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With the advent of synthetic fibers, increased off-farm 

costs,l and the growinp sophistication of the ma r ketplace 

within the textile industry the cotton producer is faced with 

some pressing problems. Unfortunately, little other than mass 

advertising can counter the rising popularity of s ~'l'\thetic 

fibers. ~uch , however, can be done to decrease off-farm costs 

and increase the producer's position within the marketplace. 

At the present time there are approximately 250,000 pro

ducers, 3,500 ginners. 500 warehousemen, and 250 merchants,2 

not to mention the mills, all of whom have conflicting inter

ests which increase the off-farm costs. For example, the pro

ducer wants the shortest ginning time possible, while the ginner 

wants a backlog of cotton on the yard both to keep his crews 

busy during bad weather when no cotton can be harvested and to 

utilize his gin for as long as possible. Likewise, the ginner 

wants to bale the lint as inexpensively as possible, with no 

t hought of how much his inexpem' ively baled cotton will cost 

t he warehouseman. The ginner also is more interested in a 

high quantity rather than meeting quality requests of merchants 

and mills. A further conflict exists bet ween the warehouseman 

who has no interest in improving the bale he is storing and t he 

merchant who wants a bale that looks good, but still has low 

storage and handling costs . 

The high off-farm costs and lack of producer c ontrol, wh ich 

r esult from such see~entp.d processing and marketing of cot t on , 

can b e ov ercome t hrough the use of coo peratives (co-ops ) .3 



Vertical integration of ginning, handling, storage, and marketint~ 

through the use of producer co-ops would result in reduced costs 

in handling between production and milling. In addition, with 

producer ownership of the marketing process, the farmer would 

realize greater profits from the cotton he pr.oduces, along with 

more control over the entire cotton industry. 

The first step toward vertical integration is the co-op 

gin. As a general rule, membership in a co-op gin in this 

area is obtained by ginning your cotton at that gin and giving 

the gin the f irst bail. Once membership in a co-op gin has 

been obtained, all members receive dividends in proportion to 

the number of bales of cotton they ginned during that year. 

Income for the co-op gin is derived from several sources. The 

largest source of income i~ the fee charged for ginning seed 

cotton. In 1971 most co-op gins in this area charged sixty 

cents per hundred pounds. Gins also make a profit off of seed 

they buy from their members and, in turn, sell to the co-op 

oil mill. The final major source of income for the co-op gin 

is the dividend received from that oil mill if it makes a 

profit. 

The co-op compress represents the next step in a vertically 

integrated system. It is at the compress that warehouse 

receipts are issued and the bales are storert. The co-op com

press is financed by charges for hauling, weighing, sampling, 

compressing, and storing. As with the co-op gin, any profit is 

returned to the patron. 
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After his bales are compressed, the producer may sell his 

cotton to the co-op marketing association. It is this producer 

owned organization that is responsible for selling the lint 

cotton to the mills. And, again, any profit the marketing 

association realizes is returned to the patron based on the 

amount of business he conducted with the asociation. 

The ultimate goal of vertical integration would be to have 

co-op mills also. However, because of the amount of capital 

required, and the present advantage that established mills 

already have, co-op mills seem unrealistic at the present time. 

The exception to this is open end spinning plants in areas that 

grow low micronaire, short staple cotton. This type of cotton 

is grown in this area, making a co-op spinning mill on the 

South Plains conceivable. 

Formation of a Co-op 

Once the decision has been made to form a co-op, Articles 

5737 through 5764 of the civil statutes of Texas, the Co-operative 

Marketing Act . (Act),4 must be consulted. The Act allows any five 

or more persons engaged in the production of agricultural pro-

.. f C; ducts, or any three or more assoc1at10ns to orm a co-op.~ 

The Act defines an. association as "any corporation organized 

under this Act or any association organized under the co-operative 

marketing acts of any other State of the United States.,,6 The 
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~ct 8tates that tenant farmers as well as landlords receiving 

part of the crop as rent are engaged in the production of agri

cul tural produets. 7 'rhe rules to be included in the Artie les 

of Incorporation8 and the By-laws9 are also sp~cified by the 

Act. Examples of rules to b~ included in the By-laws are how 

one becomes a reember, and most of the rights and responsibilities 

of membership. The Act specifically limits some of the 

rights traditionally associated with ownership of a corporation, 

however. Each member shall have only one vote, regardless of 

the volume of business done with the co-op, or, in the case of 

co-ops issuing stock, the amount of stock owned. 10 Additionally, 

dividends on stock or membership capital may not exceed eight 

11 
perc~nt. 

