joint stock companies,
partnerships, and other bodies and persons shall be allowed to deduct, in
computing taxable income, such amounts as patronage bonuses, patrohage
dividends, refunds of excess handling charges, discounts, rebates and other
similar amounts which are paid or credited to their customers, in proportion
to the quantity, quality or value of goods acquired, marketed, or sold or serv-
ices rendered; provided that: :

(a) such amounts are paid in cash or its equivalent within six months
after the annual meeting of the relevant fiscal period of the associa-
tion, organization or company and within six months after the end of
the relevant fiscal period of other businesses; or alternatively, that
they are credited within the same period to each customer and exigi-
ble by him on giving such notice as may be deemed reasonable.
(Appendix D). . , ' ,

(b) the statute or statutes under which any such co-operative association
or organization is incorporated or registered, or its bylaws, or a con-
tract with its customers, hold forth the prospect that payments will
be made in proportion to patronage.

(¢) the company or other person holds forth the prospect to customers

~ that payments will be made in proportion to patronage.

(d) payments in proportion to patronage shall be at the same rate to all
customers with respect to the same type or class of commodities,
goods or services, with allowance for differentiation in class, grade or
quality where appropriate.



(4) That deduections from the gross proceeds of a customer’s products be ex-
cluded from the income of th: association, organization or other business, if
appliea against an obligation incurred by such custoraer to purchase shares, or

to make other investment in the association; or if eredited to the customer, and
e‘xnglt_)le by him on giving such notice as may be deemed reasonable. (Ap-
pendix D). ’ ' :

(5) That amounts credited in proportion to pzironage and deductions from the
gross proceeds of sale of. the customer’s products, which were, not deductible
for tax purposes when credited or deducted shall, nevertheless, be allowed as
a deduction in the period during which they are paid to the customers.
(6) (a) That interest, on any form of investment in, or loan to, the associntion
or other taxpayer having a fixed date of maturity, be allowed as a deductjon,
provided such interest is exigible annually by the claimant or creditor at the
rate fixed at the time such investment or loan was made. .

(b) That interest, on any form of investment or loan which is withdrawable
on giving such notice as may be deemed reasonable (Appendix D), be allowed
“as a deduction if exigible by the claimant or creditor at a rate fixed in advance.

(7) That & newly formed association which obtains incorporation or registra-
tion under provincial co-operative legislation, or is incorporated as a co-opera-
tive under Dominion authority, for the purpose of producing and/or marketing
natural products of its members or customers and/or of purchasing supplies,
equnipment, houschold necessities or services, for its members or customers
and which is not owned or controlled, directly or indirectly, by an existing
association, o1 a group of existing associations, shall, with the consent of the
Minister, be exempt from income tax for its first three fiscal periods foilowing
the commencement of operations. An association claiming such relief should,
nevertheless, be required to file annual returns in accordande with Part V of
the Income War Tax Act in such form as may be determined by the Minister.

(8) That section 4, paragraph (y) of the Income War Tax Act be amended,
if necessary, to include associations incorporated or registered under provin-
cial co-operative legislation for providing co-operative housing service,

(9) That associations incorporated or registered under provincial co-operative
legislation, or incorporated as a co-operative under Dominion authority, for
the purpose of providing telephone services, distribution of electric power, or
medical and hospital services, be exempt from income and excess profits taxes,

(10) That the Minister be given power to require all persons to make such
annual returns of “patronage dividends” declared, or “deductions’” made, as
may be deemed desirable. :
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PART 11

Credit Unions

Information furnished to the Commission makes it elear that co-operative
societies organized for the purpose of accepting the savings of their members
in the form of shares and deposits and for providing a source of credit for their
n:embers form an important and a rapidly expanding part of Canadian co-oper-’
ative development. In Quebec such socicties are ealled ‘Caisses Populaires’,
and<in other provinces they are known as ‘Credit Unions’. There are also
regional and provincial federations of these societies organized either for the
purpose of serving as a medium for deposit of surplus funds by member units
gm(l as a source of eredit for them or to provide inspection or educational serv-
ices.

An account of the development of credit unions and the more detailed
information concerning them is found in Appendix E.

The operating practices of credit unions and the statutes relating to them
are fairly uniform. This uniformity is in contrast to the considerable variety
in practices and legislation respecting purchasing and marketing co-operative
associations. It is attributable, in the first place, to the fact that credit unions
are engaged in furnishing one type of service only, namely, the receipt of money
and the providing of credit, while other co-operative bodies are organized to
sell or to buy a large variety of goods and services. In the second place, the
enactment of credit union legislation did not become general, and credit unions
did not develop extensively in provinces outside of Quebec, until after thirty
vears of experience in that province. This experience had demonstrated the
need for careful supervision-and inspection of credit unions and this was sub-
sequently provided for in credit union legislation in every province.

TYPES OF CREDIT UNION

The membership of a eredit union is limited by its bylaws to persons
having some well defined bond of occupation or association or residence.
Co-operative credit societies accordingly may be classified as follows:

(a) Rural Credit Unions. Of the credit unions operating in Canada in 1943,
579, were rural credit unions, organized for the most part within the
boundaries of a well defined local rural district. Their members may
include residents of a village and farmers in the surrounding trading area.
In Quebec particularly, the rural parish is the basis of membership.

(b) Urban Credit Unions. These made up the remaining 43 per cent of the total
number of credit unions in 1943. Their membership is composed exclu-
sively of village residents or of well defined occupational, associational or
parish groups in towns or cities.

(c) Federations of Credit Unions. The object of these federations is to accept
surplus funds of member credit unions and to make loans to credit unions
which are members. They function thus to some extent as central eredit
unions or banks for their members. The Caisses Centrales of Quebec are
examples of this type of organization. There are also federations com-
prised not only of credit unions but also of other incorporated co-operatives.
These federations perform the functions of central eredit unions for their
membership, as for example the Saskatchewan Co-operative Credit So-
ciety. There are, in addition, federations organized exclusively for educa-
tional, accounting, inspection and other services for credit unions not related
to money transactions. La Fédération des Caisses Populaires Desjardins
in Quebec and the Credit Union Federation of Saskatchewan are organiza-
tions of this type. )
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ORGANIZATION AND OPERATION |

Credit Union legislation requires that from 7 to 20 people sign an applica-
tion for incorporation, the minimum number of incorporators varying in accord-
ance with statutes of the different provinces. Shares are valued at $5.00 or
$10.00 each and the capital is usually unlimited in amount. An entrance fee
may be charged, this being usually stated by bylaw, but is seldom more than
25 cents. The field of membership prescribing the tie of association, occupa-
tion or residence of the prospective members ‘must be stated in the bylaws.
The legislation usually states that the objects and powers of a credit union
should be “The provision of thrift among its members and the creation of a
source of credit for its members, at legitimate rates of interest, exclusively for
provident and productive purposes”. The statutory powers typically granted
a credit union are set forth in Appendix E. In all Credit Union Acts, it is pro-
vided that other credit unions and sometimes other co-operatives or corpora-
tions may be members. A credit union is a limited liability company and in
most provinces the legislation provides that the word “limited’” shall form a
part of the registered name, o

Certain operating principles are also specified in all credit union legislation.
Each member has only one vote. The rate of interest on loans must not exceed
one per cent per month on the unpaid balance. In practice, the rate may be
varied below this maximum, depending on whether theloans are made to farmers
or on mortgage, cte. While a credit union may own land for its purpose the
maximum value of such land is usually limited to $5,000. A credit union has
the usual powers to take security in connection with all loans, and the amount -
which may be loaned with or without security is usually limited by legislation.
The amount which may be borrowed by the eredit unionis related to the amount
of the capital in such proportion as is usually specified by legislation. A char-
acteristic feature of all credit union legislation is that loans can be made to
members only. The right of directors or other officers to borrow from the
credit union is subject to certain statutory restrictions. The payment of in-
terest on deposits, at such rates and at such times as may be specified in the
bylaws, is provided for. No director or other official except the secretary-
treasurer or manager and asistants, if any, arc permitted to receive any remu-
neration for their services. It follows from this that much of the administra-
tive work in connection with a credit union is done free of charge.

