4 Oct. 07

Co-operative Taxation

Gary Rogers introduced himself.

Gary noted that he had written the article 8-9 years ago, for CCA’s Inter-sector newsletter.  The theme is that there is a lot of misunderstanding out there, that co-ops have tax breaks, but this is not the case.  

At that time, there was media attention on the notion that MEC had an unfair tax advantage, meaning that they do not pay tax.  They distributed their earnings as patronage dividends to their customers, meaning they did not pay tax.  However any corporation can do this; they simply do not want to.

Leaving Credit Unions aside, co-ops pay tax at the same rate as any other corporation.  They are subject to the same Small Business rate.  There used to be an advantage in that they were not subject to the Large Corporation capital tax, but no longer.  There are some provinces where there is an advantage in terms of capital taxes – e.g. Manitoba.  This is not a huge advantage.  Many co-ops are small enough that they fit within the generic exemption on capital taxes, which is in the hundreds of thousands of dollars.  And, there is a trend toward eliminating them in general.

A capital tax is levied on the retained earnings & long-term debt of a corporation.  There is a deduction so that there is not double-counting up the chain.  When the fed cap tax was still in effect (but was eliminated 1.5 years ago), this was a significant benefit for Credit Unions.  

Patronage allocations:  may be called “dividends”, “allocations,”, or “refunds”.  These are not actually dividends in the normal sense, as they are normally in relation to share capital.  It is really a retroactive price adjustment, so should be called “refund” or “allocation”.  Any corporation can do this, in proportion to inputs into their bottom line.  Who purchased the most goods from a cons co-op?  Who contributed the most labour or received the most salary?  Who sold the most milk to a dairy co-op?  When 3P’s see the word “dividend”, they think it is special treatment.  However this appr simply adjusts the bottom line downward, after the fact.  The recipient may then have to pay taxes – depending.  If it is a farmer who has sold milk to the dairy co-op, this is an increase to their income, so they pay taxes.  If a consumer at a consumer co-op grocery store, they pay no tax since the grocery purchase was not tax-deductible in the first place.  It is taxable if it related to business.  

Russ C:  The Quebec Federation of Agricultural Co-ops successfully lobbied on this so that a part refund is not taxable.  
Gary: Correct.  This goes back 5-7 years, but only applies when it is regarding patronage paid as shares.  This was extended federally.  These taxes are deferred until the shares are paid out, but this is limited to agricultural producer co-ops.  

Peter H:  Would a worker co-op greenhouse qualify?  

Gary:  It may be possible.  One need not be defined as a farmer.   

Russ R:  The “budget speech” defined agriculture as the principal business activity; farming, (including production, processing, storing or whole-sale marketing) and in a recent first meeting of a provincially sponsored review of the “Manitoba Co-ops Act” that the whole issue of definitions came up, “worker co-ops” was specifically raised that wasn’t fraught to be an issue, but there was uncertainty because there was no federal presence at that meeting.  And also there was uncertainty, but expectation that possibly “fisherman’s co-ops” would be included as well, but not strictly “farm-gate” type products would be under this umbrella, so wild-rice, fish, other harvesting type co-ops will be involved is something we are watching.
?? : It makes sense that fishing and agriculture would be under the same umbrella, and it would make sense to the policy makers as well.

Gary:  there used to be something in Quebec that provided tax relief for investment in shares for worker & agricultural co-ops, as well as in NS.  In NS, worker co-ops are eligible but have to each apply.  (Same as in Quebec, for agricultural and worker co-ops.)
It is also possible to hold co-op shares in an RRSP or RRIF.  In the 1980’s, co-op shares were not eligible.  Then there was a move to get income tax act change to allow an RRSP to hold shares in co-ops & Credit Unions.  When we made representations on this, the government officials raised the question of how important this might be.  They were concerned that it might not be useful since co-op shares do not grow in value, yet one’s assets should be growing for retirement.  Why would someone want to put an investment in a co-op when they could invest in something increasing in value?  Yet the changes were made.  

Peter:  CWCF manages an RRSP program for worker co-op members, with a value of $4.5 million, with about 25 co-ops under that program.  $20,000- $30,000 on the low end, to up to $100,000; but a handful of co-ops has the majority.  CWCF has an agreement with our members and with Concentra as bare trustee.  CWCF is in the process of expanding this program, to any type of co-ops & CEDIF’s (NS) which have eligible shares.  The primary purpose is to capitalize the co-ops, & to allow the deferral of tax on payment of patronage refunds.  Most of the people using it do not have other RRSP’s.  

Gary: it is still valuable to have the tax break, even if you do not have the growth.  

Russ R:  I am interested to see if we can include other parts of Canada in the CEDIF approach, as there are CEDIF’s in Manitoba.  Peter & Russ will have a separate conversation.

Fees:  Each individual plan-holder pays $50/year for the annual fee.  The CEDIF’s will be paying $60/year, including HST.

Shaun:  for co-ops that do not belong to CWCF, e.g. Victoria Farmers etc… that have gone the CEDIF route: the annual fee is higher, right?  Peter: Concentra has put the fee up to $125/ year.  Further Concentra is allowing CEDIF’s to transfer accounts from them to the CWCF plan without costs.  