In addition to setting out specific rules underwhich any 

agricultural co-op must operate, the powers and activities 

of a corporation organized under the Act are enumerated. These 

powers include engaging in the ~'marketing, selling, harvesting, 

preserving, drying, processing, canning, packing, storing, 

handling or utilization of any agricultural products produced or 

delivered to it by its members, or the pro,duction, manufacturing 

or marketing of the by-products thereof ••• ,,12 The power to 
. 

borrow money; act as an agent, invest in bonds; and own property 

are also specifically enumerated. l ] In an effort to insure 

that co-ops are truly cooperative in nature,the amount of 

business generated by dealing in the products of non-members 

may not be gr~ater than that generated by dealing in the pro-

14 
ducts of members. 
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Financing 

Because of the non-stock nature of most co-ops, including 

those in the cotton industry, it was imperative that co-ops 

be given the power and the means within which to borrow. 

The State of Texas gave its co-ops the power to borrow and 

the United States gave co-ops a means within which to borrow. 15 

In 1933, during a period of economic devastation of the farmer, 

Congress enacted the Farm Credit Act of 1933.16 The act created 

a program specifically designed to make loans to agricultural 

cooperatives. l ? 'The vehicles used to administer the program 

are the Farm Credit Administration (FCA), the Central Bank for 

Cooperatives located in Washington D.C., and twelve regional 

banks for cooperatives. The bulk of the capital stock of the 

banks is owned by the United States . government through the FCA 

and is $100 par value, non-voting, non-dividend ,stock. 18 

Another class of stock, which may be owned by anyone approved 

by the FCA, is $100 par value, non-voting, non-cumulative, 4% 

preferred stock. 19 The final class of stock, which may be 

issued by fractional shares, may be issued only to co-ops 

eligible to borrow from the issuer. 20 These shares are $100 par 

value voting shares. Each shareholder of this class shall have 

only one vote, and then only if it has had an outstanding loan 

wi'thin two years. Owners of this class of stock shall share in 

the profits of the bank through patronage refunds. 

In order to .be eligible for a loan from one of the 

banks for co-ops, a co-op must first meet the requirements of 
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Farm Credit Act as am.ended,.?l 'l'hese requirements are that each 

member may have only one vote, dividends on capi'tal stock may 

not exceed eight percent, and dealings with goods of non-members 

may not exceed dealings with goods of members. All three of 

these requirements are also requirements of incorporation under 

the . Co-operative Marketing Act of Texas, 22 t hus any agric'.41 tural 

co-op in this state may qualify for a lcan from one of these 

banks. 

Once having met the statutory definition of a "cooperative 

association" the co-op must then purchase at least one share of 

stock in the bank in order to be eligible for a 10an. 23 Except 

for loans financing current assets, which are .limi ted to 18 months, 

all terms of · a loan shall be determined by . the ~ ' .~'lnk subj ect to 
24 the approval of the PCA. Because the banks [lOpe to ' be self-

sustaining, one of the criterion uRed in setting the rate is 

the Amount of revenue needed to cover the expenses of maintaining 
. 25 

and servicing the funds of the bank. 

Both secured and· unsecured· loans mai be made -by· the banks, 

but as general policy, the banks do require sOine security. 

Seasonal loans . to finance - thepttrchase of commodities must 

be secured and the amountof ~th~loan · i~ limited to a per

centage of the : ~~lue of the collater~1~26 Loans to finance com-

modities, when secured by warehouse receipts, may finance -

seventy-five percent of an unhedged commodity and ninety percent 

of a hedged commodity.27 A hedged commodity is one which is the 

subject of an en~orceable contract with a third party. 
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As with any other business entity, once obtaining these 

or any other loans the problem becomes repayment. Hopefully 

there will be enough income to pay the interest and principal 

due. In the event that this does not occur, the co-op is sub-

ject to legal actions as any other defaulting debtor would be. 

There is, however, a question as to whether a co-op is subject 

to involuntary bankruptcy proceedings. Under the Bankruptcy 

Act, only certain "natural persons" and "moneyed, business or 

commercial corporations" could be adjudged involuntary bankrupts. 28 

Agricultural co-ops are not within the "natural person" cate-

gory, or any of the specified exceptions to "moneyed, business, 

or commercial corporations." Thus in order to determine if they 

are subject to involuntary bankruptcy proceedings it must be 

determined if they are a "moneyed, business, or commercial 

corporation." In In re Dairy Marketing Association29 the court, 

in a case of first impression, answered the question in the 

negative. In order to fall within the "moneyed, business, or 

commercial" category, the court reasoned, the corporation must 

be engaged to make a profit and a co-op is not engaged in making 

a profit. The Sixth Circuit rejected the "profit" test in 

Schuster v.Ohio Farmers' Co-op Milk Association. 30 That court 

felt that the fact that the wealth of a co-op was distributed 

differently than that of other corporations, that is, by volume 

of business instead of amount of capital contributed, should 

not keep it from being susceptible to involuntary bankruptcy. 
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The court state a two-pronged test that should be applied in 

determining if an oreanization was a "moneyed, busin~ss, or 

commercial corporation." First, does the organization carry 

on trade or.commerce in an established field? If so, does 

any financial benefit pass to the organization's members? The 

court answered both questions affirmatively. Thus, even though 

the state legislature has deemed agricultural co-ops non-profit, 

for purposes of the l:lankruptcy Act they would be a "rn.oneyed. 