Shares and deposits in a credit union may be withdrawn at such notice
as shall be prescribed in the bylaws, or such additional notice as may be ap-
proved by the registrar or other government ~fficial entrusted with the admin-
istration of credit union legislation. Usually a longer notice of withdrawal
may be required with respect to shares. In practice, however, a member who
has funds with his credit union in the formn of shares or deposits, can withdraw
these at any time.

The revenue of a typical eredit union will include the following:

(a) Interest on loans to members.

(b) Entrance fees—transferred to reserve.

(c) Fines levied, if any—transferred to reserve.

(d) Interest on government or other securities.

(¢) Interest andfor dividends from investments or deposits with other
credit unions or federations thereof, ete. '

The expenses of a typical credit union include the following:

(a) Officers’ salaries, which are limited to the manager orsecretary-treasurer and
assistants, if any;
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*{ (b) Or(%inary gperating expenses, including rent, lightheat, postage and
excise, stationery and supplies, advertising, ete.

. (¢)Bond-premiums—fidelity.
' : (d) Loan insurance. :
(¢) Annual dues for membership in federation, if any.
(f) Depreciation of fixed assets. The amount which can be invested in land
is limited by most provineial legislation.
(g) Taxes. Some provinces exempt, by legislation, the property of credit
unions from assessment for municipal taxation. ’
(k) Interest paid on borrowed money.
() Interest paid on deposits.
(7) Organization expenses.

The surplus earnings of a credit union are divided as follows:

(a) An amount usually of not less than 20 per cent, is set aside as a reserve
againsi bad loans or losses and may not be used for other purposes except
on liquidation. o

{b) An amount, usually not exceeding 5 per cent, may be reserved for educa-
tional or community purposes. _

(c) Subject to the approval of the annual meeting, dividends on shares of not

“more than 5 or 6 per cent at the most, may be declared.

(d) A borrower refund or patronage dividend may be returned to the borrower
in proportion-to the amount of the interest paid by him on his loan. Not
all credit unions make a refund to borrowers, but the practice is becoming
more common.

Interest is paid by credit unions on deposits at rates varying from 1 to 23
per cent, while share dividends range from 1 to 5 per cent, 3 per cent being a
common rate. With regard to interest charged on loans, the practice appears
to be to charge the maximum to start with, and gradually lower the rate as
the capital funds and volume of business increases. Credit unions, amongst ———
occupational groups, may charge 1 per cent per month on the unpaid balance,
while rural groups may charge from 6 to 8 per cent per annum. The rate on
: mortgage loans may be 4 or 5 per cent. As the earnings of credit unions in-
! crease, the policy seems to be to lower rates on loans and in many instances to
f make patronage refunds to borrowers, as well as to pay only a moderate divi-
dend on shares and a reasonable rate of interest on deposits.

In each credit union there are three committees whose functions are de-
scribed in Appendix E. Credit Unions in the past have had yery low loss ratios.
Witnesses attributed this circumstance in part, at least, to the fact that credit
unions are organized on a community or group basis. It is relatively easy to
select the members carefully, and each borrower is influenced by his desire to
keep faith vith his friends and neighbours, who-comprise the membership, to
repay the loan if at all possible.

PRESENT TAX POSITION OF CREDIT UNIONS

There ate two sections in the Income War Tax Act which affect credit
unions, namely :

(a) Section 4 (q), which excepts from taxation “The income of any banking
institution organized under co-operative provincial legislation which
derives its revenue from loans made primarily to members residing within
the territorial limits within the province to which the institution is res-
tricted for carrying on its business’’;
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(b) Section 92 (1), which provides that any person shal. deduct at the source
an amount equal to seven per cent from . )
“ (/) any amount as interest pursuant to the provisions of a fully Te-

gistered bond, debenture or other similar obligation, or
(i7) any amount by way of dividend in respect of any share or stock.”

At the time section 4 (g) was enacted, credit union development was chiefly
in Guebec, where credit unions were known as ‘“‘peoples banks”, and this prob-
ably explains the use of the term “banking institution”. In practice, credit
unions and federations comprised of eredit unions and co-operatives have been
regarded as coming within the provisions of paragraph (q).

CONSIDERATIONS AND ARGUMENTS

A great deal of evidence was submitted regarding the rather specialized
services which credit unions can and do. render to their members. It was
contended that the eredit union form of aetivity was of special assistance to
the members for the following reasons:

(a) It provides a method whereby people in poor circumstances are encour-
aged to develop a habit of thrift, since by pooling their savings they can
provide a source of credit for themselves in times of need;

(b) The bond of association, occupation or other community interest on which
the membership of credit unions is based tends to minimize the element
of risk which has to be considered by another type of lending institution
when considering an application for a loan from an individual with little
or no collateral security;

(¢) Accordingly, it provides a service for those who are either not provided
with credit services from other lending institutions at all, or only at much
higher rates because of the risks involved.

(d) The tangible material and other benefits which can be derived through the
credit union form of activity enable and encourage the members to solve
their problems through self help rather than by relying on Govcrnment

* aid in times of emergency or depressed conditions,

No submissions were made to the Commission from business interests
expressing opposition to credit unions or claiming-that credit unions should -
be taxed on the ground that they are competing with other types of business
" enterprise. The contention was advanced, however, that no business enter-
prise should be entitled to exemption and that no exception should be made
in the case of credit unions or federations thereof.

We are satisfied that credit unions perform a highly useful function in
assisting people who are unable to take effective advantage of savings and loan
facilities provided by other lending institutions. We are also satisfied that
credit unions are not displacing any other type of business enterprise, except
to provide an alternative source of loans in a field where individual money
lenders or lending institutions do not provide similar credit facilities at com-
parable net rates. It is clear, therefore, that unions provide a useful supple-
ment to other lending institutions and that the continued development of
credit unions is desirable from the standpoint of the public interest.

Credit unions return to their members a very high proportion of their
surplus earnings. In some cases, however, they are retaining amounts which
appear to be larger than are required for reserves against bad loans and losses
on the basis of past experience. If they were to be taxed by the methods we
have recomiended for co-opcrative associations, additions to these excess
reserves would be made subject to tax. However, the individual amounts to
be assessed would, in many cases, be very small. Moreover, we consider that
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it is not desirable to discourage the accumulation of reserves to protect the
savings of members who, for the most part, receive small or very moderate
incomes.

