Part 11l
The Cooperative Marketing Contract

In the preceding discussions concerning the organizational structure
of the cooperative enterprise, emphasis centered primarily upon the
producer as a member and owner of the association. Of equal import-
ance is the complementary relationship of the producer as a contractual
party to the marketing agreement. Executed by each producer con-
currently with acquisition of membership, this agreement prescribes the
terms and conditions for marketing through the cooperative facilities.

Suspicious of any contractual attempt to combine economic power,
some courts were reluctant initially to sanction the legality of exclusive
contracts between the association and its members. Invalidation was
predicated upon a lack of mutuality and consideration, illegal restraint of
trade, and contravention of public policy.? However, federal and state
legislatures, traditionally sensitive to agricultural interests, repudiated
the rationale of these earlier decisions by expressly exempting member
contracts from the interdictions of the antitrust laws® and declaring, as
a matter of legislative policy, that agricultural associations and their
objectives were to be considered in the public interest.# Cooperative
marketing statutes enacted in every state further established a statutory

1. For general discussions of member cooperative marketing contracts, see Hurperr,
Lecar Puases or CooPERATIVE AssocratioNs 115 eof seq. (F.C.A. Burr. No. 50, 1942} ;
Packsi, THE Law oF THE OrcaN1zaTioN AND OPERATION OF COOPERATIVES 39 ¢f seq.
(2d ed. 1947) ; Noursg, TrE LrcaL Status of AGricULTURAL COOPERATION 171 ¢f seq.
(1927); Hawna, TEe Law or CoorEraTIivE MARKETING AsSSOCIATIONS 509 ¢f seq.
(1931).

2. Georgia Fruit Exchange v. Turnipseed, 9 Ala. App. 123, 62 So. 542 (1913);
Burns v. Wray Farmers Grain Co., 65 Colo, 425, 176 Pac. 487 (1918); Ford v.
Chicago Milk Shippers’ Ass'n, 155 IIl. 166, 39 N.E. 651 (1895); Reeves v. Decorah
Farmers’ Co-op. Society, 160 Iowa 194, 140 N.W. 844 (1913).

3. For consideration of the applicability of federal and state antitrust statutes see
PART IV, infra. See PART V, infra, for a discussion of federal income tax exemptions
available to cooperative associations. - )

4, Mr. Justice Frankfurter in Tigner v. Texas, 310 U.S. 141 (1939), in referring
to the transformation in legislative and judicial attitude towards agricultural coopera-
tives concluded : “Since Connolly’s case was decided, nearly forty years ago, an impres-
sive legislative movement bears witness to general acceptance of the view that differ-
ences between agriculture and industry call for differentiation in the formulation of
public policy. The states as well as the United States have sanctioned cooperative
action by farmers; have restricted their amenability to the antitrust laws; have
relieved their organizations from taxation. . . .” Such expressions of legislative
policy have withstood challenge in the courts. /d. at 145-146. Extensive citations and
excerpts from state court opinions expressing the same view are found in Liberty
Warehouse Co. v. Burley Tobacco Growers’ Coop. Marketing Ass’n, 276 U.S. 71
(1928).
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basis for the inclusion in member contracts of terms and provisions
commonly employed in association-member agreements.®

Drafted within the framework of this enabling legislation, the
typical cooperative marketing agreement is essentially an entire output
contract for the term of five to fifteen years.® The producer agrees to
deliver to the association all crops grown or acquired during the term
of the contract” in exchange for the association’s promise to receive,
process and market such produce for the best price obtainable.® The

5. The state cooperative marketing stdtutes are collected in Jensen, The Bill of
Rights of U.S. Cooperative Agriculture, 20 Rocky Mr. L. Rev. 181, 191 n.29 (1948).
The Uniform Cooperative Corporation Act, drafted and approved by the American Bar
Association and the National Conference of Commissioners on Uniform State Laws
has been adopted in Utah and Maine with some modifications. Id. at 192. However,
the Bingham Cooperative Act of Kentucky, first enacted in 1922, is the prototype of a
majority of the state statutes. Ky, Rev. Stat. § 272100 ¢t seq. (1946). See, AsstRACT
oF THE Laws PerTaINING To CooPeraTiON IN THE Unirtep Srates Pt II (W.P.A.
for City of New York, 1940).

With respect to the cooperative members’ contract the Bingham Act provides: “The
association and its members may make marketing contracts, requiring the members to
sell . .. all or any specified part of their agricultural products . . . exclusively to or
through the association. . . . If they contract a sale to the association, it shall be
conclusively held that title to the products passes absolutely, except for recorded liens,
to the association upon delivery, or at any other time expressly and definitely agreed
in the contract. The contract may provide that the association may sell or resell the
products delivered by its members, with or without taking title to them; and pay its
members the resale price, after deducting all necessary expenses. . . .” Ky. Rev. STaT.
§272220 (1946). The constitutionality of this statute was sustained in Liberty Ware-
house Co. v. Burley Tobacco Growers’ Co-op. Marketing Ass'n, 276 U.S, 71 (1928).

6. The Bingham Act limits the term of the agreement to ten years. Kv. Rev. Star.
§272.220 (1946). Attempts to extend the effectiveness of the agreement do not
necessarily invalidate the entire contract. Olympia Milk Producers’ Ass'n v. Herman,
176 Wash. 338, 29 P.2d 676 (1934). However, the contract or by-laws may provide
for withdrawal privileges. By the withdrawal provisions in the marketing contract
of California Walnut Growers Association for 1940, the member is privileged to with-
draw as of February first of each year, upon written notice to the association between
Jan. 1 and Feb. 1 of the year in question.

7. The agreement quoted in Beaulaurier v. Washington State Hop Producers, 8
Wash.2d 79, 111 P.2d 559 (1941) at page 50, 111 P.2d at 363, is representative, “The
grower agrees to deliver to, and market and sell through the Association . . . all
hops produced, owned, controlled or possessed by him, commencing with all hops
produced during the year 1938 and every year thereafter to and including the crop
produced in 1947.”

8. See the contract set forth in Kansas Wheat Growers’ Ass'n v. Oden, 124 Kan.
179, 184, 257 Pac. 975, 978 (1927), “The association shall classify wheat by quality,
grade, variety or any other commercial standard: and this classification shall be
conclusive, . . . The association agrees to resell such wheat . . . at the best prices
obtainable by it under marketing conditions.” The court in the instant case, held
the contract provision as to the conclusiveness of the association’s grading and classifi-
cation was controlling in the absence of a showing of fraud, mistake or injury to
the grower. But cf. Myrold v. Northern Wisconsin Co-0p. Tobacco Pool, 206 Wis.
244, 239 N.W, 422 (1931).

As to the association’s duty to secure the “best price obtainable,” see Arkansas
Cotton Growers’ Co-op. Ass’'n v. Brown, 179 Ark. 338, 16 S.W.2d 177 (1929} ; Cali-
fornia Prune and Apricot Growers v. Baker, 77 Cal. App. 393, 246 Pac. 1081 (1926).
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contract may contemplate a purchase and sale of the producer’s crops, in
which case title is said to vest absolutely in the association. In the
alternative, the cooperative may receive the crop merely in the capacity
of marketing agent for purposes of sale. Although the agreement may
require that each producer’s crop be marketed individually, seasonal or
periodic pooling of members’ crops is a common practice.® The associ-
~ ation accounts to the producer for the net proceeds realized on the final
sale of his crops, after deducting the prorated operational expenses and
- other authorized deductions. To insure complete patronage by every
. producer—the primary economic objective of the contract—the associa-
| tion reserves the remedies of injunction, specific performance, and liqui-
i dated damages in event of the producer’s failure to deliver all or a part
© of his crop.t®
Liberal construction by the courts, in conformity with the legisla-
tive policy, has established the basic validity of the cooperative member
" contract.!* Moreover, express statutory sanction of equitable remedies
- and liquidated damages forecloses most litigable questions with respect
- to remedies against the defaulting producer.!? There remain, however,

9. Brankerrz, MARKETING CoOPERATIVES .10 (1940), For an excellent descrip-
| tion of the operation of the various commodity associations in pooling, see Ferrow
& ErswortH, AGRICULTURAL CoorEraTioN IN THE UNitep Startes (F.C.A. Burr. No.
54, 1947). See Reinert v. California Almond Growers Exchange, 63 P.2d 1114 (1937);
subsequent opinion, 9 Cal2d 181, 70 P.2d 190 (1937); Texas Certified Cottonseed
Breeders' Ass'n, 122 Tex. 464, 61 SSW.2d 79 (1933).
10. The cooperative marketing statutes specifically authorize these remedies. “Reme-
" dies for breach of coniract—(a) The by-laws or the marketing contract may fix, as
liquidated damages, specific sums to be paid by the member to the association if he
breaches any provision of the marketing contract regarding sale or delivery or with-
holding of products. . . . The clauses providing for liquidated damages shall be
enforceable as such and shall not be regarded as penalties. (b) If any member breaches
or threatens to breach such marketing contract, the association may have an injunc-
tion to prevent the further breach of the contract and a decree of specific performance.”
Ky. Rev. Star. §272.230. For decisions granting these remedies, see note 12 infra.

11, Anaheim Citrus Fruit Ass'n v. Yeoman, 51 Cal. App. 759, 197 Pac, 959 (1921);
Rifle Potato Growers’ Coop. Ass’n v. Smith, 78 Colo, 171, 240 Pac. 937 (1925);
Burley Tobacco Growers’ Coop, Assm v. Rogers, 88 Ind. App. 469, 150 N.E. 384
(1926) ; Clear Lake Coop. Live Stock Shippers’ Ass’'n v. Weir, 200 lowa 1293, 206
N.W. 297 (1925); Kansas Wheat Growers’ Ass'n v. Schulte, 113 Kan. 672, 216 Pac.
311 (1923); Potter v. Dark Tobacco Growers’ Coop. Ass'n, 201 Ky. 441, 257 S.W. 33
(1923); Louisiana Farm Bureau Cotton Growers’ Coop. Assm v. Clark, 160 La.
294, 107 So. 115 (1926); Minnesota Wheat Growers’ Coop. Marketing Ass’n v.
Huggins, 162 Minn, 471, 203- NNW. 420 (1925); Tobacco Growers’ Coop. Assn v.
Jones, 185 N.C. 265, 117 S.E. 174 (1923); Oregon Growers’ Coop. Ass'n v. Lentz, 107
Ore. 561, 212 Pac. 811 (1923); Washington Cranberry Growers’ Ass'n v. Moore,

» 117 Wash. 430, 201 Pac. 773 (1921); Northern Wisconsin Coop. Tobacco Pool v.
. Bekkedal, 182 Wis. 571, 197 N.W. 936 (1923).