business, or commercial corporation." Two later courts, in 

considering the question, have rejected the "profit" test in 

favor of the two-pronged test set out in Schuster. 31 Thus, even 

with scant case law, it appears that, based on the two-pronged 

test adopted by the last three courts to consider the issue, 

an agricultural co-op could be adjudic;:;ot 2cl an involuntary 

bankrupt. 

Taxation 

~hen exploring t h e financial aspects of any entity, on e 

must consider ~axes. Co-6ps arc exempt from .federal income tax 

by Section 521 of the Internal Revenue Code . (CodeL.3~2 Section 

1381', however, 8~~yS that organi zationsexernpt from t .8xation 

under Section 521 shall . be subject to taxation under Section Ii 

taxing €orporations or Section 1201 creating the alternative tax.
33 

Section 1382 provides for patronage dividends and qualified 

written notices of allocation to be included in gross income and 

deducted therefrom. The section'further proyides that qualified 

-8-



per-unit retain allocations shall not be included in gross 

income. In __ addi tion , dividends paid on capital stock are 

deducti ble. 34 

The Code, in Section 1388, defines the terms patronage , 

dividend, qualified written notice of allocation, and qualified 

per-unit retain allocation. A patronage divid end is an amount 

paid to a patron based on the quantity or value of business 

done which is determined by ' reference to the net earningR of 

the organization from business done with or for its patrons. 

If the earnings are from activities not performed with or for 

patrons, they will not be deemed to be part of a patrornge dividend. 

\.hen the patronage dividend is merely allocated and not paid 

the patron will receive a written notice of allocation. A 

qualified written notice of allocation, which will not be 

included in the co-ops taxable income,is one which may be 

redeemed in cash at the will of the patron, or which the patron 

has agreed to include in his gross income. A per-unit retain 

allocation is, unlike a patronage dividend, made without any, 

reference to the net earnings of - the / organization; one which is 

qualified is one which,by, agreement, will be included in the 

income of the patron. 35 

Thus, while Secti on 521 exempts " co-ops from federal inccrre 

tax liability, Section 1381 says they will be taxed as corporations, 

and Section 1382 says they will not be taxed on dividends 

they pay, and, if they desire, may avoid taxation of earnings 
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retained in the co-op. Quite obviously, the co-op will desire 

to avoid taxation of earnings retained in the co-op and, thus, 

the co-op will not be subject to any federal income tax. Such 

tax treatment enhances the desirability of co-ops by avoiding the 

double taxation associated with other types of corporations. 

In order to qualify for a Section 521 exemption, and thus 

the deduction from gross income of patronage dividends, ,written 

notices of allocation, and per-unit retain allocations, Section 

521 itself requires that the dividend rate for capital stock 

shall not exceed eight percent. 36 The section also requires that 

the handling of non-members products not exceed the value of 

handling the product of members. 37 Any co-op organized under 

the Texas Act would meet these prerequisites • . The Fifth Circuit, 

in Etter Grain Company v. United States38 , set up some additional 

prerequisites for obtaining such favorable tax treatment. In 

Etter Grain the voting rights were distributed in such a mannAr 

that each member . did not , have just one vote. The court held 

that to qualify as a co-op eligible for a Section 521 exemption 

Article 5750 of the Texas Co-operative Marketing Act, which gives 

each member just one vote, must be followed. One would spec

ulate that, in addition, every provision of the Co-operative 

~arketing Act must be followed in order to qualify for the federal 

income tax exemption. 

In addition to favorable federal income tax treatment, co-ops 

in Texas also receive favorable state tax treatment. An Attorney 

General's Opinion has stated that under Article 8, Section 19 of 
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the Texas Constitution, which exempts farm products in the hands of 

the producer from taxation unless directed by a two-thirds vote of 

all of the members of the Texas Legislature, cottonseed in posses-

sion of 
JQ 

a co-op oil mill is exempt from ad v810rem taxation. ' 

Besides favorable treatment for farm products in the hands of 

co-ops, the Co-operative Marketing Act exempts co-ops from 

" f h f t" 40. the franchise taxes requlred 0 ot er types 0 corpora lons. 