Tt will be observed that in order to come within the provisions of section 4
(q), an institution must derive its revenues from loans made primarily to mem-
bers. We are of the opinion that a reasonable interpretation of the terms
“primarily from loans made to members’” does not debar a credit union from

- investing a portion of its funds in Government or other securities rather than

to have them lic idle. One of the main objectives of a credit union is the
encouragement of thrift. To achieve this purpose the credit union must be
able to atfract funds by paying a rate which will encourage its members to
accumulate savings. .

It was pointed out to us that during the war, the proportion of credit
union funds invested in government securities was larger and the proportion
used to make loans to members smaller, than normal. This circumstance was
attributed to the current shortages of durable equipment and consumer goods,
and to the members’ response to the government’s requests to curtail spending.
We are satisfied that as conditions return to normal, a larger portion of the
funds of credit unions will be loaned to members. The present abnormal
situation should not be considered as affecting the position of credit unions

where exemption is claimed on the ground that it is a banking institution

which derives its revenues from loans made primarily to members.

With regard to section 92, evidence was presented to the Commission that
deduction of the tax of 7 per cent from share dividends at the source have been
required in at least one province, but that in other provinces the policy has
been to relieve credit union officers of this duty. It was argued, and with some
justice, that dividends paid on withdrawable shares were similar to interest
payments on bank deposits and should therefore not be subject to deduction
at the source. We are inclined to the opinion that, in view of the administra-
tive work involved, it would be better to exclude crédit union share dividends
from deduction at the source, under section 92, and to require the unions to
report to the Department of National Revenue all payments of dividends or
interest in excess of such minimum amout as may be desirable from the stand-
point of acministration.

SUMMARY OF RECOMMENDATIONS REGARDING CREDIT UNIONS

1. That the income of eredit unions or Caisses Populaires continue to be ex-
cepted from taxation under section 4, paragraph (q) of the Income War Tax
Act.

2. That scction 4 (q) of the Income War Tax Act be amended to make it

clear: ,

(a) that it includes federations whese membership may comprise other cr_e(li_t
unions, co-operative associations, parishes, school districts and other simi-
lar bodies.

(b) that organizations excepted thereunder must derive their revenues pri-
marily from loans made to members.
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PART 111
Mutual Insurance Organizations

We were also directed to enquire into the application of income and profits
tax measures to organizations formed and operated on a “mutual basis” —and
into the comparative position in relation to taxation of persons engaged in
business in direct competition with mutuals. Accordingly, a number of briefs
were filed and witnesses representing mutual fire insurance companies of dif-
ferent types, as well as representatives of joint stock insurance companies
engaged in fire, automobile and casualty insurance, appeared before the Com-
mission. Representatives of agents of fire insurance companies were also heard.
We were not directed to make any enquiry respecting life or marine insurance
companies, mutual or otherwise, and hence representations were not made by
these organizations. .

Reference has already been made in Part I of this Report to certain sec-
tions of the Income War Tax Act and Excess Profits Tax Act, 1940, which
are relevant to the discussion of co-operatives. The following sections of
various legislation are of special significance in the discussion of mutual insur-
ance activities and organizations. Section 4 of the Income War Tax Act
provides that the following shall not be liable to taxation:

i “Mutual Corporations” ]

{g) “the income of mutual corporations not having a capital represented by
shares, no part of the income of which inures to the profit of any member
thereof, and of life insurance companies except such amount as is credited

to the shareholder’s account”

“Farmers’ Associations’
() “the income of such insurance mortgage and loan associations operated
entirely for the benefit of farmers as are approved by the Minister”

Section 4 (p) of the Income War Tax Act, (discussed in Part 1) which applies
to co-operatives engaged in marketing or purchasing activities is also of signif-
icance in relation to certain co-operative organizations which carry on an in-
surance business.

Section 7, paragraph (a), of The Excess Profits Tax Act, 1940, provides
that the income of organizations exempt under section 4 (g) and 4 (?) of the
Income War Tax Act as quoted above, shall not be liable to taxation.

While the Special War Revenue Act is outside our terms of reference, nu-
merous representations were made with respect to the tax levied on the net
premiums of fire insurance companies in accordance with the provisions of this
legislation. Ior convenience of reference , we reproduce the relevant sections
of this Act as amended in 1942, chapter 32,

b (2) Paragraph (b) of section thirteen of the said Act, as enacted by section
one of chapter fifty-four of the statutes of 1932 and amended by sec-
tion two of chapter fifty of the statutes of 1932-33, is repealed and the
following substituted therefor:—

“(b) “Company’ includes any corporationorany society or association,
incorporated or unincorporated, or any partnership, or any ex-
change, or any underwriter, carrying on the business of insurance,
other than a fraternal benefit society, a corporation transacting
marine insurance, or a purely mutual corporation in respect of
any year in which the net premium income in Canada of such
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mutual corporation is to the extent of not less than fifty per cen-
tum thereof derived -from the insurance of farm property or
wholly derived from the insurance of churches, schools or other
religious, educational or charitable institutions;”

4. Paragraph (f) of the said section thirteen is repealed and the following
substituted therefor:— :

“(f) ‘‘net premiums” means, in the case of a company transacting
life insurance, the gross premiums received by the company other
than the consideration received for annuities, less premiums re-
turned and less the cash value of dividends paid or credited to
policyholders; and, in the case of any other company, the gross
premiums received or receivable by the company or paid or
payable by the insured less the rebates and return premiums paid
on the cancellation of policies: Provided: that in the case of a
mutual company which carries on business on the premium de-
posit plan and in the case of an exchange ‘‘net premiums’’ means
the actual net cost of the insurance to the insured during the taxa-
tion period together with interest on the excess of the premium .
deposit over such net cost at the average rate earned by the com-
pany on its funds during the said period;”

5. Scction fourteen of the said Act, as enacted by section one of chapter
fifty-four of the statutes of 1932, is repealed and the following substi-
tuted therefor:

‘14, (1) Every company authorized under the laws of the Dominion
of Canada or of any province thercof, to transact the business of
insurance, other than an association of persons formed on the plan
known as Lloyds, a mutual company not carrying on the business
of life insurance, and an exchange, shall pay to the Minister a tax
of two per centum upon the net premiums received by it in Ca-
nada less net premiums paid for reinsurance to companies or
associations to which this section applies, during the year 1941
and each calendar year thereafter.

(2) Every association of persons formed on the plan known as
Lloyds, and every mutual company not carrying on the business
of life insurance and not carrying on business on the premium
deposit plan, authorized under the laws of the Dominion of
Canada or of any province thereof, to transact the business of
insurance, shall pay to the Minister a tax of three per centum
upon the net premiums received by it in Canada, less net pre-
miums paid for reinsurance to companies or associations to which
this section applies, during the year 1941 and each calendar year
thereafter.

(3) Every mutual company authorized under the laws of the
Dominion of Canada or of any province thereof, to transact the
business of insurance and which carries on business on the pre-
mium deposit plan and every exchange so authorized shall pay to
the Minister a tax of four per centum upon the net premiums re-
ceived by it in Canada during the calendar year 1941 and each
calentar year thereafter. '

In discussing mutual insurance, it may be useful to study the following
definition found in the Ontario Insurance Act: “Mutual Insurance” means a
contract of insurance in which the consideration is not fixed or certain at the
time the contract is made and is to be determined at the termination of the
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contract according to the experience of the insurers in respect of all similar
contracts, whether or not the maximum amount of such consideration is prede-
termined”’.