TAX DISADVANTAGES:

The most significant disadvantage to co-ops is that the tax system is set up to encourage people to buy shares & things which will increase in value.  People pay tax on only ½ of the capital gain.  Therefore this very significant tax advantage does not benefit the co-op sector, as their shares do not increase in value.  This has been used as a lever to convince government that other incentives should be in place.  Back in the 1980’s, there was a .5 million $ capital gains exemption.  This applied initially to all capital gains, and then carved back to only farm property & other things.  The co-op sector lobbied hard for an equivalent exemption, but did not succeed.  

So although the cap gains exemption is gone as a whole, there is still the rule that only half of the cap gain is taxed.  However co-ops which have non-par-value shares can take advantage of the cap gains exemption.

We believe that the cap gains exception is $750K.

Q&A:

1.  Peter: Interest deductibility to the co-op on member loans:  when is interest deductible, or not?  I believe it is deductible if there is a set rate on the member loan, but not if it is discretionary.  Let’s assume they are mandatory; loans by the members to the co-op.  

PH:   In some co-op acts, there can be interest paid up to a certain percentage, but in some years you may pay interest, in other years, not.  This is a diff kind of loan than one from a regular creditor where interest would be deductible.  It could be patronage, specified as a loan rather than a share. 

Gary: I cannot see why it would not be deductible to the co-op.  

PH:  The ITA seems to state that it is only deductible if it is a set rate, not if it’s discretionary.  

Gary: CRA is interested in distinguishing between dividends which are not deductible & which are not taxable to the recipient, & interest which is deductible to the payer, & taxable to the recipient.  

2.  Peter:  Is there any distinction between dividends on preferred shares, & dividends on common shares?  

Gary:  Generally, the legal form is what is reflected in the tax administration; therefore a dividend on a preferred share should be a dividend, not interest. There are some limited exceptions, but I do not expect them to apply here.  There are other special rules on CU’s, but they would not apply to 

3. Peter:  when a co-op is dissolving, how does any excess beyond the value of the shares get treated by CRA?

Gary:  The legal form in which you distribute that AMT would depend on the tax situation of the co-op.  If you have unutilized losses, you would try to distribute them out in that way. If it is indeed retained earnings, then the question is how would the co-op want to distribute them?  Another corporation could be paid out as dividends on shares; but this could be distributed as patronage or as bonuses by the co-op.  There could be bonus interest paid on loans.  If the members each hold shares & the co-op declares a div on those shares, it should be possible to distribute to the members with the div tax credit, but the co-op would not get a deduction.  The co-op would probably end up paying it out in a form taxable to the co-op & deductible to the members.  

3. Russ R: having learned that people investing in CEDIF’s in NS can use RRSP tax deferral: are there any others besides NS that are included?  

PH: The LSVCC program is RRSP eligible in Saskatchewan.  

Russ: I am working with a local co-op on extending their new CED enterprise tax credit to this co-op; but they were surprised to see it was not RRSP-eligible. 

PH: In NS, this was not a large concern.  

4. PH:  RRSP eligibility regulations: 90% of the shares may need to be owned by members of a co-op?:  

When CRA made Worker’s Compensation eligible:   previously, there was a rule that no individual can hold more than 10% of the shares in an eligible corporation.  Now with Worker’s Compensation, corporations with fewer than 10 members, the most that can be held in shares eligible by an individual is $25,000.  Corporation with over 10 members, this is unlimited.

5. MF:  Are any pre-incorporation costs (including for developer services), are there limits on what can be capitalized by the co-op?

Russ C: In most cases, those start-up costs could be amortized, straight-line, over 10 years.  This is the case with pre-incorporation as well.   

Russ C:  It is not possible to do co-op shares as flow-through.  There was an attempt to do this by a renewable energy co-op in Ontario, but this was rejected.

6. Russ R:  With the change regarding agricultural co-ops federally, this obviously raises the question of “why stop there”?  If co-ops are seen as a way of insuring their investments in the community or Canadian companies rooted locally, is there a discussion by the CCA, etc.. trying to build the case of postponement of taxation on co-op shares outside of the agricultural sector?  

Gary:  Credit Unions & CP’s do (an extended small business ded’n beyond what other small businesses have).

7. John R:  CCA has raised this question with the feds around the agricultural co-op issue, because they did not have unanimous support among the financial co-op members, the issue was not pursued.  In BC, a response was that it would highlight the treatment of financial institutions and they don’t want to jeopardize them.  The deferral of tax on shares held in a co-op extended to non-agricultural co-ops has not been pursued.  

8. Hazel: raised the point re: CIP … 
9. Russ C:  Corporations which are not public corporations pay the low rate on the first $400k, high rate after that.  The low rate is about 18%, depending on the province; the higher rate is approximately double that.  Credit Unions & CPs are on the same rules for the first $400K, on which they may or may not qualify.  The special rule comes in for CU’s & CP’s:  until their retained earnings are 5% of their assets, they pay at the lower rate no matter what their bottom line.  This could mean that a VanCity can still pay taxes at the lower rate if it has a weaker retained earnings position.  Most CU’s are paying tax at the low rate; but more & more are growing into the higher rate – but because they have been growing stronger.  

