WHO SAYS CO‑OPS DON'T PAY TAX?
It comes as no surprise that dollars and cents issues, such as taxes, are frequently at the root of criticisms about co‑operatives and credit unions.  Stores complain that retail co‑ops have a tax advantage.  Banks suggest that credit unions are unfair competition because they don't pay as much tax.  Some “studies” list large co‑ops among the corporate welfare bums that don't pay taxes. 

Much of this discussion is based on wrong information, or just sour grapes.  Perhaps information spills across the American border leading Canadians (including some co‑operators) to believe mistakenly that U.S. tax exemptions apply here too.

Not so long ago, media interest was generated by a group of competitors of Mountain Equipment Co‑op (MEC).  They claimed that the co‑op didn't pay tax on its profits which are returned to members as patronage rebates.  They demanded that MEC be taxed to the same degree as independent retailers.  These would be reasonable requests ..... if the assumptions were true.  But they weren't.  

The group sought a meeting with government tax policy officials in Ottawa where they were told the same thing that co‑ops already knew: the Income Tax Act does not favour co‑ops over other corporations.  Whether a wheat pool, a dairy co‑op, a retail co‑op or a co‑op wholesaler, all pay income tax at the same rates and under the same rules as their competitors.  This has been the case for several decades.

Patronage Allocations
But what about patronage allocations?  This was the chief complaint against MEC.  Competitors saw MEC earning profits, distributing them back to its members as additional shares, and deducting the amount.  Isn't that a big benefit for co‑ops?  No.  A patronage allocation is not a tax‑avoidance mechanism but a price‑adjustment device, with similar results as volume discounts or customer coupons.  Any business can pay and deduct a patronage allocation.  This is not a unique deduction for co‑ops.  Safeway or Canadian Tire can choose at year‑end to pay amounts back to their customers in proportion to purchases, as cash or shares, and deduct the payments like any other cost.  They choose not to.

Patronage allocations received by customers/members may be taxable.  For example, a farmer who purchases $100 of fertilizer and deducts the cost as a business expense,  then receives a $1 patronage refund relating to his purchases, must include the patronage refund in his business income ‑ because the net out‑of‑pocket cost was really only $99.  But a consumer who purchases groceries at the local co‑op would not include a related patronage refund in income ‑‑ the groceries are a personal, not a business expense.   If the groceries are not deductible as business expenses, a subsequent price adjustment is of no concern to the taxman.  

Whether a patronage refund is taxable or not, a co‑op or other paying corporation (but not a credit union) must withhold 15% tax when a payment exceeds $100.  Members record the taxes withheld as a tax payment on the back page of their tax return.  If the refund is not taxable, they will get this tax back.  If it is taxable, chances are they will owe additional tax.

Capital Tax
While the income tax rules affecting co-ops and other corporations are identical, there is a federal capital tax advantage for a small number of large co-ops.  A federal capital tax (often called the “large corporations tax”) is levied on shares, retained earnings and debt of large corporations ie. capital greater than $10 million.  Large co-ops which market or process natural products acquired from members are exempted.  A wheat pool or dairy co-op does not pay federal capital tax, in recognition that farmers or fishers should not be penalized for organizing their businesses co-operatively compared to working alone.  Some, but not all, provinces exempt co-ops from provincial capital tax.

Credit Unions
As for credit unions, tax attacks have been more muted than in the U.S. where credit unions enjoy a complete tax exemption but suffer constant and high‑powered assaults from their bank competitors over this advantage.  

Canadian credit unions first became taxable in 1972.  But bankers are grumbling again, perhaps stung by market share inroads made by credit unions in British Columbia and Quebec.  The Canadian Bankers Association recently hired KPMG Chartered Accountants to compile a report comparing all taxes levied against banks and credit unions.  It concluded that banks pay more tax than credit unions.  

What are these so‑called tax “advantages”?  Credit unions certainly pay a lot of tax ‑ but under a different set of rules than banks.  Credit unions are small financial institutions.  Special rules are common in the Income Tax Act to assist smaller businesses.  This principle extends to credit unions.  Banks, and indeed all public corporations, pay income tax at the regular corporate tax rate (approx. 45%).  In contrast, most credit unions pay income tax at the lower small business tax rate (approx. 23%), until their retained earnings reach a certain level, at which point they too pay tax at the same rate as banks.  