Mutual Organizations of Different Types

A number of different groups of mutual insurers, including farmers mutuals,
submitted briefs to the Commission, explaining their methods of operation.
A brief description of the main groups follows.

Farmers mutual insurance companies are of spéc’al importance in Ontario
and Quebec. It is interesting to note that legislation to provide for the or-
ganization of mutual insurers was provided in Quebec as early as 1818. Farm-
ers mutuals in all provinces operate on the basis of premium notes, subjeot to
cash payment and/or assessment. In the Ontario Act, for example, the “sur-
plus” of a farmers mutual is defined as ‘“‘the assets of the insurer other than the
premiums note residue after -deducting therefrom all liabilities of the insurer
(other than contingent liabilities or unmatured contracts) and the proportion
of cash payments and instalments thereof paid in advance, applicable to un-
expired policy contracts calculated as required by subsection 5 of section 73"’
In the main, the methods of organization and operation of the farmers mutuals
in Ontario are the same as those of the other provinces. Some indication of
their importance is found in the fact that 65 Ontario farm mutuals serve 140,000
rural policyholders, and their total business is about 90 per cent rural. In
Quebee, according to the evidence presented to the Commission, there are 320
mutual farmers insurarce companies, including county, municipal and parish
groups, with total insurance written amounting to about $180,000,000.

Before dealing with other classes of mutual insurers, certain other features
which tend to distinguish farmers mutuals should be borne in mind. They
specialize in farm risks, a field in which joint stock companies are not active to
any great extent. IFurthermore, these groups, as shown by provincial sta-
tistics, are economical in operation. Their local character gives the officials a
special opportunity of appraising farm risks, as they know the properties they
are insuring and the people they are dealing with. Further, from the evidence
submitted, it appears that statutory safeguards with respect to minimum rates
and maximum risks are being carefully followed. In short, the farmers mutual
appears to meet a need which is not met to the same extent by other types of
insurers,

Other mutual firc insurance groups also specializing to a considerable extent
in farm risks have a large membership, in contrast with the local farm mutuals.
These include the ““Cash Mutuals”, which commenced operations on the pre-
mium note basis, but are now operating on the cash premium basis as well.
Mutuals operating on both the cash premium and the premium note plan are
of special importance in Ontario, and in Western Canada, insuring a large
number of farmers. It was also submitted that in addition to farm risks, a
large number of village and other risks have been insured by these and other
farm mutuals, where municipal or other fire fighting facilities are not available.
In some cases, these mutuals have entered the casualty insurance field, as well
as the urban insurance field in connection with both residential and commer-
cial property. Four farm cash mutuals in Ontario made submissions to the
Commission. These bodies are incorporated under the Ontario Insurance
Act,

The four cash mutuals in question contended that departure from the
premium note system was made necessary to counteract the criticism by joint
stock companies that the liability of the policyholder in a mutual company
was never fixed, but was undetermined and unlimited, and that in consequence,
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a mutual policy gave little security,  For this reason it was considered desirable
to give the insurer a choice between the cash premium and the premium note
mode of insurance, with the result that a considerable proportion of the busi-
ness of Canadian mutual fire insurance companies, apart from the regular
farmers mutuals, has been developed on the cash premium basis. Another
contention advanced by the cash mutuals was that while they tended to give
their policyholders the benefit of lower rates rather than cash dividends, it
was of special importance for them to build up reserves in view of the predom-
inance of farm and village risks written. .

The following quotation from the Ontario Insurance Act, Section 275,
deals with the reserve fund to be accumulated by a mutual fire insurance
company:

‘(1) Subject to the provisions of sub-section 5, a Mutual or Cash-Mutual
insurance corporation may form a permanent reserve fund, to consist of
such part of the net profits as may from time to time be set aside by the
dircctors for that -purpose; or to be made un by annual assessments for
that purpose not exceeding, for any single assessment, 109 on the pre-
mium notes held by the corporation, until the total fund reaches two per
centum of the corporation insurance in force.

(2) Such funds shall be held for the sccurity of the insured and shall be

subject to the provisions of this Act relating to the investment of the

funds of insurance companics.

(3) The net income from the fund shall be included in the general receipts

of the company, and shall constitute a part of the ‘net profits’, if any,

as defined in this section, »

(4) The fund so accumulated shall be used for the payment of losses and
expenses when the cash funds of the company in excess of an amount
cqual to its liabilities (including guarantee capital, if any) are exhausted,
and wbhen the said fund is drawn upon the allocation of profits or as-
sessments as aforesaid may be retained or continued until reached.

(6) The said fund may not be reduced by the payment of dividends to
shareholders or members, or by a reduction of current premiums below
the limit of 24, of the insurance in force hereinbefore mentioned, but it
may be increased beyond.”

Another group of mutuals, the American Mutual Alliance, which made
representations to the Commission, are organizations with a membership
vonsisting of business enterprises, either incorporated or unincorporated.
These mutuals have their headquarters in the United States, but-are licensed
to do business in Canada. While these mutuals are comprised of business
enterprises, their basis of organization and methods of operation are some-
what similur to those of mutuals comprised of individual persons. They are
organized without share capital, with membership confined to policyholders,
cach member company or entesprise has one vote at meetings of the mutual,
a cash premium is paid and the unabsorbed portion returned to the member.
The companies comprising this group maintained that their object was to
transact business for their members at cost, and that in this connection 98 per
cent of the premiums paid by members from 1929 to 1943 had been used,
first, to pay losses, second— to pay expenses, and third— as dividends or re-
funds to polieyholders. ‘

. Another group of mutuals which made representations to the Commis-
sion is also comprised of incorporated companies. These are sometimes
known as the New England Factory Mutuals. One feature which distinguishes
this group from mutuals of other types is the so-called premium deposit.
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Each policyholder is required to deposit an amount at the time the policy is
issued, which may be considerably in cxcess of the net cost of insurance for one
year. Each member company is charged with its pro-rata share of losses and
expenses, as well as contributions to reserves. . When the policy is cancelled
or expires, the charges are totalled and the balance of the deposit is returned
to the member.

In connection with the deposits requiced from members of factory mu-
tuals, it was stated that on the average the absorbed portion of the premium
deposit may be approximately 10 per cent. On the other hand, it was con-
tended that the high value of the individual risks insured, even though care-
fully sclected from the standpoint of fire protection, rendered large premium
deposits necessary. The risks insured are carefully selected, consisting almost
exclusively of manufacturing and commercial propertics of high grade con-
b struction, fully equipped with sprinkler protection, according to the specifica-
tions of the insurer. According to the submissions made to the Commission,
the amount of insurance written by Factory Mutuals in the United States and
Canada during 1943 was $16,700,000,000, comprised of about 10,500 individual
risks. Of this amount the Canadian business was about 7 per cent,