12. The courts uniformly grant the association the remedies of specific perform-
[ ance injunction and liquidated damages. Specific Performance: Colma Vegetable
- Ass'n v. Bonetti, 91 Cal. App. 103, 267 Pac. 172 (1928) ; Tobacco Growers’ Coop. Ass'n
. v. Jones, 185 N.C, 265, 117 S.E. 174 (1923); Texas Farm Bureau Cotton Ass’n v.
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several significant areas for judicial delineation in the construction and
interpretation of marketing agreements. Meriting particular considera-
tion are the defenses and recourse available to the producer resulting
from irregularities in the formation of the contract; the sale of the pro-
ducer’s land or the mortgage of his crops; and the association’s violation
of the terms of the agreement. Finally, the present judicial reliance
upon the concept of passage of title under the terms of the contract as
determinative of risk of loss and other ownership consequences war- |
rants specific examination.

Irregularities in the formation of the contract stemming from mis-
leading representations at the time of execution or failure of the associ-
ation to comply with conditions precedent to the producer’s obligations
under the agreement have been particularly productive of litigation.!3
Overzealous cooperative organizers are prone to exaggerate the benefits
of cooperative marketing in an effort to increase membership. Should
such statements relate to present or past material facts and the producer
reasonably relies to his detriment, it is well established that he may
assert such misrepresentation as a defense to a contract action or as a
basis for rescission or cancellation.'* For instance, where a coopera,tive‘

Stovall, 113 Tex. 273, 253 S.W. 1101 (1923). Injunction: Burley Tobacco Growers'
Coop. Ass'n v, Devine, 217 Ky. 320, 289 S.W, 253 (1926); Kansas Wheat Growers’
Ass'n v. Schulte, 113 Kan. 672, 216 Pac, 311 (1923) ; Minnesota Wheat Growers’ Coop.
Marketing Ass’'n v. Huggins, 162 Minn, 471, 203 N.W. 420 (1925); Nebraska Wheat
Growers’ Ass'n v. Norquest, 113 Neb. 731, 204 N.W. 798 (1925); Beaulaurier v.
Washington State Hop Producers, 8 Wash.2d 79, 11 P.2d 559 (1941). Liguidated
Damages: Dark Tobacco Growers’ Coop. Assn v. Daniels, 215 Ky. 67, 284 S.W. 399
(1926) ; Dark Tobacco Growers’ Coop. Ass'n v. Mason, 150 Tenn. 228, 263 S.W. 60
(1924). For further citations and discussion of these remedies, see HuLsert, 0p. cit.
supra note 1, at 179-194. The necessity for additional protection to the association
and the development of these remedies in the courts are set forth in Nourse, op. rit.
supra note 1, at 195-215, 267-331.

The cooperative marketing statutes further provide that it shall be a misde-
meanor for a third party to knowingly induce a breach of or interfere with the
members’ conttact and that the association may recover a penalty of $500. See Liberty
Warehouse Co. v. Burley Tobacco Growers’ Coop. Marketing Ass’n, 276 U.S, 71 (1928).
See also Watertown Milk Producers’ Coop. Assm v. Van Camp Packing Co., 199
Wis. 379, 225 N.W. 209, 226 N.W. 378 (1929); Monte Vista Potato Growers’ Coop.
Ass'n v. Bond, 80 Colo. 516, 252 Pac. 813 (1927); HuLserr, op. cit. supra note 1, at
194,

13. Frequently, the contract or the by-laws condition the effectiveness of the con-
tract upon the association’s securing the specified number of producers or requisite
acreage or bushelage. The association has the burden of proving compliance with such
conditions in an action to recover on the contract. Kansas Wheat Growers’ Ass'n v.
Bridges, 133 Kan. 397, 1 P.2d 265 (1931) ; Washington Wheat Growers’ Ass’'n v. Leifer,
132 Wash. 602, 232 Pac. 339 (1925).

14. Kansas Wheat Growers’ Ass'n v. Massey, 123 Kan, 183, 253 Pac. 1093 (1927):
Wenatchee Dist. Coop. Ass'n v. Mohler, 135 Wash, 169, 237 Pac. 300 (1925).

Similarly, if the contract is signed under duress it is subject to rescission at the
instance of the producer. Sun-Maid Raisin Growers of California v, Papazian, 74 Cal.
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agent induced a producer to enter into a cooperative agreement by
assurances that the association had sectired an elevator in the locality?!®
or would extend credit during the growing season,'® the producer’s as-
sertion of these misrepresentations as a defense in an equitable action
to compel delivery was sustained. The statements, however, must not
be mere opinions or predictions and the producer must reasonably be-
lieve that the agent had authority so to represent.!'™ A general predic-
tion as to the increased price obtainable by marketing through the
association will not entitle the grower to cancellation of the contract.!®

Chief among the anti-misrepresentation weapons in the association’s
arsenal are the classic rules of estoppel and waiver which are doubly
lethal because of the dual role of the grower as a member of the associ-
ation and a contracting party. Incorporation by reference of the by-
laws into the contract lends credence to the argument that the two
roles are interdependent.!® Hence, if subsequent to signing the contract
and with knowledge of the fraud, the producer either performs under
the contract or participates as a member of the association, he is held to

App. 231, 240 Pac. 47 (1925); Commonwealth v. Reffit, 149 Ky. 300, 148 S.W. 48
(1912).

15. Kansas Wheat Growers’ Ass'n v. Vague, 118 Kan. 246, 234 Pac. 964 (1925).
There were also representations as to the number of producers in the locality who had
signed marketing contracts with the association.

16. Dunbar v. Tobacco Growers’ Coop. Ass'n, 190 N.C. 603, 130 S.E. 505 (1925).
The illiteracy of the producer as compared to the expert knowledge of the cooperative
agent was stressed by the court. But see, Kansas Wheat Growers’ Ass’'n v. Rowan, 125
Kan. 710, 266 Pac. 101 (1928).

17. Kansas Wheat Growers’ Ass'n v. Rowan, 125 Kan, 710, 266 Pac. 101 (1928) ;
Natchez Pecan Marketing Ass'n v. Bramlett, 163 Miss. 596, 143 So. 429 (1932) (holding
disclaimer clause in contract precluded rescission upon grounds of oral misrepresenta-
tions) ; Simpson v. Tobacco Growers’ Coop. Ass'n, 190 N.C. 603, 130 S.E. 507 (1925).
But cf. Placentia Coop. Orange Growers’ Ass’'n v. Henning, 118 Cal, App. 487, 5 P.2d
444 (1931).

18. Burley Tobacco Growers’ Coop. Ass’n v. Rogers, 88 Ind. App. 469, 480, 150
N.E. 384, 388 (1926) ; Kansas Wheat Growers’ Ass’n v. Floyd, 116 Kan, 522, 524, 227
Pac. 336, 337 (1924); South Carolina Cotton Growers’ Coop. Ass'n v. English, 135
S.C. 19, 133 S.E. 542 (1926).

19. Kansas Wheat Growers’ Ass'n v. Massey, 123 Kan. 183, 253 Pac. 1093 (1927).
Watertown Milk Producers’ Coop. Ass'n v. Van Camp Packing Co., 199 Wis. 379, 225
N.W. 209, 226 N.W. 378 (1929). In the Massey case supra, the court concluded at
page 185, 253 Pac. at 1094: “The result is, membership and marketing are fused
. elements of the cooperative scheme. Because the bond of membership binds each mem-
ber to others to sell only through the association, to affirm membership is to affirm obliga-
tion to fulfill requirements of the marketing agreement, and obligation to fulfill require-
ments of the marketing agreement may not be denied by one who asserts membership
and exercises privileges of membership by participating in the corporate activities of the
organization.”

As to the incorporation of by-laws into the marketing contract, the provisions of
the California Fruit Exchange Marketing Contract are illustrative: “The By-Laws of
Exchange shall constitute a part of this contract, and any amendment to said by-laws,
made as herein provided, shall automatically modify this contract.” THE BLUE ANCHOR,
History oF THE CALIFORNIA Fruir ExcuHaNGe 49 (1947).
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waive any previously existing grounds for avoidance.? No finding of
specific intent to waive is necessary nor is a showing of reliance by the
association required. Under similar circumstances the producer may be
estopped to assert the non-compliance by the association with conditions
precedent to producer’s duty to perform.*!

Reliance by the association, if required, may be implied from its
assumption of contractual obligations for the future sale and delivery to
commercial buyers. While the finding of waiver by further participa-
tion under the contract is in accord with settled contract principles, the
alternative basis for implying such waiver, the exercise of membership
privileges, may be subject to question. That the relationship of member
and contracting party can be separate is demonstrated by the contracts
between nonmembers and the association.*? Further, the casting of a
proxy vote, or any other exercise of membership right, may seem
totally unrelated to the marketing contract. It remains true, however,
that the membership rights, in a broad sense, are exercised to further
the identical objectives as those of the marketing contract, an increased
financial return on the marketing of the member’s produce. Thus, the
courts are reasonably justified in concluding that a participation in the
affairs of the association is sufficiently inconsistent with an intention to
deny the validity of the contract as to warrant a finding of waiver.

The producer’s inability to perform under the agreement due to the
acquisition by a third party of an interest in the land upon which the

20. Kansas Wheat Growers’ Ass'n v. Rowan, 125 Kan. 654, 266 Pac. 104 (1928)
(by exercise of proxy vote in association’s general meetings) ; Kansas Wheat Growers’
Ass'n v. Oden, 124 Kan, 179, 254 Pac. 975 (1927) (same); Dairy Cooperative Ass’n
v. Brandes Creamery, 147 Ore. 488, 495, 30 P.2d 338, 340 (1934) (partial performance
under the contract) ; Beaulaurier v. Washington State Hop Producers, 8 Wash.2d 79,
111 P.2d 559 (1941) (participation in meetings). The applicable principle was stated
in Kansas Wheat Growers’ Ass’n v. Massey, 123 Kan. 183, 253 Pac. 1093 (1927), “If
defendant [producer] considered he was fraudulently induced to become a member, he
was privileged to renounce membership, and renunciation would relieve him from obli-
gation to comply with the marketing agreement. . . . He could rescind and stay out,
or he could stay in. But he could not consider himself out at marketing time, and
in when corporation business was to be transacted, or keep membership and withdraw
from the marketing agreement. . . . Jd. at 186, 253 Pac. 1094.

21. Kansas Wheat Growers’ Ass'n v, Windhorst, 131 Kan. 423, 292 Pac. 777 (1930)
(producer’s membership on preorganization committee, which had certified as to number
of bushels of wheat under contract, estopped him from asserting falseness of the certifi-
cation, despite his lack of actual knowledge): Wenatchee District Coop. Ass’n v.
Thompson, 143 Wash., 655, 255 Pac. 918 (1927). However, usually the producer must
have actual notice of the fraud or of the association’s non-compliance with conditions
precedent before waiver will be implied. See Wenatchee Dist, Coop. Ass'n v. Mohler,
135 Wash. 169, 237 Pac. 300 (1925).