Federal capital taxes are levied on the shares, retained earnings and property of both banks and credit unions ‑ but only above certain thresholds.  The same amount of capital is exempt from capital tax at each bank and credit union.  Provincial governments continue to exempt credit unions from provincial capital taxes, except Quebec, British Columbia and Ontario.

Credit unions pay the same sales taxes, real estate taxes and payroll taxes as banks.

As is often the case, statistics can be misleading.  Tax rules treat dividends paid on shares of credit unions as interest.  This means they are deducted by credit unions but, as a trade off, members are not entitled to dividend tax credits on their own tax returns.  As a result, the income tax liability on credit union earnings paid out to members is completely shifted from the credit union to the shareholder/member.  This does not happen at a bank where dividend payments cannot be deducted, but shareholders claim dividend tax credits as partial compensation for the tax already paid by the bank.  Therefore, it is misleading to compare the tax burden of banks and credit unions without looking at the taxes paid at both the business and shareholder levels.

In summary, there are tax differences between credit unions and banks related to their size and business/shareholder relationships.

Unfair share of tax?
When taxes are shifted from a co‑op to its members by paying patronage allocations, the co‑op risks showing up on annual lists of large corporations that do not pay tax.  For example, a report called Unfair Shares from the Ontario Federation of Labour and Coalition for Social Justice lists Alberta and Manitoba Wheat Pools and other co‑ops and credit union centrals among the offending large profitable corporations which pay little or no tax on large amounts of “income”.  This is because the authors of the report unwittingly focus on the net earnings figures without allowing for payments to members reported farther down the financial statements.  Just ask the farmer/members of the Pool who paid the tax.  They did when the Pool distributed its earnings as patronage allocations.  Perhaps new accounting rules, which require patronage allocations to be recorded on financial statements above the “net income” line, will prevent future misunderstandings.

Frequently, the taxes paid at the member level (on patronage allocations or credit union dividends) are overlooked in discussions about co‑operatives and credit unions.  Part of the reason for this “myopia” may be that for many people the concept of ownership does not include a broader concept of membership ‑‑ where the members are the owners, and where the members often assume the tax liability.   Indeed, many people do not think of business structures beyond the known models of sole proprietorship, partnerships, investor‑owned companies or franchises.  This unfamiliarity with the co‑operative structure was nicely illustrated when a woman from Colombia recently came to Toronto to attend the recent Association of Co‑operative Educators Conference.  When asked by immigration officials about her purpose in Canada, she explained that she was attending a conference of co‑operative educators.  The immigration official insisted that what she really meant was a conference of “corporations”.   Persistent attempts at making the distinction by the Colombian woman fell on deaf ears (she made it to the conference though!).

Are banks and credit unions the same?
It is sometimes suggested that banks and credit unions are essentially the same thing.  According to the American Bankers website (www.aba.com)  “Credit union members and bank shareholders aren't all that different in many ways.  Both groups decide how the financial institution will be run and they each receive money back from the profits of their financial institution.”

Of course, this misses fundamental differences between co‑ops and other businesses.  In a co‑op, surplus is returned in proportion to usage of the co‑op, either in the form of patronage allocations or enhanced services.  On the other hand, a conventional corporation returns surplus as dividends paid in proportion to shareholdings.  Also, in deciding “how the financial institution will be run”, the voices are very different.  In a co‑op, each user has equal say through the “one member, one vote” democratic principle.  In contrast, control of banks rests with remote, faceless shareholders whose number of votes equals the number of shares they own.

Another difference worth highlighting between credit unions and banks is that credit unions often operate in areas unserved by banks.  In some 900 communities across Canada, the local credit union is the only financial institution.  The bank branch either closed, or never existed.  Credit unions are also more likely to be engaged in microlending ‑‑ loans of small amounts to “people of small means” who may not have collateral (see story “Microlending in Canada”).   

Credit unions and co‑ops will come under increased scrutiny as banks and retailers try to deflect some of the criticisms being levelled their way.  With increasing competition in the financial and retail services sector, credit unions and co‑operatives must be ready to explain and defend their system.

Gary Rogers 

Vice President, Financial Policy

Credit Union Central of Canada