; Another group of mutuals which is quite different from the standpoint
§ of organization .are known as Inter-insurers or Reciprocal Exchanges. This
group, which was represented before the Commission by the American Recip-
rocal Association, includes amongst its membership twenty exchanges with
headquarters in the United States. Ten of these exchanges do substantial
business in Canada. The exchange, as such, is not incorporated, thus differing
from all other mutual insurance groups. Nearly all the members (subscribers)
at cach exchange are corporate bodies. ' It is stated that the object of the
subscribers is to insure onc another. To accomplish this it is neccssary to
appoint a common agent or attorney to transact the business of the exchange.
Each subscriber, therefore, gives a power of attorney to the common attorney
or agent to transact business on his behalf. This attorney is known as “‘At-
torney-in-Fact”. The attorney collects the monies from each subscriber,
which are placed to the credit of the subscriber and remain his property, so
that each subscriber has an individual account. The attorney deducts from
this, such sum as is nccessary to pay losses and expenses and to provide neces-
sary reserves and surplus for contingencies. The part not needed is returned
to the subscribers annually. In the event of withdrawal of a subscriber from
the exchange, the subseriber receives from the attorney all the money to his
credit, including his share of any reserves or surplus. In practice, while the
j risks insured through reciprocal exchanges are carefully selected, it is found
expedient to have the amount deposited by the subscriber sufficient to mecet
contingencies, including unexpectedly high losses. This reserve for contin-
gencies is provided for in the subscribers agreement. The reserve s, of course,
invested, and as such, produces some income which is credited to subscribers.
The Attorney-in-Fact is subject to supervision by an advisory committee of
subscribers. Each exchange is licensed under a firm name. Unlike other
mutuals, proxy voting is permitted at meetings of the exchange. Another
distinction is that the equity of each subscriber in the reserve fund is retained
by the exchange from time to time, but subject to withdrawal.

{ Reference should also be made to the stock mutuals, although no wit-
nesses were heard in behalf of this group. There are only a few companies
E of this type. They were organized originally as purely mutual companies
on the premium note system. Later they were given avthority to issue capital
stock and to sell cash premium policies, but policyholders on the cash premium
plan are excluded from membership. Dividends are paid on capital and
premium notes in force are subject to assessment.

M -
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Another insurance organization carrying on business on a co-operative
basis is known as the Pool Insurance Company. This company was organized
in 1939 by the three Western Wheat Pools under the Manitoba Companies Act.

The object was to enable the three Pools to insure their own elevators and distrib-

ute any savings accruing from the business of the company on a patronage
basis. In 1940, a charter was secured from the Parliament of Canada to enable
the company to comply with the ruling of the Board of Grain-Commissioners,
that insurance on grain in licensed elevators must be carried with an insurance
company under a Dominion license: The company is organized with share
capital and may pay a dividend thercon of not more than 5 per cent. The
balance has been distributed in the form of an excess charges refund, in pro-
portion to earned premiums paid to the company by the policyholders.

The competitors of mutuals in the field of fire, casualty and automobile
insurance are joint stock companies, which conduct their insurance business
exclusively on the cash plan. These include British joint stock companies,
foreign joint stock companies, including mostly United States firms, and joint
stock companies with head offices in Canada. .

The Competitive Position.

Some indication of the competitive situation as between the mutual insur-
ance companies and the joint stock companies is provided by statistics fur-
nished by the Dominion Superintendent of Insurance regarding the business
transacted by fire and casualty companies operating under a Dominion license.
In 1943, the premium income of 267 fire and casualty insurance companies

-reported was 899,897,515. Of this amount, 11 reciprocals received 0.6%, of

the total premium income, 11 deposit premium mutuals reccived 1.19, 30
other mutuals including the American Alliance group, and Canadian Mutual
Companies received 11.8%, three stock mutuals received 1.99, while 212
joint stock companies reccived 84.6% of the premium income.

The so-called “underwriting profit” or “‘gain from underwriting” of these
companies amounted to $5,498,546 in 1943. Of this amount the reciprocals
had 4.3%; thedeposit premium mutuals, 6.8%; other mutuals, 19.9%,; the stock
mutuals reporting 4%; and the joint stock companies, 65%. In this connec-
tion reference has already been made to the method of calculating the “Net
Premiums’’ of the reciprocals and the premium deposit mutuals as set forth in
the Special War Revenue ‘Act. This has a bearing on the proportion which
the underwriting profit of these companies bears to the premium income, as
compared with mutuals of other types and of joint stock companies.

While many of the principles adopted and conclusions reached in Part I of
the Report are applicable to mutual insurers, still, certain differences in methods
ofd operation between co-operative associations and insurers merit special con-
sideration. .

SOME COMPARISONS BETWEEN MUTUALS AND JOINT STOCK COMPANIES

Representatives of joint stock companies pointed out that there were
certain similarities between their type of organization and that of the mutuals.
This is true. With the exception of the reciprocal exchanges, both groups enjoy
corporate status, and the advantages deriving from limited liability. Both are
required by legislation to maintain certain reserves for the protection of policy-
holders. The same insurance company terminology is used with respect to
both groups.

There are, however, certain obvious differences between the two types
of organization. In a joint stock company the persons who own and control
the enterprise are, by and large, a different group from those who make use
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of its insurance services. In a mutual company, on the other hand, there

- is identity of interest between owners and users. This distinction is less

clear, however, where a part of the surplus of a stock mutual is distributed
on the basis of shares held. The difference is also less well defined where a
mutual writes cash policies, some of which are subject to the payment of
dividends on the basis of premiums paid by policyholders, and some of which
are not. A further distinguishing feature between the two types of insurers
rests in the fact that in mutual insurance the application for and payment of a
policy is, in practice, synonomous with- membership. Viewing the two types
as a whole, it is evident that the control of a mutual and participation in its
surplus, if any, is vested in those who use its services as policyholders, whereas
the control of and the participation in the surplus of a joint stock company is
vested in those who use it for investment as sharcholders.

Some Contentions advanced by Joint Stock Companies

The first of the contentions of the joint stock companies was that the
“dividend” paid on premiums to policyholders in a mutual was akin to a distri-
bution of profits and, therefore, taxable. Admitting the joint stock companies’
contention that fire insurance risks are more difficult to estimate in advance than
life insurance risks, where the use of statistics and actuarial formulae makes a
close estimate possible, this does not detract from the similarity between a div-
idend paid by a fire insurance mutual and a similar payment by a lifc insur-
ance mutual. As stated in Part I of this Report, we are of the opinion that a
dividend paid in proportion to patronage is a characteristic feature of the co-
operative or mutual way of doing business. The members of a mutual pay
premiums for two purposes, to insure one another and to maintain the organi-
zation necessary to conduct this service. If they find that they have paid more
than is required to meet losses, expenses and to provide for necessary reserves,
they can secure a refund in proportion to the premium paid. It isimpossible to
regard such a payment to the insured as a profit taxable in the hands of the
insurer. If, however, a portion goes not to the insured, but to the shereholder,
as a return on his investment, such a payment is not a rebate on an overpayment
for insurance, but a reward for investment and risk undertaken by the share-
holder who provides the service for policyholders. We are of the opinion
that a return of a dividend on a premium is not essentially different from the
unassessed portion of a premium note. Both are necessary to the mutual way
of doing business.

A further contention advanced by the joint stock companies was that
mutuals should be assessed for income tax on precisely the same basis as joint
stock companies. Here again the difference betwecen the methods of operation
of the two groups would render the incidence of such a tax inequitable as far as
the mutuals are concerned. It would not only involve taxing the “dividend”
to which reference has already been made, but other funds in the hands of the
mutual, exigible by the policyholder. A premium payment in a mutual serves
to pay losses and expenses and also to provide operating capital. A refund in

_the form of a dividend on premiums is not profit of the mutual. Any amount
retained by the mutual but exigible by the policyholder is not income of the

mutual but a fund contributed partly for operating capital and partly to pay
unexpected or future losses.