22. Other distinctions between the producer’s relationship as a member and as a
contracting party have been discussed in Parr II, notes 6-12 supra, and accompanying
text.
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Statutory exemptions of cooperatives from the state antitrust laws
were thwarted temporarily by the United States Supreme Court in
Connolly v. Unton Sewer Pipe Co.° Exception of agricultural coopera-
tives was considered an unreasonable classification violating the equal
protection clause of the Fourteenth Amendment. However, the states
continued to enact exclusionary legislation, and the Connolly case was
soon distinguished!® and eventually overruled.!' Presently, all states
have cooperative marketing statutes,'? which usually authorize formation
of marketing cooperatives and the execution of entire output contracts
with members.!® Under such succoring legislation, the intrastate activi-
ties of agricultural cooperatives have almost uniformly prevailed against
attacks based on state antitrust laws.*

The trend of the statutes and decisions reflects a strong puf;lii:
policy favorable to agricultural cooperation. Supporting propositions
_ are that cooperatives benefit the entire public by alleviating the depressed
status of agriculture while merely affording farmers protection from un-
fair prices offered by organized purchasers. And, further, monopoliza-
tion is impossible or has not occurred.'> Hence, any restraints on com-
petition are reasonable within the common law “rule of reason” or
similar statutory exceptions. However, there are occasional intimations

Co. Producers Corp., 203 Ala. 345, 83 So. 69 (1919) ; Burley Tobacco Society v. Gillaspy,
51 Ind. App. 583, 100 N.E. 89 (1912) ; Commonwealth v. Hodges, 137 Ky. 233, 125 S.W.
689 (1910} (statute) ; Owen County Burley Tobacco Society v. Brumback, 128 Ky. 137,
107 S.W. 710 (1908) (statute); Castorland Milk and Cheese Co. v. Shantz, 179 N.Y.
Supp. 13 (Sup. Ct. 1919); Phez Co. v. Salem Fruit Union, 103 Or. 514, 201 Pac. 222
(1921). For discussions of these and other similar cases, see Hursert, LEGAL PHASES
or CooperATIVE AssociaTions 199 (F.C.A. Burr. No. 50, 1942) ; Noussg, op. cit. supra
note 1, ¢. 14; Hanna, Cooperative Associations and the Public, 29 Micn. L. Rev, 148,
159 (1930) ; Tobriner, Cooperative Marketing and the Restraint of Trade, 27 CoL. L. Rev.
827 (1927) ; Note, 27 Va. L. Rev. 674 (1941).

9. 184 U.S. 50 (1902).

10. Liberty Warehouse Co. v. Burley Tobacco Growers Co-Operative Marketing
Ass'n 276 U.S. 71 (1928) ; International Harvester Co. v. Missouri, 234 U.S. 199 (1914).

11. Tigner v. Texas, 310 U.S. 141 (1940).

12, Collected in Jensen, The Bill of Rights of U.S. Cooperative Agriculiure, 20
Rocky Mt L, Rev. 181, 191 n29 (1948). The prototype of the majority of these
statutes is the Bingham Act, first enacted by Kentucky in 1922. Ky. Rev. Start. ¢, 272
(1946).

13. Nousrsg, op. cit. supra note 1, at 107; Note, 22 Norre DaMe Law. 414 (1947),

14. E.g., Warren v. Alabama Farm Bureau Cotton Ass'n, 213 Ala. 61, 104 So, 264
(1925} ; Rifle Potato Growers Ass'n v. Smith, 78 Colo. 171, 240 Pac. 937 (1925); Clear
Lake Cooperative Ass'n v. Wier, 200 Towa 1293, 206 N.W. 297 (1925); Dark Tobacco
Growers’ Cooperative Ass'n v. Robertson, 84 Ind. App. 51, 150 N.E. 106 (1926); To-
bacco Growers’ Co-operative Ass’n v. Jones, 185 N.C. 265, 117 S.E. 174 (1923); List
v. Burley Tobacco Growers Co-Operative Ass'n, 114 Ohio St. 361, 151 N.E. 471 (1926);
Northern Wisconsin Cooperative Tobacco Pool v. Bekkedal, 182 Wis, 571, 197 N.W. 936
(1924). See NoURSE, op. cif. supra note 1, ¢. 15; Note, 27 Va. L. Rev. 674, 676 (1941).

15. See Arndt, The Law of California Co-Operative Marketing Associations, 8
Cavrr. L. Rev. 281, 284 (1920); Hanna, supra note 8, at 165; Tobriner, supra note 8;
Note, 27 Va, L. Rev. 674, 676 (1941).
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that, even under state permissive legislation, cooperative restraints are
lawful only when ‘“reasonable;”!® that cooperatives may not'restrict
production or enhance prices beyond their “true value”.!” Yet, coopera-
tive restrictions on production, although a relatively common practice,'®
have escaped judicial condemnation by the state courts within recent
years. And, of course, the “true value” of a product, at least in monetary
terms, would not seem to be capable of determination.

At the most, reservations as to ‘‘reasonableness” signify that the
cooperatives may not engage in flagrantly predatory activities. In view
of the general ineffectiveness of the state antitrust laws'® and the present
favorable attitude of the judiciary and legislatures, this should not prove
to be a very stringent restriction. Ilustrative of the present liberal
approach is a recent Ohio case, Superior Dairy, Inc. v. Stark County
Milk Producers’ Ass'n.2® The dairy sought a declaratory judgment that
the defendant cooperative, comprising over 90% of the milk producers
in the area, violated the state antitrust laws in refusing to sell milk to
the plaintiff-distributor unless the plaintiff discontinued a discount sys-
tem which it had established. A further allegation was that the co-
operative intended to fix prices charged milk consumers in the area and
to prevent competition in the sale of milk. A demurrer to the complaint
was sustained on the ground that the Ohio Cooperative Agricultural
Marketing Act,?’ broadly construed in the light of public policy, ex-
empted the defendant’s alleged activities from the state antitrust laws.

The Superior Dairy case indicates that marketing cooperatives may
enforce retail price maintenance by refusals to sell.?? Under state fair
trade acts, consumer cooperatives may be required to maintain minimum
retail prices.?® These acts are normally applicable to cooperatives, and

16. E.g., Denton v. Alabama Cotton Co-Operative Assn, 30 Ala. App. 429, 7 So.2d
504 (1942) ; Starke County Milk Producers’ Ass'n v. Tabeling, 129 Ohioc 159, 194 N.E,
16 (1933)..

17. See Tobacco Growers’ Co-Operative Ass’n v, Jones, 185 N.C, 265, 280, 117 S.E.
174, 181 (1923); List v. Burley Tobacco Growers Co-Operative Ass’n, 114 Ohio St. 361,
151 N.E. 471, 476 (1926) ; Washington Cranberry Growers Ass'n v. Moore, 117 Wash.
430, 438, 201 Pac. 773, 776 (1921). See Keegan, Power of Agricultural Co-Operative
Associations to Limst Production, 26 Mica. L. Rev. 648 (1928).

18. Tobriner, supra note 8, at 835.

19. Comment, 43 Irr. L. Rev. 205, 220 (1948); Legis, 32 Cor. L. Rev. 347, 364
(1932).

20. B9 Ohio App. 26, 100 N.E.2d 695 (1950).

21. Omnro GeN. Cope Ann. § 10186-1 ¢f seq. (Cum. Supp. 1951),

22. But Cf. Hy-Grade Dairies v. Falls City Milk Producers Ass'n, 261 Ky. 25, 8
S.W. 2d 1046 (1935). Compare United States v. Colgate & Co., 250 U.S. 300 (1919), with
F.T.C. v. Beech-Nut Packing Co., 257 U.S. 441 (1922). See Comment, 58 Yare L.J. 1121
(1948), for a general commentary on the legality of refusals to sell.

23. Bunn, Consumers Co-Operatives and Price Firing Lows, 40 Micu. L. Rev. 165,
171 (1941). See, on the fair trade laws generally, McLaughlin, Fair Trade Acts, 86
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a special exemption by a Wisconsin statute was declared unconstitutional
by the state court.?* However, patronage refunds should not be con-
demned under the fair trade laws since refunds neither constitute price
cutting on any particular item nor threaten the reputation of any
product.?®

The practices of cooperatives are in certain instances closely regu-
lated by state control measures, particularly in the milk industry.?® When
a cooperative is operating under a valid state marketing order, or other
regulatory procedures, the state antitrust laws are inapplicable. And if
the state order does not conflict with the operation of the Federal Agri-
cultural Marketing Act,®" or is not otherwise invalid, cooperatives act-
ing in conformity with such order would not be subject to the federal
antitrust laws, which do not encompass state action.?®

Feperar AntITRUST LAWS

The Sherman Antitrust Act®® has been in effect for approximately
60 years, yet its application to agricultural cooperatives remains un-
certain. There is considerable doubt that the Act was originally in- -
tended to apply to other than corporations and trusts engaging in intet-
state commerce.?® However, an early construction included labor un-
ions,® and cooperatives apparently would also be brought within the
ambit of the Act. Apprehensive that the mere formation of a coopera-
tive would be considered a combination and conspiracy in restraint of

U. or Pa. L. Rev. 803 (1938) ; Shulman, The Fair Trade Acts ond the Law of Restric-
tive Covenanis, 49 Yare L.J. 607  (1940) ; Comment, 61 Yare L.J. 381 (1952).

24. Weco Products Co. v. Reed Drug Co., 225 Wis, 474, 274 N.W. 426 (1937).

25. Bunn, supre note 23, at 173. In accord are. those cases holding that giving, with
each sale, trade receipt coupons which can be used later on the purchase price of any
item is permissible under the fair trade acts. Food & Grocery Bureau v. Garfield, 20 Cal,
2d 228, 125 P.2d 3 (1942) ; Weco Products v. Mid-City Cut Rate Drug Stores, 55 Cal.
App.2d 684, 131 P.2d 856 (1943); Bristol-Myers Co. v. Lit Bros, Inc, 336 Pa. 81, 6
A2d 843 (1939). Contra: Bristol-Myers Co. v. Picker, 302 N.Y. 61, 96 N.Ez2d 177
(1950). Compare Sperry & Hutchison Co. v. McBride, 307 Mass. 408, 30 N.E2d 269
(1940}, with Ed. Schuster & Co. v. Steffes, 237 Wis, 41, 295 N.W. 737 (1941},

26. Cadwallader, Government and I'ts Relationship to Price Standards in the Milk
Industry, 22 Mixn, L. Rev. 789, 809 (1938).

27. See note 67 infra and accompanying text,

28. Parker v, Brown, 317 U.S. 341 (1942). Of course, a state may not insulate
cooperative activity from the federal antitrust laws simply by means of permissive legis-
lation. The state itself must provide the machinery of control to come within the
Pgrker v. Brown decision, Id, at 351,

29. 26 Star. 209 (1890), as amended, 50 Star. 693 (1937), 15 U.S.C. §§1-7 (1946)

30, Schmidt, The dpplication of the Antitrust Lows to Labor: A New Era, 19
Tex. L. Rev. 256 (1941) surveys the controversy over the intended seope of the Sherman
Act, with particular reference to labor unions.*

31. Loewe v. Lawlor, 208 U.S. 274 (1908) ; Schmidt, supre note 30,
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trade, as some state courts had already held,?® cooperative associations
pressed for legislative exemptions.