Contracting Powers 

The co-op, as any other business entity, has the authority 

to contract. The general rules of contract law apply to all 

contracts entered into by co-ops. There appears to be, however, 

one issue which is related specifically to marketing associations. 
. 41 

In Long v. Texas Farm Bureau Cotton Association . the plain-

tiff had entered into a contract with defendant to sell all of 

the cotton he had legal right to exercise control over. He 

then leased the land, with his rent payment to be a share of 

the crop. He argued that the cotton he received as a result 

of the rental agreement was not subject to his contract to 

sell all the cotton he had legal right to exercise control over . 

The court rejected this argument. Legal title to his share : 

of the cotton was primarily vested in him and thus subject to 

the contract of sale. Two other courts of appeal agreed with 
42 

the decision in Long, ' and it is now well settled that a share 

of the crop received as rental may be subject to prior marketing 

agreements. 
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Antitrust Problems of the Co-op 

Much attention has been given of late to the antitrust 

implications of co-ops. Two major pieces of legislation 
43 

in the antitrust area, the Clayton Act and the Copper-
44 

Volstead Act, specifically excluded agricultural cooperatives 

from their coverage. The Clayton Act, the first of the two 

to be enacted, excluded non-capital stock co-ops. Eight years 

later the Copper-Volstead Act added co-ops with capital stock 

to the agrioultural organizations exempt from antitrust action. 

It also authorized co-ops to engage in collectively processing, 

preparing, handling, and marketing farm products. 

Although the language used in granting the exem~tion 

from antitrust regulation- is broad, the courts have held two 

types of co-op action to be subject to antitrust action. In 

United statesv. Borden Co. 45 the Court held that the Capper

Volstead Act did not allow co-ops to conspire with non co-ops 

to restrain trade. 46 In that case, co-ops had conspired with 

other nonagricultural organizations to keep price , levels 

artificially high. 

The Supreme Court again dealt with the problem of a co-op~s 

actions resulting in restraint of trade in Maryland & Virginia 

Milk Producers Association v. United States. 47 The co-op, 

which supplied eighty-six percent of the milk in the Washington 

D.C. area, purchased its major competitor, an independent. 

The sellers of the independent milk company also ' agreed net -to 
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re~en$er the milk business in the Washington area for ten 

years. The Court held that the transaction was within the 

scope of the antitrust laws and that the co-op was not exempt. 

It based its decision on the fact that one of the parties, 

the seller, was not entitled to an exemption from the anti~ 

trust laws. 48 Not being exempt from the Clayton Act, the 

co-op was found guilty of conspiring and combining to eliminate 

competition and the acquisition of the independent was ~njoined. 

Lower courts have expanded the rationale of Borden and 

Maryland & Virginia to other situations. which, but for an 

entity being a co-op, the transaction would :.be Bubject to 

antitrust action, and have held that if one of the parties to 

the transaction is not ~ ~Lco-6p. the '·: tr~sa(ltion is outside of 

the exemption from antitrust action. 49 Thus, it appears, 

co-ops may agree among themselves to restrain trade, and may 

merge with or acquire each other to the point of being a 

monopoly, but must not do the same with an indepen4ent. 

In addition to transactions with non co-op entities, any 

coercive or predatory practices which, but for the co-op 

exemption . would result in violations of the antitrust laws, 

will be deemed non-exempt conduct. Based on this reasoning, 

the Supreme Court in Maryland v. Virginia found interference 

with competitbIls milk shipments, attempts to limit markets 

available to competitors, andcoercion of competitors to obtain 

milk from co-op producers to be a violation of antitrust 

laws. 50 Other examples of coercive and predatory p~actices 
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51 
subject to antitrust action have been boycotts, restrictive 

and discriminatory pricing,52 and predatory exercise of monopo~1 

powers. 53 

With only two restrictions in the area of antitrust on the 

conduct of co-ops, there are many areas where co-ops could 

virtually eliminate competition. Price fixing among co-ops 

as long as it is not predatory is exempt from antitrust action. 

Horizontal mergers of co-ops, to the point of one co-op having 

a monopoly at some level of marketing an agricultural product 

is also exempt from antitrust action. 

There is much to be said for the use of co-ops in agriculture. 

Reduced costs to be passed on to the consumer and higher profits 

to t~e producer benefit society as a whole. Somewhere on the 

road to prod~cer control of the marketplace through both vertical 

and horizontal integration serious antitrust problems arise. 

The once powerless position of the farmer, which prompted anti-

trust exemptions of co-ops, is no longer a reality. To the 

contrary, many co-ops today are in a position to greatly influence 

the marketplace. Being in a position to influence the market

place is highly desirable and healthy and quite different from 

being in a position to control the marketplace. As long as the 

antitrust laws remain unchanged, however, and co-op strength 

continues to rise, a very real threat exists that co-ops could 

control the marketplace. While the economic benefit to the farmer 

would be .great, the economic detriment to society could be 

devastating. 
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