Mutuals may have Income

In Part I of this Report we have endeavouiad to distinguish what the co-
operative retains permanently and what is actunlly paid by the co-operative
to its members or is exigible by them. The question, therefore, arises whether
mutuals in which there is no proprietary interest other than that of policy-
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holders, carn or receive any revenue which is linble to tax.  If they receive a net
income, to whom docs it inure—to the mutual or to the members ? W(} are of
the opinion that mutuals can and do, under certain conditions, have income
which may be made liable to tax. 'This income may arise partly from invest-
-ments and partly from other operating gains. What the mutual reccives and
retains in the form of investment income, plus other additions to surplus which
are free from claims of policyholders, may be regarded as income, which should
be liable to tax.

Mutuals Speeialize in Certain Fields

It was clearly established during the course of our hearings that some
mutual organizations specialize in insuring farm risks and render a much
needed service in that field, which is not provided to any appreciable extent
by cther insurance organizations. In addition, village and town property,
unprotected by municipal or other fire-fighting organizations, are insured
almost entirely by mutuals. The reasons why mutuals are able to insure risks
of this kind have already been indicated. In view of the great need for expan-
sion of insurance services with respect to rural areas, we consider it undesira-
ble from the point of view of public interest to impose any tax which would
make it more difficult for mutuals or other insurers to develop still further
this much needed insurance service in all rural districts, As a matter of fact,
no case was brought to our attention in which a joint stock company suffered
loss of business or was otherwise prejudiced by the operations of a farm mutual.
The general contention rather was that all mutuals should be taxed on the same
basis as joint stock companies. It would appear that mutuals are making—
progress in certain highly specialized fields, but that the overall picture shows
little change. Both types of insurers appear to be giving an efficient service.
There is no evidence to suggest that the progress of the mutuals is due to tax
excmption. This does not mean, however, that they may not have some
taxable income.

Some Conlentions advanced by Mutuals

The main contention of the mutualsis that they endeavour to operate
at cost, and further, that their operation thereby tends to reduce insurance
rates generally, On the other hand, this does not dispose of the argument

. that mutuals can and do, in some instances, have taxable income. There
were, however, other arguments advanced by the mutuals to indicate the
inequity of their position. These merit careful attention. They include:

(a) That the difference in the rates imposed with respect to the premium
tax under the Special War Revenue Act is unwarranted. Spokesmen
for the mutuals took the view that a tax at a uniform rate should be
paid by all companies, and that they were ready to continue paying
such a tax. While the Special War Revenue Act is outside the scope
of our terms of reference, we have to veport that very considerable .
dissatisfaction exists with respect to the existing rate structure, and
we are of the opinion the t this matter should be reviewed by the Govern-
ment before any income tax is imposed on mutuals.

(b) Canadian mutuals referred to the fact that investinent income is
excluded from taxable income in Canada in connection with the oper-
ations of British and foreign insurance companies. This appears to be
a departmental arrangement with these companies which has been
in effect for some years. While Canadian joint stock insurance compa-

¢
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nies made no complaint regarding this arrangement, some Cana-
dian mutuals contended that it involved discrimination against
Canadian stock companies.

(c) Critical reference was also made to the exemption from income tax
of marine insurance companies and the exemption granted to such
companies under the Special War Revenue Act. No representative
of marine insurance companies me.de submissions to the Commission,
and we are not requested to investigate their tax position. We simply
report the criticism expressed.

CONCLUSIONS

We are of the opinion that mutuals can and do have income which is sub-
ject to tax. This income results from investments and operating gains which
are free from claims of policyholders. At the same time we consider that
mutuals in certain specialized fields are rendering a service which is not provided
by other organizations, notably, in insuring farm and other unprotected rural
risks. These mutuals tend to keep their rates as low as is consistent with the
risk involved. We consider that it would not be in the public interest to impose
income tax upon those insurers whose activities are primarily in these fields.

Considering the situation as & whole, we are of the opinion that the income
tax should not be imposed on mutuale without a review of ‘the varying rates of
existing premium tax under the Special War Revenue Act, the taxation of
investment income of British and foreign insurance companies and the position
of marine insurance companies.

Summary of Recommendations

We therefore recommend as follows:

. 1. That the Income War Tax Act and The Iixcess Profits Tax Act (1940) be
amended to provide for the taxation of mutual organizations earrying on the
business in Canada, of fire, casualty and automobile insurance, in accordance
with the recommendations which follow.

2. That dividends on, or refunds of premiums to policyholders, whether
paid in cash or applied against renewal premiums, together with any unabsorbed
premiums or premium deposits returned to or payable to policyholders, and
any other amount credited to a policyholder or subseriber in such a way that
it is exigible by him on siving such notice as may be deemed reasonable, be
allowed as a deduction in computing taxable income.

3 That joint stock companies and other insurers writing fire, automobile
and casualty insurance, which pay dividends or make refunds of premiums to
policyholders be allowed to deduct such dividends or refunds in computing
taxable income,

4. That before giving effect to the foregoing recommendations the inci-
dence of the tax on net premivms of mutual insurance organizations under
the Special War Revenue Act, the exemption from taxation granted to marine
insurance companies, and the treatment for income tax purposes of investment
income in Canada accruing to British and foreign insurance companies, should
be reviewed by the Government; ’ :

(6) That the income of an& insurer, mutual or otherwise, shall not be
linble to taxation when in any year the net premium income in Canada is
derived, to the extent of not less than 509, thereof, from the insurance of farm
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property and other property not protected by municipal or other fire fighting
organizations, or is derived wholly from the insurance of churches, schools or
other religious educational and charitable institutions.

The present Report is signed by all the members of the Commission subject,
however, to such reservations and cowmments as are appended hereto.

The whole respectfully submitied, '

. ; Ernron M. McDovgavy,

Chairman.
B. N. ArNAsON, -
G. A. LLuorr,
JEAN-MARIE NADEAV,
JoJ. Vavanans,

Ottawa, September 25th, 1945,

?
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Memorandum of Comments and Reservations

by B. N. ArNAsON

In Part I, scction IV, of the Report reference is made to the ambiguities
contained in section 4, paragraph (p) of the Income War Tax Act. The opinion
is there expressed that great hardship would result should the recommendations
in the Report be made to apply retroactively. The opinion is also expressed
that many co-operative associations would be prejudicially affected if the exist-
ing law were to be interpreted so as to make them liable for the payment of
taxes subsequent to the enactment of section 4 (p). The hope is also expressed
that co-operative associations which have conducted their affairs in the light
of & possible, even plausible, construction of the paragraph in question, will be
afforded relief from the payment of taxes on patronage dividends actually or
constructively paid since the enactment of 4 (p).

Although I do not intend this as a dissent to the Report, I desire to cm-
phasize particularly the serious consequences which would folfow, for co-oper-
ative organizations and their members, if co-operatives were to be required to
pay taxes on patronage dividend. paid or allocated since the enactment of
gection 4 (p). While paragraph (p) appears ambiguous, members and officials
of co-operatives have undoubtedly endeavoured to conduct the affairs of their
organizations in the belief that at least patronage dividends, paid or allocated,
would be exempt. 1f these dividends were to be taxed the results might well be
disastrous for the co-operatives concerned, as well as a hardship for their
members. .