These efforts culminated in the Clayton Act,®® enacted in 1914, and
the passage of the Capper-Volstead Act® in 1922. Section 6 of the
Clayton Act provides that the federal antitrust laws are not to forbid
the existence or operation of non-stock, non-profit labor, agricultural, or
horticultural organizations, and are not to restrain the lawful effectua-
tion of their legitimate objects; nor are such organizations to be con-
sidered illegal combinations or conspiracies in restraint of trade.®® The
Capper-Volstead Act authorizes the organization of marketing coopera-
tives on a capital stock basis, and sanctions common marketing agencies
and execution of necessary contracts and agreements.?®

Uncertainty as to the precise scope of the exemption afforded co-
operatives by the Clayton and Capper-Volstead Acts was partially re-
solved by United States v. Borden Co.3" the only relevant Supreme
Court decision. A criminal action was instituted charging a combina-
tion and conspiracy among a milk cooperative and its officials, milk
distributors, a labor union, and city officials to fix prices and control
production in the Chicago fluid milk market. Reversing the conclusion
of the lower court that agriculture cooperatives were absolutely exempt
from the antitrust laws, the Supreme Court held that such an organiza-
tion could violate the Sherman Act by combining and conspiring with
others.

However, there is still no authoritative answer to the question
whether a cooperative association acting alone or in concert with other
cooperatives is entirely without the provisions of the Sherman Act.
The Borden case is not decisive on this proposition. The opinion was
expressly limited to the situation where the cooperative conspires with
others. In the somewhat analogous area of the application of the Sher-
man Act to labor unions, a union is not subject to the Act when it
proceeds independently,®® even though conspiracy with non-union parties

32. See cases cited in note 8 supra.

33. 38 Star. 730 (1914), as amended, 15 U.S.C. § 12 ¢t seq. (1946).

34. 42 Srtar. 388 (1922), 7 U.S.C. §§291-292 (1946).

35. 38 Srar. 731 (1914), 15 U.S.C. §17 (1946).

36. 42 Stat. 388 (1922), 7 U.S.C. §291 (1946). The Act requires qualifying asso-
ciations to conform to traditional cooperative principles. The association must be oper~
ated for the mutual benefit of members, and either each member must be given one vote
or dividends on stock and membership capital must be limited to 8 per cent vearly. In
addition, the cooperatives may not deal with the products of nonmembers to a greater
extent than with the products of members,

37. 308 U.S. 188 (1939). For a popular account of the background of this case,
see Milk in Chicago, Fortune Magazine 80 (Nov. 1939).

38, United States v, Hutcheson, 312 U.S. 219 (1941).
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is actionable.?® Thus, in United States v. Dairy Cooperative Ass'n,*°
a Federal District Court refused “to scuttle the plain language of the
Clayton Act, as antilabor courts scuttled the labor provisions of the
same act,” and held that monopolistic conduct by a cooperative was not
illegal when other parties were not involved. Some support for this
position can be found in the legislative history of the Clayton and
Capper-Volstead Acts,*! although there are equally persuasive state-
ments to the contrary.*2

A more powerful argument for a broad construction of the coopera-
tive exemption is the divergence between government policy towards
competition in agriculture as compared with the policy to encourage and
protect competition contemplated by the antitrust laws. The maintenance
of effective competition, the nexus of antitrust policy,*® is not the
principal consideration in the present governmental approach to agricul-
tural problems. Rather, the emphasis increasingly has been to control
and channelize competition among producers of agricultural commodi-
ties. The government has permitted, or actually enforced, limitations on
production and has controlled prices of certain farm products under the
Agricultural Marketing Act.** And it has sought to establish floors
under the prices received by farmers by means of the parity formula.*®
From this, it might be persuasively contended that the Clayton and
Capper-Volstead provisions were merely the first step of a government
program to lessen rather than promote competition among agricultural
producers and to procure higher prices for farmers rather than lower
prices for consumers; consequently, the antitrust exemptions should be
broadly construed to prevent the agricultural program from being crip-
pled by the conflicting purposes of the antitrust laws.

39. Allen Bradley Co. v. Local Union No. 3, IBEW,, 325 U.S. 797 (1945).

40. 49 F. Supp. 475 (D. Ore. 1943). See Farmers Cooperative Co. v, Birmingh
86 F. Supp. 201, 229 (N.D. Iowa 1949) ; United States v. Elm Spring Farm, 38 F. Supp.
508, 511 (D. Mass. 1941). See Jensen, supra note 12, at 189,

41. E.g., Speech of Senator Kellog, 62 Coxa. REc. 2049 (1922 ; Speech of Senator
Fletcher, 62 Coxe. Rec. 2107 (1922). See Kovner, The Legislative History of Section 6
of the Clayion Act, 47 Cor. 1. Rev. 749 (1947).

42. E.g., Speech of Representative Volstead, 61 Coxg. Rec. 1033 (1921). See Hanna,
dntitrust Immunities of Cooperative Associations, 13 Law & Conreme. Prop. 488, 493
(1948).

43. See Apex Hosiery Co. v, Leader, 310 U.S. 469, 490-500 (1939).

44, See note 67 infra and accompanying text.

45, Agricultural Adjustment Act of 1938, 52 Stat. 31 (1938), as amended 7 US.C.
§ 1282 ot seq. (Supp. 1951). This statute also provides for the governmental promulga-
tion of marketing quotas for certain crops, including tobacco, wheat, and cotton, For
further information on governmental farm legislation and policies, see BraispeLL, op.
cit, supra note 6, especially c. I11; Degring, USDA MANAGER OF AMERICAN AGRICULTURE
(1945) ; LarsoN. AGRICULTURAL MARKETING ¢, 24 (1951); Shields and Shulman, supra
note 6.
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Nevertheless, an equally convincing argument can be advanced that
cooperatives, acting alone, are not totally excluded from the operation
of the Sherman Act. Section 6 of the Clayton Act appears to be pri-
marily concerned with removing the threat that the mere existence of a
cooperative would be an illegal restraint of competition, and speaks of
“lawfully carrying out the legitimate objects thereof.” Relying upon
this emphasis on legality, the Court soon construed Section 6 to leave
labor unions, as organizations, subject to all the prohibitions of the
Sherman Act.*® Later decisions virtually removing unions from the
restrictions of the Act were predicated on an interaction of the Norris-
LaGuardia Act*” with the Clayton Act Section 6.*®# Of course, the
Norris-LaGuardia Act is not concerned with agricultural cooperatives.
The Capper-Volstead Act merely extended the privilege of organizing
cooperatives free from the restraints of the antitrust laws to those hav-
ing capital stock and paying dividends and does not expressly purport to
give a complete immunity.

Although governmental farm policy has frequently fostered con-
trolled prices and production of some agricultural products, this control
has been under the direction or supervision of government agencies.
As such, it affords little justification for allowing private groups, respon-
sible to no one except their own members, to exercise such powers with
impunity. There would seem to be a considerable public interest in the
maintenance of an abundant supply of food, and other vital farm com-
modities, at reasonable prices. Some public restraint should be main-
tained over private groups controlling, or having the potentlahty to
control, this fundamental segment of our economy.

Should a narrow construction of the cooperative exemption be ac-
cepted, farmers would be placed nearly on a par with corporations under
the antitrust laws. Association of farmers into cooperative groups for
joint action would not be per se illegal. Thus, farmers could mitigate
the handicap of competing among themselves in a situation of almost
perfect competition while buying and selling in markets often under
monopoly, oligopoly, or lesser degrees of control. Yet, cooperative

46, Duplex Printing Press Co. v. Deering, 254 U.S. 443 (1921). See Grecory,
Lasor axp THE Law c. 8-9 (Rev. ed. 1949). United States v. King, 229 Fed. 275 (D.
Mass, 1915), 250 Fed. 908 (D. Mass. 1916), the only important federal case arising
between the enactment. of the Clayton and Capper-Volstead Acts, held that a potato
cooperative which blacklisted and boycotted certain nonmembers engaged in an illegal
restraint of trade under the Sherman Act. The cooperative was not exempted by the
Clayton Act Section 6 since these activities were not “lawful.”

47, 47 Star. 70 (1932), 29 U.S.C. §101 of seq. (1946).

48, United States v. Hutcheson, 312 U.S. 219 (1941). See Gregory, The New
Sherman-Clayton-Norris-LaGuardia Act, 8 U. or CaL L. Rev. 503 (1941); Schmidt,
supra note 30, at 287,
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groups, as entities, could not combine or conspire with others in restraint
of trade in violation of Section 1 of the Sherman Act, nor could they
legally acquire monopoly control over the market, alone or in combina-
tion with others, in violation of Section 2 of the Act.*?

Collective action between two or more cooperatives could constitute
a “combination or conspiracy with others” within the meaning of the
Borden case, and thus be non-exempt if in restraint of trade. However,
federated cooperatives are so tightly interwoven and centrally controlled
that they are in fact, as well as theory, one large cooperative.’® Hence,
they should come within the exemptions which the law affords individual
cooperatives, and not be considered a loose combination of their respec-
tive units. The Capper-Volstead Act expressly legalizes common mar-
keting agents for cooperative associations coming under the Act.’* In
addition, the Cooperative Marketing Act authorizes the acquisition, in-
terpretation, and exchange of past, present, and future crop and market
statistics among associations and federations of marketing cooperatives.5
These provisions seemingly neutralize those cases finding trade associa-
tions to be in violation of the Sherman or Federal Trade Commission
Acts to the extent that such cases were based on the exchange of detailed
pricing and production information and the consequent pressure to con-
form, inherent in the exchange.3 But, more concrete efforts to assure
adherence to uniform prices would not necessarily be legalized.

49. Some excellent articles on the present status of the antitrust laws and the
policies influencing their application are: Adelman, Integration and Anti-trust Policy,
61 Harv. L. Rev. 27 (1949) ; Chadwell and McLaren, The Current Status of the Anti-
trust Lows, (1950) U. or IL. L. Forum 491; Fuchs, Economic Considerations in the
Enforcement of the Antitrust Lows of the United Stetes, 34 Minxn. L, Rev. 210 (1950);
Levi, The Aniitrust Lows and Monopoly, 14 U, or Cmi, L. Rev, 153 (1947); Peppin,
Price-Fixing Agreements under the Sherman Antt-Trust Law, 28 Cavrr, L. Rev. 667
(1940) ; Rostow, Monopoly under the Sherman Act: Power or Purpose, 43 IiL. L. Rev.
745 (1949) ; Rostow, The New Sherman Act: A Positive Instrument of Progress, 14
U. or Cr1 L. Rev. 567 (1947) ; Wood, The Supreme Couwrt and o Changing Anittrusi
Concept, 97 U. or Pa, L. Rev, 309 (1949).

50. See Parrt 1, p. 364, infra.

51. 42 Srar. 388 (1922), 7 U.S.C. §291 (1946).

52. 44 Srar. 803 (1926), 7 U.S.C, §455 (1%46).

53. United States v. Socony-Vacuum OQil Co., 310 U.S. 150 (1940) ; The Sugar In-
stitute, Inc. v. United States, 297 U.S. 553 (1936) ; United States v. Trenton Potteries
Co., 273 U.S. 392 (1927); United States v. American Linseed Oil Co., 262 U.S, 371
(1923) ; American Column & Lumber Co. v. United States, 257 U.S. 377 (1921). See
also, Appalachian Coals, Inc. v. United States, 288 U.5. 344 (1933); Maple Flooring
Manufacturers Ass'n v. United States, 268 U.S, 563 (1925); Tag Manufacturers Insti-
tute v. F.T.C, 174 F.2d 452 (Ist Cir. 1949). The activities of trade associaticns in
assembling and distributing market statistics were important factors in these cases only
when the information enabled the association members to fix prices or to engage in
imperfect competition by making it possible for each member to discern what his
competitors were doing, and the probable effect of his actions upon competitors and
upon the market, The particularity of pricing and production information, whether
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Even should the cooperative exemption be strictly construed, the
control of the market necessary to constitute illegal monopolization is
uncertain. The Alcoa case® found that 90% control of aluminum ingot
production was monopolistic and there were dicta that two-thirds con-
trol would probably be sufficient; at least where there was a general
intent to monopolize.®® Accepting the rationale of the Alcoa opinion,
that a monopoly is illegal per se because it has the power to control
prices, which is illegal per se, an organization that acquires and exercises
power to substantially affect or fix prices in the market monopolizes in
violation of Section 2.5 Where there is a specific intent to monopolize,
control over a much smaller percentage of the market may comprise an
illegal attempt to monopolize.5" Furthermore, the illegal monopoly or
restraint may be of an identifiable local market.®

Monopoly control over a market by a cooperative is improbable,
whatever the lower limits of monopolization may prove to be, where a
crop or livestock is grown over a large area and marketed nationally.
The large number of individual farmers involved, together with the rela-
tive ease of entry and egress from the market, would make effective
control over a considerable period of time nearly impossible.?® However,
cooperatives have and do exercise up to 100% control over the produc-
tion and sale of certain commodities, which are either grown in a
limited, contiguous geographic area, such as cranberries and citrus fruit,
or have primarily a localized market, as the fluid milk market.8°

knowledge of past practices or future plans was disseminated, the availability of the
statistics to outsiders, and the pressure, both moral and legal, brought on members to
refrain from price-cutting are relevant factors having varying weight in the decision of
the cases. See, generally, Donovan, Trade Assecigtion Administration and Protection
under the Antitrust and Other Lows, 30 Gro. L.J. 17, 149 (1941) ; Hale, Agreements
Among Competitors: Incidental and Reasonable Restraints of Trade, 33 MinN. L. Rev.
331 (1949).

54. United States v. Aluminum Co. of America, 148 F.2d 416 (2d Cir. 1945).

55. Id. at 424, The court also stated that control of one-third of the market would
definitely not be monopolistic. This dictum has been criticized as “unrealistic.” Fuchs,
supra note 49, at 217. See Handler, Industrial Mergers and the Anti-Trust Laws, 32
CoL. L. Rev. 179 (1932), for a description of difficulties encountered in the earlier cases
in determining the percentage of market control necessary for a Section 2 violation.

56. United States v. Aluminum Co. of America, 148 F.2d 416, 427 (2d Cir. 1945).
See Levi, supre note 49, at 175, )

57. United States v. Yellow Cab Co, 332 U.5. 218 (1947), 338 U.S. 338 (1949);
United States v. Columbia Steel Co.,, 334 U.S. 495 (19M48).

58. Lorain Journal Co. v. United States, 72 5.Ct. 181 (1951); Indiana Farmer’s
Guide Pub, Co. v. Prairie Farmer Pub. Co., 293 U.S. 268 (1934).

39. NOURSE, op. cit. supra note 1, at 428; Tobriner, supra note 8, at 828; Sex, Rep.
No.236, 67th Cong., st Sess. 2 (1921).

60. Sen. Rep. No. 236, 67th Cong., lst Sess. 2 (1921). The percentage of coopera-
tive control in any particular product or area is subject to considerable variation from
year to year, depending upon membership, productivity of members as compared with
nonmembers, and other variables. Moreover, there is often intensive inter-product compe-
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If the number of cases is any criterion, the most pressing antitrust
problems involving agricultural cooperatives arise from the marketing
of fluid milk. The seasonal fluctuations of supply, without commensu-
rate variations in demand, the perishable quality of the product, and
the geographically limited market create potentially ruinous competitive
situations.®* Such conditions are highly conducive to cooperation, inte-
gration, and other practices designed to limit competition and maintain
profitdble prices, and have contributed to almost nation-wide adoption of |
classified price plans for the sale of fluid milk from producers to handlers.

Essentially, the classified price plan achieves an artificial differentia-
tion in milk prices dependent upon use. A substantially higher price is
paid for Class I milk, that marketed as fluid milk to ultimate consumers,
than for Class IT milk, which is processed into manufactured dairy
products.®® The milk producers receive a “blend” price based upon an
average of fluid and manufactured milk sales over a specified period,
irrespective of the actual utilization of their particular shipments of milk,

 The maintenance of this rigid price differential requires a high
degree of cooperation by producers, handlers, and distributors, or
alternatively monopoly control at one stage of the marketing process.

tition among farm commodities and competition from foreign sources is frequently a
potent factor,

No available single source for complete statistics on the control exercised by cooper-
atives over the various agricultural commodities is known, The following figures, while
approximations, are thought to be somewhat representative. They are illustrative only
and are not intended to be inclusive of all instances of considerable market control; nor
is it suggested that a monopoly necessarily exists. Unless otherwise indicated, statistics
are taken or computed from the Annual Report or other publication of the organization.

California Walnut Growers Ass'n—85% of shipments of in-shell walnuts during 1950.
American Cranberry Exchange—53% ol 1650 cranberry crop. Maine Potato Growers,
Inc.—26.5% of 1948-49 shipments of seed potatoes. California Fruit Growers Exchange
~—74% of California-Arizona citrus fruit (43.4% of total U.S. production) (reported in
GarpNER AND McKay, THE Cavtrornia Frurr Growers Excuance Svstem 7, 14 [F.
C.A. Cire. No. C-135, 1950]). California Almond Growers Ass’'n—70% of 1946-47 crop
(reported in 15 News for Farmer Cooperatives 12 [Aug. 1948]). FTC, RerorT ON THE
SAaLE aAND DistriButioN oF MILk Propucrs (1935-37) contains the findings by the
Federal Trade Commission investigation of several large milk marketing areas. The
percentage of milk production controlled by a single cooperative ranged up to the 85%
supplied Minneapolis and St. Paul by the Twin City Producers Ass'n. See Cadwallader,
supre note 26, at 818-821. .

Monopoly control by purchasing cooperatives is also possible, especially when they
have manufacturing facilities. However, as yet they do a relatively small amount of
business when compared with similar non-cooperative enterprises. See Part I, pp. 356-358,
infra. Purchasing associations do not come within the provision of the Capper-Volstead
Act, which suggests that the antitrust laws may be more broadly applicable to such
cooperatives,

61. Cadwallader, supre note 26; Hanna, Cooperative Milk Marketing ond Restraimt
of Trade, 23 Kv. L.J. 217, 235 (1935).

62. Under some plans, there are three classes rather than two. See the articles
cited in note 61 supra for a more detailed exposition of the.operation of these plans.
Also, see Let "em Drink Grade “A”, Fortune Magazine 83 (Nov. 1939).
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The role of cooperatives varies from market to market. They may func-
tion only as a bargaining agency for their member producers, or in
addition perform milk collection duties. Some cooperatives extend their
functions to wholesale or retail distribution or both and provide fa-
cilities for manufacture of surplus milk.®® Occasionally, they are the
overall policing agency for the market. Since the cooperatives would
ordinarily be forced to collaborate with other parties, there is little doubt
that their activities fall within the coverage of the antitrust laws, where
they have not been governmentally sanctioned. And the maintenance
of a classified price plan undoubtedly.can be an illegal restraint of trade.
Combinations and conspiracies to fix prices are per se violations of the
Sherman Act.%

Despite the apparent vulnerability of the classified price plan, and
of the cooperatives supporting it, the system has continued to flourish.
Partially accounting for this paradox are the relatively small-scale
restraints resulting, the inadequate personnel of the Department of
Justice Antitrust Division, interstate-intrastate commerce difficulties, the
fact that strong competition often remains with entry into the field
relatively easy, and a general recognition that unrestrained competition
could be particularly ruinous.®® Moreover, a recent proceeding against
an association controlling 80% of the milk produced in the Washington,
D. C. area ended in dismissal, the Circuit Court indicating that any
restraint on trade by the classified. price plan accompanied by contracts
requiring distributors to obtain their full milk requirements from the
association was reasonable under the circumstances.®®

63. Receiving associations collect the milk from producers, usually in outlying parts
of large markets, provide necessary physical equipment for cooling, shipment, etc,, and
sell to the most favorable sales outlet. Bargaining associations do not actually handle
the milk, but merely procure a sales outlet for each member, who ship directly to the
purchasers. Distributing cooperatives take possession of the milk and dispose of it in
the wholesale and retail markets. Processing cooperatives convert the milk into butter,
cheese, ice cream, and other dairy products, Varying combinations of these functions in
one cooperative association are frequent. See FErrow AND ELSWORTH, AGRICULTURAL
CooperaTioN 1IN THE UNiteEp States 45-60 (F.C.A. Buri. No. 54, 1947); HerMany
AND WELDEN, op. cit. supra note %

64. United States v. Socony-Vacuum il Co,, 310 U.S. 150 (1940) ; United States v.
Trenton Potteries Co., 273 U.S. 392 (1927). But see Maryland & Virginia Milk Pro-
ducers Ass'n v. United States, 193 F.2d 907 (D.C. Cir, 1951), commented upon in note 66
mfra. '

65. Investigation of the Milk Industry (Detroit, Michigan, Area), Dep’'t of Justice
Public Statement, Oct. 15, 1938; Investigation of Milk and Dairy Products Industries
(New York City), Dep't of Justice Public Statement, June 3, 1940,

66. Maryland & Virginia Milk Producers Ass'n v. United States, 193 F.2d 907 (D.C.
Cir. 1951). The actual holding of the case, a criminal prosecution, was that the necessary
intent to suppress and eliminate competition by means of full supply contracts providing
for classification-utilization pricing had not been proven heyond a reasonable doubt,
However, the court appeared to be greatly impressed by testimony that the “classified
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The major support sustaining private regulation of the local milk
sheds, however, is the promulgation of federal marketing agreements
and orders under the Agricultural Marketing Act of 1937.87 After proper
notice and hearing, the Secretary of Agriculture may enter into market-
ing agreements with processors, producers, associations of producers,
and others engaged in the handling of any agricultural commodity in
interstate commerce.®® Moreover, he may issue marketing orders, either

in conjunction with or without a marketing agreement, governing the |

production and distribution in interstate commerce of certain farm
commodities, including milk, tobacco, and certain fruits and vege-
tables.%® Express permission is granted for inclusion in such orders of
the classified system of milk pricing with payment of blended prices
to producers.” The Secretary may select a common agency to ad-
minister the marketing order™ and he may mediate disputes which
arise.”