It is also to be remembered that many co-operative associations have set
aside unallocated reserves to preserve the equity of their members. These
reserves have in many instances been set aside as a result of either statutory
requirements in provinecial co-operative legislation, or in accordance with special
Acts of Incorporation, and also by reason of the belief that they had authority
to set aside “necessary reserves’’ under section 4 (p).

For the reasons stated, I submit that it would not be in the public interest
to assess such co-operatives for income taxes for the period subsequent to the
enactment of section 4 (p).

In Part I, section VI 3 (a) of the Report, it is recommended that amounts

paid by co-operative associations and other businesses in proportion to patron-
age be allowed as a deduction, if credited to the member or customer, provided
the payment so credited may be withdrawn on giving reasonable notice. The
same principle is embodied in recommendation number (4) regarding deduc-
tions from the gross proceeds of a customer’s product. Reference is made to
. Appendix D as a guide as to what may be a reasonable notice. This refers
to the practices followed by co-operative societies in Great Britain respecting
the withdrawal of share capital.

1t is desirable that the rights of the member of a co-operative to withdraw
the funds which he has invested therein be clearly established, both from the
viewpoint of sound co-operative practice and to distinguish clearly what belongs
to the member, as compared with what is retained permanently by the co-
operative. While British practice is a useful guide in this respect, it is neces-
sary to consider the conditions under which Canadian co-operatives operate.

In Great Britain, co-operative societies deal mostly in consumer goods the de-,

mand for which is quite steady, notwithstanding fluctuations in employment
amongst the membership. The societies are well established financially, have
large reserves and as a result are in an excellent position to meet promptly any
demands for withdrawals of share cupital by theit membters. In Canada, on
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the other hand, co-operatives are engaged mostly in marketing agricultural or
other primary products, the volume of which may fluctuate sharply from year
to year and decline decidedly over 2 period of years. As for farm supply co-
operatives, their bnsiness is not only seasonal, but the volume of trade is directly
related to variatiors in the income of the members derived from the production
of primary products. In addition to that, the majority of co-operatives in
Canada do not have reserves comparable to those of-British co-operatives.

While I concur with the recomnmendation that the member should be
allowed to withdraw patronage dividends or other amounts credited to him
on giving reasonable notice, consideration of what constitutes such reasonable
notice must have reference to conditions that prevail in Canada. The main
point, 1 suggest, is the member’s right of withdrawa! on giving such notice
as will enable him to realize on his equity without endangering the equity of
other members. This can be done without insisting that the practice, from the
point of view of the time element involved, be precisely the same as is gene.al
under British conditions.

This consideration leads to another. The Report sceks to distinguish
between what the co-operative association keeps for itself and what the mem-
ber can effectively claim as his own—that is, what is “‘exigible’”’ by him. The
lattes includes patronage payments paid in cash or applied against obligations
incurred by the member to the association with respect to investment, or
amounts credited to him but withdrawable on reasonable notice. This again
is in accordance with British practice. Canadian co-operatives have, however,
found it necessary to defer the payment of patronage dividends or deductions
from gross proceeds of members’ produets for varying periods. This method of
financing has been found necessary under- conditions that prevail amongst
agricultural co-operatives, where the volume of business may fluctuate sharply
from year to year, and where large capital expenditures are needed in contrast
to the requirements of consumers societies. The Commission takes the view
that where amounts are deferred for an indefinite period at the sole discretion
of the directors, such amounts should only be deductible for tax purposes when
actually paid to the members.

There is, however, another method which is not dealt with in the recommen-
dations, and that is, where the bylaws of an association or contract with the
members, provide that deductions from gross proceceds or patronage dividends
shall be deferred for a definite period only. Where the date of payment is set
at a definite date in the future in such a way that there is an irrevocable under-
taking to pay, which cannot be altered at the will of the association, such de-
ferred payments cannot be considered as “income’ of the association and taxa-
ble in its hands. Such deferment is not inconsistent with practices followed by
British co-operatives when adapted to conditions under which Canadian
co-operatives have to operate. 1t represents an intermediate method as be-
tween capital which can be withdrawn at any time and capital which can only
be withdrawn with the consent of the association. It establishes clearly the
obligation to the member. It is a method which has been found essential to the
requirements of many agricultural co-operatives. To allow patronage pay-
mnents, deferred for & definite ‘period under a definite obligation to pay, as a
deduction in computing taxable income, will avoid the result that Canadian
co-operatives are more restricted in financing with funds payable to their
members than are those co-operatives in the United States which are not
exempt from Federal income tax, but are nevertheless allowed to deduct allo-
cated dividends in computing taxable income.

I, therefore, recommend that deductions from the gross proceeds of a
member’s product, or patronage dividends, which are retained by a co-oper-
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ative association for a definite period with an irvevocable obligation to pay at
the time stipulated, be allowed as a deduction in computing the taxable income
of such association.
With the exception of new associations and co-operatives of certain types
designated in recommendation number (9)—sce scction VI, Part I of this
Report, the recommendations involve the taxation of co-operative purchasing
and marketing associations on their unallocated reserves. The evidence sub-
mitted to the Commission, however, makes it clear that co-operativesare a more
unstable type of organization than other businesses. In addition, they are
unable to attract capital for investment purposes to the same cxtent as a joint’
stock company and are forced to rely on contributions from people of limitea
means who desire to use their services. Furthermore, most co-operativesin
Canada are engaged in serving agriculturists and other primary. producers
which means considerable fluctuation in the volume of business done. This
state of affairs is recognized in provincial co-operative legislation across Capada
by statutory provisions regarding reserves to safeguard the equity of the
members,
In view of certain weaknesses inherent in the co-operative type of organ-
ization as dealt with elsewhere in the Report, and also in view of the fact that
by and large members of co-operatives are people with low incomes who are in a
difficult position to make special contributions to offset heavy losses sustained
by their organizations, 1 suggest that in the publicinterest co-operatives should
be allowed to set aside limited reserves for protecting the equity of their mem-
hers, before computing taxable income. For tax exemption purposes, such
reserves might be limited to the minimum provisions for similar reserves as set
forth in provincial co-operative legislation. An alternative basis for a reserve
to guard against impairment of the members’ equity in a co-operative might
be a yearly appropriation equivalent to 29, of the net assets until the amount
in such reserve is equivalent to a maximum of 209 of such net assets. These
might be defined as total assets, reduced by valuation reserves, less liabilities
to the public and less current liabilities to members.
It was also contended at the hearings of the Commission that certain other
businesses, especially those engaged in handling agricultural products, are
subject to considerable variation in income and find it difficult to set aside
sufficient reserves for unforeseen contingencies. Although these businesses
are ab present in liquid position, this might easily be reversed with changing
: economic conditions, It would, therefore, appear that consideration should be
i given to allowing other types of businesses to set aside limited reserves to guard

against the impairment of capital before computing taxable income, provided

the necessary application in this regard is made to the Minister and he is sat-

isfied that such reserves arc warranted. Insofar as co-operatives and other
X businesses are confronted with comparable problems, after taking into consider-
! ation the weaknesses inherent in the co-operative type of organization, such a
policy would assist in achieving a measure of equality between the two types
of business activity.