Marketing agreements formulated under the Act are specifically
exempted from the antitrust laws,”® as are arbitration awards.” And,
of course, practices prescribed by the government marketing orders are

not subject to the antitrust laws.”® However, private restrictive practices

cannot be assured judicial approval merely because they could be
brought under a federal marketing order, or had previously existed
under an expired order.”™ Furthermore, only the prices paid to producers

use pricing system is economically sound, [and] in practice it is responsive to compe-
tition and levels off to the same result in money as does the flat price.” Jd. at 916. The
court seemingly thought immaterial the fact that an artificial differentiation in the prices
charged various users was maintained so long as not shown to have been “wielded to
the disadvantage and detriment of the public.” Id. at 916. This despite the well estab-
lished doctrine that price fixing is illegal per se. See cases cited in note 64 supra. For
further comment on the requirements contracts aspect of this case, see p. 445 infrua,

67. 350 Stat. 246 (1937), 7 U.S.C. §601 et seq. (1946).

68.° 50 StaTt. 246 (1937), as amended, 7 U.S.C. §608(b) (Supp. 1951). For a de-
scription of marketing agreements formulated under a similar statute, see NOURSE,
MARKeTING AcreemeNTS UNpER THE AAA (1935).

69. 50 Star. 246 (1937), as amended, 7 U.5.C, §608(<c) (Supp. 1951). It is inter-
esting to note that the products which may come under the marketing orders include
almost all those in which monopoly control by a cooperative has been achieved or affords
much possibility of achievement. See note 60 supra and text.

70. Id. §608(c)(5). For products other than milk, the orders may limit the pro-
duction of the commodity that may be marketed during any given period. Id. § 608(c)
(6). ‘

71, Id. §608(c) (7) (C).

72, Id. §671(a).

73. Id. §608(L).

74. Id. §671(d).

75. United States v. Rock Royal Cooperative, 307 U.S. 533, 560 (1939): “If the
Act and Order are otherwise valid, the fact that their effect would be to give coopera-
tives a monopoly of the market would not violate the Sherman Act....”

76.. United States v. Borden Co., 308 U.S. 188, 198 (1939} ; United States v. Mary-
land & Virginia Milk Producers Ass'n, 179 F.2d 426 (D.C. Cir. 1949),

i
|
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may be fixed under the marketing orders. If the machinery provided
to administer the order is also utilized to fix prices charged consumers,
there may be an unlawful conspiracy.”™

The promulgation of federal marketing orders is usually instigated
by producers in the area,™ and the order must be approved by two-
thirds of the producers or by producers of two-thirds of the volume of
the product in the area during a representative period.”™ Approval by a
cooperative association is deemed to be approval by each of its members
in determining the percentage of producers favoring adoption of the
order.8® Frequently, the order issued is modeled after a presently
existing private marketing plan developed under the zgis of coopera-
tive associations operating in the market.® The combination of these
factors presents the possibility of abuse. Certain of the orders are said
to favor large producers and cooperatives which have sufficient numbers
or volume to overcome the opposition of small groups who may be
discriminatorily affected.% As a special advocate within the structure
of the government for farming interests, the Department of Agriculture
cannot be expected to assume an impartial attitude in determining the
fairness to all groups of its control programs. But, it should be alert
to scotch inequities in the application of controls to the individual mem-
bers of the group regulated. Further, the Department is the sole public
agency, short of Congress, with authority to determine and rectify mis-
uses of the marketing order system. As such, consideration should be
given not only to the welfare of producers as a whole, but also to the
- interests of consumers and others that may be materially affected.

The Secretary of Agriculture is empowered to issue cease and de-
sist orders against cooperatives qualifying under the Capper-Volstead
Act when an association “monopolizes or restrains trade in interstate
or foreign commerce to such an extent that the price of any agricultural

77. 83 F. Supp. 622 (S.D. Ohio 1949), 'aff'd per curiom, 188 F.2d 959 (6th Cir.
1951).

78. See Howman, ActiviTies oF THE National Minx Propucers FeperatioN 4
(Educational Series No, 42, 1952). Mr. Holman, Secretary of the Federation, attributes
the disappearance of dealer resistance to the formation of milk cooperatives to the prac-
tice of the cooperatives in applying for and securing federal marketing orders. He
also states that 44 milk marketing areas were operating under such orders at the end
of 1931, and that the tendency has been to expand the area covered by each order. Jd.
at 22, The attractiveness of Federal Marketing Orders to milk cooperatives may be
lessened by the recent decision in Brannan v. Stark, 72 S.Ct. 433 (1952). The Supreme
Court held that provisions in the Boston area Order permitting payment to cooperatives
from the equalization pool for services rendered only to members were not warranted by
the statute.

79. 49 Srat. 753 (1935), as amended, 7 U.S.C. §608(c) (8)-(9) (Supp 1951).

80. Jd. §608(c) (12).

81. HoLMAN, op. cit. supra note 78 at 22,
82. See Note, 17 N.Y.U.L.Q. 86 (1939).
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product is unduly enhanced by reason thereof.”®® Apparently, this power
has been rarely if ever exercised, and is co-existent with the duty of the
Attorney-General to proceed against antitrust violations by coopera-
tives.8*

Certain other statutes, more specialized than the Sherman Act,
may also be applicable to cooperatives. Section 1 of the Robinson-Pat-
man Act,?® amending Section 2 of the Clayton Act, in general prohibits
price discrimination among different purchasers of commodities of like
grade and quality not’ justified by cost differentials where the effect may
be to substantially lessen competition or tend to create a monopoly.®®
There appears to be no basis for treating the cooperative entity, when
acting as a buyer or seller, differently from other buyers and sellers in
the market. Furthermore, agricultural cooperatives are not included in
the specific exemptions from the Act, other than a provision that the
Act is not to prevent a cooperative association from returning to its mem-
bers net earnings in proportion to their sales to or purchases from the
association.” Therefore, marketing cooperatives are precluded from
charging such discriminatory prices, while purchasing cooperatives are
forbidden to knowingly induce or receive them, where monopoly or re-
duction of competition is threatened.®®

Section 3 of the Clayton Act makes unlawful leases, sales or con-
tracts for sale of commodities on the condition, agreement, or under-
standing that the purchaser or lessee will not deal in the goods of com-
petitors of the seller or lessor, where the effect may be to substantially
lessen competition or tend to create a monoply.®® The application of
Section 3 to cooperatives may well depend upon the scope given to the
Clayton and Capper-Volstead exemptions. Certainly, contracts with
members requiring sale of their entire production through or to the
cooperative are unaffected.®® However, marketing cooperative contracts

83. 42 Star. 388 (1922), 7 U.B.C. §292 (1946).

84. United States v. Borden Co., 308 U.S. 188, 204 (1939).

85. 49 Star. 1526 (1936), as amended, 52 Stat, 446 (1938), 15 U.S.C. §13 (1946).

86. See Fuchs, The Requirement of Exocciness in the Justification of Price and
Service Differentiols Under the Robinson-Patman Act, 30 Tex. L. Rev. 1 (1951), for an
excellent commentary on some Robinson-Patman Act problems See also, Dresbach,
Cooperatives and Some Aspects of the Robinson-Paiman Act in CoorERATIVE CORPORATE
AssocratioN Law-1950, 545 (Jensen ed. 1950).

87. 49 Star. 1528 (1936), 15 U.S.C. §13(b) (1946). See Bunn, supra note 23, at 171.

88. Quality Bakers of America v. F.T.C, 114 F.2d 393 (1st Cir. 1940); Rathke v.
Yakima Valley Grape Growers Ass'n, 30 Wash.2d 486, 192 F.2d 349 (1948). These
cases are wholly in accord with the legislative intent. See, ¢.g., Remarks of Representa-
tive Utterback on the Conference Report, 80 Conc. Rec. 9419 (1936).

89, 38 Srar. 731 (1914), 15 U.S.C. §14 (1946).

90. These contratts only require the member-vendor to sell all his production to
the cooperative, they do not limit the cooperative-vendee in its dealings with competitors,
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requiring purchasers to obtain their full supply from the association are
more vulnerable.

In United States v. Maryland & Virginia Milk Producers Ass'n,®
an indictment of a cooperative association, consisting of producers of
80% of the milk sold in the Washington, D. C., area, seven corporate
milk distributors, and other individuals, was sustained against a motion
to dismiss. The complaint aileged that contracts between the association
and the distributors provided for the classified-utilization system of
milk pricing®® and bound each distributor to purchase its full require-
ments from member producers assigned to it by the association as part
of a conspiracy to eliminate and suppress competition in restraint of
trade under Section 3 of the Sherman Act.*® However, on appeal from
the actual trial of the case, during which the defendant distributors were
reduced to three handling 13.8% of the milk sales in the area, the Cir-
cuit Court held that the full supply contracts were not illegal in the ab-
sence of proof of a purpose to eliminate and suppress competition.®*
The opinion, written by the dissenting judge in the fifst case, gave a
questionable interpretation to the previous decision®® and apparently was
influenced considerably by the economic usefuiness of requirements con-
tracts in the milk industry.

The validity of this decision is doubtful, even as to the Sherman
Act.®® But assuming that cooperative requirements contracts are with-
out the coverage of the Sherman Act when reasonable, they may still
- be proscribed by Section 3 of the Clayton Act when a substantial part
of the market is affected. The Supreme Court held such contracts to be
illegal per se in Stamdard Oil Co. of Californfa v. United States®
dispensing with proof of unreasonableness.®®

which would be necessary to come within the language of the Section. Moreover, such
contracts are expressly authorized by the Capper-Volstead Act.

91. 179 F.2d 426 (D.C. Cir. 1949).

92. See note 66 supra for discussion of this aspect of the case.

93. 26 Star. 209 (1890), 15 U.S.C. §3 (1946), This Section applies the provisions
of Section 1 to restraints on trade in or with the District of Columbia.

94, Maryland & Virginia Milk Producers Ass'n v. United States, 193 F.2d 907
(1951).

95, Id. at 918 (dissenting opinion).

96. See note 66 supre. But see Whitwell v. Continental Tobacco, 125 Fed. 454 (8th
Cir. 1903) ; Lockhart and Sacks, The Relevance of Economic Factors in Determining
Whether Exzclusive Arrangements Violate Section 3 of the Clayton Act, 65 Harv. L.
Rev. 913, 938 (1952).

97. 33? U.S. 293 (1949). A later case to the same effect is Richfield Ozl Co. v.
United States, 72 S.Ct. 665 (1952).

98. For a general treatment of the requirement contracts question, see Lockhart and
Sacks, supra note 96 at 913; McLaren, Related Problems of “Requirements” Contracts
and Acqaisitiam in Vertical quegration under the Anii-Trust Laws, 45 IuL. 1. Rev. 141
(1950) ; Schwartz, Potential Impairment of Competition—The Impact of Standard Oil
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Unfair methods of competition in commerce violate Section 5 of
the Federal Trade Commission Act.?® Since the section encompasses
many activities which also contravene the Sherman Act, its extension
to cooperative practice of this type should depend upon whether the
cooperative is subject to the latter statute.’®® Iowever, “corporation”
as used in the Act is defined to include associations, and there is no
obvious intent or foundation for excluding cooperatives from strictures
against misleading advertising, mislabeling, and similar deceptive
practices.10t

CoONCLUSION

The antitrust laws at present are not a serious obstacle to co-
operative activities. Infrequent prosecutions and favorable statutes and
court decisions have afforded agricultural cooperative associations broad
immunity from the state laws. The Sherman Act in conjunction with
the other federal antitrust statutes may impose a considerable restraint
" on cooperatives in the future. The Borden case brings combinations and
conspiracies with independent parties under the Sherman Act, and.
indicates that the exemptions of the Clayton and Capper-Volstead Act
may be rather narrowly construed by the federal courts when the
occasion arises.

However, as yet, attempts to enforce the federal antitrust laws
against cooperatives are rare and restrictions on competition are often
accomplished under the protective shield of a federal marketing order.
In the long run, the relationship of the antitrust statutes to cooperatives
will be determined by the attitude of Congress and the courts with re-
spect to the maintenance of competition in agriculture, and the role
allotted cooperatives in our national farm policy.

Co. of California v. United States on the Standard of Legality Under the Clayton Act,
98 U. or Pa. L. Rev. 10 (1949).

99, 38 Srar. 719 (1914}, as amended, 15 U.8.C, §45 (1946).

100. F.T.C. v. Cement Institute, 333 U.S. 683, 690-693 (1948), reaffirms the rule
that certain activities are encompassed by both the Sherman and Federal Trade Com-
mission Acts and contains a resumé of the earlier cases. Under the theory of these
cases, almost any conduct violating the other antitrust statutes would also run afoul of
Section 5. “As early as 1920 the Court considered it an ‘unfair method of competition’
to engage in practices ‘against public policy’ because of their dangerous tendency unduly
to hinder competition or create monopoly.,” Id. at 690, quoting from F.T.C. v. Gratz,
253 U.S. 421, 427 (1920). To the extent that these practices are “unfair competition”
because they are against the policy of the other antitrust laws, any activity which is
excluded from the coverage of those laws should no longer be considered “unfair.”

101. See Chaffee, Unfair Competition, 533 Harv. L. Rev, 1289 (1940); Notes, 42
It, L. Rev. 384 (1947); 26 Tex. L. Rev. 355 (1948).




Part V

Federal Taxation of Agricultural Cooperative
Associations

Congress, in first considering the effects of federal income taxation,
determined it to be in the national interest to exempt certain organiza-
tions from this burden. Farmers’ cooperative associations, then in the
early stages of their development, were among the original recipients of
such favorable legislation. The constitutionality of this preferential
treatment has never bheen seriously questioned.! However, the tax
privileges accorded cooperatives today are among the most contro-
versial features of the Government’s internal revenue policies. A
recurring question is whether their favored position is justified. It is
accordingly significant to review the present statutory provisions estab-
lishing the scope of their tax liability, and further to determine the
considerations relevant to a re-examination of the policy underlying tax
concessions to cooperatives.

Under the Income Tax Statute of 1913, exemption was specifically
granted to “[Flarmers’, Fruit Growers’, or like associations, organized
and operated as a sales agent for the purpose of marketing the products
of its members and turning back to them the proceeds of sales, less the
necessary selling expenses, on the basis of the quality of the produce fur-
nished by them. . . . This provision was repeated in the 1919 Act,®
~and the treasury regulations promulgated under this legislation inter-
preted its less specific terms. The Act of 19214 adopted some provisions
of the regulations into the statute, and further specifically exempted
farmers’ purchasing cooperatives from the income tax. Subsequent
regulations® liberalized earlier interpretations of the exemption by allow-
ing cooperatives to maintain reasonable reserves for capital expenditures;
by permitting payment of dividends upon capital stock up to eight percent
per annum or the legal rate of interest in the state of incorporation; and
by allowing the marketing of nonmember products not exceeding the

1. Stanton v. Baltic Mining Co., 240 U.8, 103 (1916} ; Brushaber v. Union Pacific
R.R., 240 U.S. 1 (1916). In regard to the constitutionality of preferential treatment
of farmers’ cooperative associations by state legislation, see Tigner v, Texas, 310 U.S.
141 (1940).

2. Revenue Act of 1913, §II G(a), 38 Srtar. 172 (1913).

3. Revenue Act of 1919, § 231, 40 Srar. 1076 (1919).

4. Revenue Act of 1921, §231(11), 42 Srtar. 253 (1921).

5. See Farmers Cooperative Co. v. Birmingham, 8 F. Supp. 201, 206 (N.D.
Towa 1949).
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value of products marketed for members. The 1926 Act® incorporated
these regulations, and also eliminated the requirement that a cooperative
be a sales agent. No further significant changes were made in the
exemption until 1934,7 when it was provided that any business trans-
acted with the Federal Government is to be disregarded in determining
a cooperative’s right to income tax exemption.

The requirements for exemption have since remained basically un-
changed, and today Section 101(12) of the Internal Revenue Code, as
amended by the Revenue Act of 1951,% establishes the prerequisites which
farmers’ cooperatives must meet to enable them to obtain this tax ad-
vantage. Compliance with seven conditions stipulated in Section 101
(12) (A)® is requisite to receipt by a cooperative of the deductions
accorded under Section 101(12)(B).1°

6. Revenue Act of 1926, § 231(12), 44 Star. 40 (1926).

7. Revenue Act of 1934, § 101, 48 Star. 700 (1934).

8. Revenue Act of 1951, § 314, 65 Star. 490 (1951).

9. Int. Rev, Cong §101: “ .. [TThe following organizations shall be exempt from

taxation. . . . (12) (A) Farmers’, fruit growers’, or like associations organized and oper-
ated on a cooperative basis (¢) for the purpose of marketing the products of members
or other producers, and turning back to them the proceeds of sales, less the neces-
sary marketing expenses, on the basis of either the quantity or the value of the products
furnished by them, or (b) for the purpose of purchasing supplies and equipment for
the use of members or other persons, and turning over such supplies and equipment
to them at actual cost, plus necessary expenses. Exemption shall not be denied any
such association because it has capital stock, if the dividend rate of such stock is fixed
at not to exceed the legal rate of interest in the State of incorporation or 8 per centum
per annum, whichever is greater, on the value of the consideration for which the stock
was issued, and if substantially all such stock (other than nonvoting preferred stock,
the owners of which are not entitled or permitted to participate, directly or indirectly,
in the profits of the association, upon dissolution or otherwise, beyond the fixed divi-
dends) is owned by producers who market their products or purchase their supplies
and equipment through the association; nor shall exemption be denied any such asso-
ciation because there is accumulated and maintained by it a reserve required by State
law or a reasonable reserve for any necessary purpose. Such an association may market
the products of nonmembers in an amount the value of which does not exceed the
value of the products marketed for members, and may purchase supplies and equip-
ment for nonmembers in an amount the value of which does not exceed the value of
the supplies and equipment purchased for members, provided the value of the pur-
chases made for persons who are neither members nor producers does not exceed 15
per centum of the value of all its purchases. Business done for the United States or
any of its agencies shall be disregarded in determining the right to exemption under
this paragraph. . . .”

10. See note 73 infra. The following general analysis of the relative positions of
farmers’ cooperatives exempt and non-exempt from federal corporate income tax has
been made by Mr. Foley in 25 Taxes 197, 199 (1947):

Non-Exempt Ezxempt
1. Must file regular corporate income 1. Must obtain letter of exemption from
tax form (1120). Commissioner and then file Form 990

annually,
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It is specified that the association be organized as “farmers’, fruit
growers’, or like associations.”*!* Since the doctrine of ejusden generis .
is applied to this statutory phrase, it is settled that the terminology limits
the exemption to cooperative agricultural associations which either pur-
chase from or supply equipment to those engaged in producing agri-
cultural products.!?

The cooperative must operate as a marketing or purchasing agency
on a cost basis, ultimately turning back all net proceeds to member and
nonmember patrons.’® The Bureau of Internal Revenue has construed

Non-Exempt Exempt

2. Must pay tax on such taxable income 2, Does not pay such taxes,
as: :

a. Non-operating or extraneous in- a. No tax. [must be allocated today.]
come or capital gains,

b. Reserved operating earnings. b. No tax, but subject to limitations.
¢. All operating earnings not distrib- ¢. Must allocate operating savings to
uted in prescribed manner. all patrons on a patronage basis.
d. All earnings distributed as interest - d. No tax, but subject to limitations.

or dividends on capital stock.
e. All earnings done for U.S. or its . e. May distribute to all other patrons
agencies, if not refunded to them. or (sic) patronage basis.

3. Must purchase and affix excise 3. Not required.
stamps to certain documents.

4. No Social Security preference. 4. Not required.

5. Must maintain each year its legal and 5. Must adhere to requisites for exemp-
corporate basis for excluding refunds tion at all times during subject year.
from gross income,

6. May pay any rate of dividends or in- 6. Rate is limited to state rate or 8%.

terest on capital shares (but is taxed
on amounts so paid or accrued).

7. May have unlimited capital reserves 7. Must limit such reserves and allocate
(after income tax thereon is paid). them to patrons on patronage basis.
8, Must maintain patronage records. 8. Must maintain patronage and alloca-

tion records. [Must file reports of
patronage today.]

9. Owned and controlled by-anyone. 9. Must be substantially controlled by
producer-patrons.
10. May operate in part commercially and 10. Must operate 100% cooperatively.
in part cooperatively, .
11. May engage in any type of business. 11. Must adhere to requisites for exemp-
tion.
12. May do business with anyone, 12, Must adhere to requisites for exemp-
tion.
13. Regular two-year carry-over and 13. More flexible treatment for losses of
carry-back provision on losses. any vyear.