I, therefore, recommend that from the point of view of the public interest
co-operative purchasing and marketing organizations be allowed toset aside
limited reserves to guard against the impairment of capital and unexpected
losses, before arriving at taxable income. g

1 also recommend that consideration be given to allowing other types of
businesses to set aside similar reserves, before arriving at taxable income, where
M the Minister is satisfied that these are warranted.

Respectfully submitted,
B. N. Arxason.
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Comments

by J. M. Napeav

I do not intend to make this a reservation to the Report and recommenda-
tions with which I am in entire agreement. 1 do feel, however, that particular
emphasis should be laid on the uncertainty of the position of co-operatives in
the matter of the application of section 4 (p) of the Income War Tax Act.
Therefore, I respectfully suggest that any action which might be taken-toenforce
the collection of past due taxes L y the Government should be motivated by the
idea of not imposing, in the public interest, any unduc hardship on farmers’ and
fishermen's co-oper- tives which conducted their affairs in good faith, believing,
as they did, that patronage dividends paid or allocated were not liable to
taxation under cxisting acts. ]

Unallocated reserves in many instances are equivalent to ‘‘necessary
reserves” as authorized in section 4 (p) in order to protect the member’s equity.
I believe it is also in the public interest that such unallocated reserves should be
given the same tax exemption from taxation as suggested for allocated patronage
dividends in the foregoing paragraph,

Respectfully submitted )
JEAN-Manrir Napgavu.

Memorandum of Comments and Reservations

by J. J. VauGnan

I regret that I cannot join my colleagues in making this Report unanimous
in all respects.  Although 1 do not subscribe to all the arguments contained
therein, I am in agreement with the taxing of co-operatives to the extent set
out in the recommendations. As the adoption of this measure of taxation
only, would fall far short of removing the present ‘nequality of taxation as
between Co-operatives and Cempanies, it is necessary in my opinion that some
further remedial action should be taken.

[ should like to make it clear that I am not opposed to co-operatives.
On the contrary, I believe they have been and are serving a very useful purpose,
particularly in the remote parts of the country, in providing a means whereby
groups may be formed to improve their economic position. That co-operatives
have a place in our national cconomy is unquestioned. But it must be said
that Companies also have a very important place in that economy. Indeed
much of the development of Canada up to the present time may be attributed
to the initiative of Companies, made possible by their employment of capital,
largely subscribed by private investors. This capital has enabled Companics

. to embark on new forms of enterprise, to-expand businesses already established,
to provide employment, to increase the wealth of the country, and to raise the
standard of living. Companies also have afforded a channel for investment
which has enabled many people to earn a better return on their savings and
surplus funds than otherwise would have been possible. Therefore, it is highly
desirable that companies should be permitted to proceed as in the past and
that they should be able to produce a return that will encourage the investment
;)f capital, much of which will be needed in the reconstruction period of the
uture. ’
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At many points throughout Canada the competition is keen between co-
operatives and companics, but companies, as has been so forcibly pointed out
at our hearings, are competitively in an unfair position; they are required to
pay a heavy income tax and in many cases an excess profits tax while co-oper-
atives are exempt from these taxes, thus leaving the laticr in the advantageous
position of being better able to build up reserves and expand their activities.
Having regard to the fact that Canada is a fertile field for co-operatives and that
they are now well established under able direction, and that they are sponsored
and aided by provincial governments, there is every reason to expect a substan.
tial expansion in their business. This expansion as it takes place will result ‘n
increased competition and render the tax inequality more pronounced. vrirss
some remedial action is taken.

As the measure of taxation to be imposed by the Commission on co-oper-
atives, as recommended by the Report, will not, as already stated, remove the
inequality that exists, and inasmuch as further action, in my opinion, is nec-
essary, there seem to be two courses to consider. One is to impose a further
amount of taxation on co-operatives, and the other is to remove a part of the
- taxation now imposed on companies. The methods employed by co-operatives
in operating and accounting are entirely different from those employed in
ordinary business. Included in their surplus are operating profits, income
from investments and balances owing to members on products and commodities
handled, all blended in a way that the exact profit is not determinable. As a
result it is very difficult, if not impossible, to further apply an income tax to
co-operatives. That co-uperatives do make profits is stated in the Report, and
with that statement I agree,and that they are efficiently managed on the whole
is unquestioned, so it logically follows that such profits should be comparable
with those made by similar competing businesses. But as these profits do not
appear separately in the books of co-operatives and as the income tax cannot
readily be applied to their entire profits, some other form of tax would appear
to me to be more appropriate if the first course mentioned should Le followed,
However, the recommendation of any form of tax other than the income tax
would be beyond the scope of the terms of reference in P.C. 8725.

The second course mentioned is to remove a part of the taxation now’
imposed on companies. The other members of the Commission have expressed
their opinion that to recommend such action would be beyond the scope of the
terms of reference contained in P.C. 8725. 1 do not, however, concur in this,
and quote what I regard as the relevant parts of the order which in my opinion
grant the Commission such power viz., that the Commissioners named be
appointed—

“to tnquire into" —

‘““ (b) the organization and business methods and operations of the said co-
" operatives as well as any other matters relevant to the question of the
application of income and profits tax measures thereto, and

(c) the comparative position in relation to taxation under the said Acts of
person: engaged in any line of business in direct competition with co-
operatives,

and report, in so far as the same can conveniently be done, all facts which
appear to them to be pertinent for determining what would, in the public
interest, constitute a just, fair and equitable basis for the application of the
Income War Tax Act and The Excess Profits Tax Act, 1940 to co-operatives and
to persons other than co-operatives in respect of methods of doing business
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analogous to co-operative methods,such as the making of payments commonly
called patronage dividends and to make such recommendations for the amendment
of cxisting laws as they consider to be justified in the public interest;”

Accordingly, I believe it is in order and appropriate that the comparative
position of Companies with Co-operativesin relation to taxation should receive
consideration. ,

In our hearings from Vancouver to Halifax, various Boards of Trade,
the Canadian Chamber of Commerce, the Canadian Manufacturers Association
and other bodies and companies emphasized the unfairness of the so-called
double taxation in Canada, i.¢., the taxing of the entire profits in the hands of
the Company and the taxing again in the hands of the shareholders of that part
of the profits which is received by them in dividends. Also it was advocated
by those appearing, that as a measure towards remedying the unfairness of the
present taxation of companies as compared with the tax exemption granted
co-operatives that this double taxation be removed. It should be noted that
such double taxation is not in effect in England, Australia or New Zealand.

As the imposition of any further measure of income tax on co-operatives

" than that recommended by the Commission is regarded as impracticable, and

as the recommendation of any other form of tax would be outside the jurisdic-
tion of the Commission, my opinion is that the second course should befollowed.
In respect to this, the extent of the loss to the Netional Treasury also must be
considered.

Having due regard to the foregoing, my recommendation is that the
corporation income tax be reduced from 409 to 30% and that shareholders
paying income tax in Canada be allowed a credit of 509 of the tax paid by the
company, in respect to their dividends.

The adoption of this recommendation would serve a twofold purpose.
It would be a further step in removing the inequality in taxation as between
Co-operatives and Companies, and it would remove in some measure, the
double taxation which is so much complained of at the present time.

J. J. VaugHAaN.