11. See note 9 supra.

12, National Qutdoor Advertising Bureau v. Helvering, 8 F.2d 878 (2d Cir. 1937);
Sunset Scavenger Co. v. Commissioner, 84 F.2d 453 (Sth Cir. 1936).

The Bureau of Internal Revenue has construed the term “like association” to include
a farmers’ cooperative organized to operate a roadside market for its members., See
1T. 2720, XI1-2 Cum. Buir 71 (1933).

13. See note 9 supra.


http:patrons.1S
http:products.12

450 INDIANA LAW JOURNAL

this requirement as applicable to associations which take title to the goods
involved, as well as those functioning on an agency basis. Associations
which process the producers’ crops also are included.* Moreover, a
federated type cooperative may reap the benefits of the statute if it
otherwise qualifies.*® If, however, an association is engaged in two
distinct lines of business, such as the marketing of agricultural products
for its members and the manufacture of farm machinery to be used by
its members, it must qualify with respect to each phase of its activity.'®

Substantially all stock except non-voting, non-profit-sharing pre-
ferred stock must be owned by producers or purchaser member pa-
trons.'” The term “substantially all” is not susceptible of precise
definition, but rather involves a question of fact which must be de-
cided in light of the circumstances of each particular case. However,
the Bureau has established a guide to aid in determining whether this
prerequisite has been satisfied.'® It has stated that an association must
explain any ownership of stock by other than actual producers, and must
show that ownership of capital stock has been restricted in so far as
possible to actual producers who market their products through the
association. Tf the officers of an association are required by statute
to be shareholders, the ownership of a share of stock by a nonproducer
who serves as an officer, to fulfill the statutory requirement, will not
destroy the exemption. Similarily, the exemption will not be lost if a
shareholder ceases to be a producer under such circumstances that the
association is unable to retire or purchase this stock for some cause
beyond its control. However, if stock is voluntarily sold to nonproducers
and no extenuating explanation is forthcoming, the exemption will be
denied under the statute for the period that such stock is held. Generally,
where a cooperative association, in good faith, attempts to restrict owner-
ship of all its voting stock to producing member patrons, the privileges
accorded by the statute will not be withheld.’® Presumably, the same
considerations apply equally to both purchasing and marketing asso-
ciations.

The fourth requirement is that dividends may not exceed eight per
centum per annum, or the legal rate in the state of incorporation, which-
ever is greater.?® This restriction is determined on the value of the

14, Mim. 3886, X-30-5150 Cum. Buirr. 164 (1931).

15. 1.T. 2000, III-1 Cum, BuLr. 290 (1924).

16. Mrm. 3886, X-30-5150 Cum. BuirL. 164, 167 (1931).

17. See note 9 supra.

18. Mim. 3886, X-30-5150 Cuwm. BuLL. 164 (1931).

19. Farmers Co-operative Creamery v. Commissioner, 21 B.T.A, 265 (1930).

20, See note 9 supra. See South Carolina Produce Ass'n v. Commissioner, 50 F.2d



http:greater.20
http:satisfied.1s
http:trons.lT
http:activity.16
http:included.14

NOTES : 451

consideration for which the stock was issued,?* and applies to stock and
cash ‘dividends, or a combination. It is not applicable to patronage
dividends since those are issued, as the term implies, on the basis of
patronage rather than stock ownership. Nor does the limitation apply
where an association is unable to pay dividends during one year and later
makes up this arrearage, either in one year or over a period, so long as
the total paid does not exceed the prescribed amount for the entire
period.*® The clarity of this requirement makes its administration rela-
tively simple.

A cooperative may accumulate only those reserves required by state
law, and other reasonable reserves for necessary business purposes.??
Accordingly, treasury regulations permit the accumulation and main-
tenance of reasonable reserves for capital expenditures, such as the
erection of buildings and facilities required in business or for purchase
and installation of machinery and equipment.?* Other necessary reserves
may include provisions for depreciation charges,?® overpayments to
members,*® bad debts,?” possible loss from pending law suits, or other
specifically anticipated contingencies.?® However, reserves may not be
accumulated, to any considerable extent, for activities which are not
necessary to the sale of members’ products.?®

Neither the cooperative nor its member patrons may realize a dis-
criminatory advantage over nonmember patrons.?® The Bureau has
established a guide to aid in the application of this requirement.3! In

742 (4th Cir. 1931), where the association was denied an exempt status because it
paid a 10% dividend.

21. In Farmers Mutual Cooperative Creamery v. Commissioner, 33 B.T.A. 117, 125
(1935), the court said: “Admittedly, in this case $27,140 of the outstanding capital
stock of $45,680 was issued as stock dividends and the shareholders paid nothing there-
for. This fact alone bars the petitioner from claiming exemption from income tax:
for after the declaration of the stock dividends, the stockholders were receiving from
12 to 18 percent per annum on the amounts invested by them.” Also see South Caro-
lina Produce Ass'n v. Commissioner, 50 F.2d 742 (4th Cir. 1931).

22. Huisert, LEcaL Prases or CoopERATIVE Assocrations 254 (F.C.A. BuLn. No.
50, 1942).

23. See note 9 supra.

24. U.S, Treas. Reg. 103, §19.101(12)-1.

25. 6 MerreNns, Law or FEpErAL IncoMme Taxatrion 86 (1949).

26. In San Joaquin Valley Pouliry Producers’ Ass'n v. Commissioner, 136 F.2d
383 (9th Cir. 1943), it was held that the cooperative did not lose its exemption by
setting up reserves for over payments to members since under California law these
amounts belonged to members rather than the cooperative.

27, Waas & Wurte, AprLicarion oF THE FepErar Incomr Tax Srtarurtes 710
Farmers’ CooreraTves, 104 (F.C.A. Buii. No. 53, 1942).

28. Ibid,

29. Burr Creamery Corporation v. Commissioner, 62 F.2d 407 (9th Cir. 1932), cert,
denied, 289 U.S. 730 (1933).

30. See note 9 supra.

31, M. 3886, X-2 Cum. BuLL. 164, 166 (1931).
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short, if the association markets products for nonmember producers, the
proceeds of all business done less the ordinary deductions must be re-
turned to the patrons without distinction between members and non-
members.3? The cooperative may not make a profit on business transacted
with nonmember patrons and divert the proceeds from the patrons en-
titled to them. However, if the cooperative satisfies the other requirements
of the statute, but defers payment of patronage dividends to nonmembers,
the association’s preferential status will not be lost if the by-laws pro-
vide for payment both to members and nonmembers and a general re-
serve is created for the distribution to nonmembers. The result is the
same where the by-laws are silent concerning payment to nonmembers,
but a specific credit to each nonmember account is set up on the books
of the association; or where the by-laws are silent, but it has been the
practice to make payment to nonmembers; or where patronage dividends
are payable only upon their accumulation to an extent sufficient to defray
the cost of membership.?3 If the cooperative is operated in such a manner
so as to meet the requirement of the statute regarding equality of treat-
ment between member and nonmember patrons, the presence of charter
powers permitting discrimination will not cause the association to lose
the benefit of the statute.®* This requirement of equal treatment leads
some members to question the advantages of membership since non-
members are entitled to substantially the same rights and privileges.?®
However, only members may control the organization, formulate its
internal policy, and determine with whom the association will transact
its business.3® :

Finally, it is required that nonmember business must not exceed
member business and furthermore, purchasing cooperatives are limited
in their purchases for nonmember nonproducer patrons to fifteen percent
of their total business.?” Compliance with this requirement is determined

32. L.T. 1914, 111-1 Cum. Burr, 287 (1924).

33. Ibid.

34. In regard to the general problem of discrimination between member and non-
member patrons as to distribution or allocation of earnings see Fertile Cooperative
Dairy Ass'n v. Huston, 119 F.2d 274 (8th Cir. 1%41); Farmers Cooperative Co. of
Wahoo, Neb, v. United States, 23 F. Supp. 123 (Ct. CL 1938) ; Council Bluffs Grape
Growers Ass'n v. Commissioner, 44 B.T.A. 152 (1941); Farmers Mutual Cooperative
Creamery v. Commissioner, 33 B.T.A. 117 (1935); Central Cooperative Qil Ass'n v.
Commissioner, 32 B.T.A. 359 (1935).

In addition to the prohibition as to discrimination between members and nonmembers,
Farmers Union Cooperative Oil Company v. Commissioner, 38 B.T.A. 64 (1938) held
that the exemption may be denied because of discrimination between actual members.

35. See Waas & WHITE, op. cit. supra note 27, at 57.

36. In addition to the factors named the members of these organizations also
receive dividends upon the stock which they hold in the association.

37. See note 9 supra. In Producers Livestock Marketing Ass'n of Salt Lake City,
45 B.T.A, 325 (1941}, it was held that where the articles of an association restrict
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by dollar amounts of business transacted with nonmember nonproducers
and not by unit volume of product or the number of patrons i each
classification.®® Certain types of activity on the part of a cooperative
association do not fall within the classification of nonproducer business.®®
Such is true of any business transacted with the United States Govern-
ment. or any of its agencies, for the statute specifically eliminates such
business for purposes of establishing the right to its privileges.*® Also,
if the cooperative processes the goods of the member before marketing
them, it is doubtful that the purchase of ingredients to be added to the
basic product would be considered as nonmember nonproducer business.*!

Cooperative associations have periodically advanced a series of
arguments to justify their favorable position in regard to federal tax-
ation. One such argument is predicated on an analogy drawn from the
law of agency.*? The agency theory of exemption arose under the pro-
visions of the early Revenue Acts which regarded cooperatives as sales
agents for their members.#® At this particular time many of the asso-
ciations actually operated in such a manner. This relationship between
the association and its members, however, had inherent limitations which
made it difficult to market various types of produce for a large number
of producers and continue to function as a true agent.** More and more
tthe ‘cooperatives found it advantageous to take absolute title to the
goods, to commingle them in common storage facilities, and thus to
conduct their operations in a manner similar to other business entities
with which they were forced to compete.*® It was no longer possible
to account individually with each member as an ordinary principal-agent
relationship requires. Moreover, the financial requirements of the typical
producer-member made it impossible for him to prolong the return of
his crop investment until his produce was eventually sold on the market.
For this reason it became expedient for the association to make payment

membership to common stockholders, and the cooperative does a greater volume of
business with nonmembers than with members, the association is not entitled to the
exemption. See Cooperative Central Exchange, 27 B.T.A, 17 (1932); U.S. Treas. Reg.
111, §29.101 (12)-1

38. See Waas & WHITE, op. cil. supra note 27, at 9.

39. LT. 1914, I1I-1 Cum. Burn. 287 (1924).

40. See note 9 supra.

41, See HuLsERT, 0p. cif. supro note 22, at 260,

42, See Magill and Merrill, The Taxcble Income of Cooperatives, 49 MicH. L. Rev.
167, 184 (1950).

43 Revenue Act of 1924, §231(11), 43 Star. 282 (1924) ; Revenue Act of 1921,
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