Consumers’ Credit Rural Electric Cooperative Corp. v. Commissioner, 7 T.C.
148 (1946)

An organization is not exempt from federal income tax as a civic league or
organization operated exclusively for social welfare if it is organized and operated
for profit, with a substantial portion of its net earnings distributed or distributable to
its members.

Summary

Consumers’ Credit Rural Electric Cooperative Corp. sought a tax exemption as a
civic league promoting social welfare. The Tax Court denied the exemption, finding
that the cooperative was organized for profit and distributed a substantial portion of
its net earnings to its members. The court emphasized that the cooperative’s
structure, particularly its limited patronage dividend program for consumers,
resulted in a significant surplus that benefited its members. This profit-driven
operation disqualified it from tax-exempt status under Section 101(8) of the Internal
Revenue Code.

Facts

Consumers’ Credit Rural Electric Cooperative Corp. was formed to sell milk to the
public. While its certificate of incorporation stated it was a mutual help organization
not for profit, testimony revealed its intent to make a reasonable profit. The
cooperative declared patronage dividends to consumer and producer members.
Consumer members had to redeem vouchers from milk cartons to receive dividends,
subject to a membership fee. A very small percentage of consumer dividends was
actually claimed and paid.

Procedural History

The Commissioner of Internal Revenue determined that Consumers’ Credit Rural
Electric Cooperative Corp. was not exempt from federal income tax. The
Cooperative appealed to the Tax Court of the United States. The Tax Court upheld
the Commissioner’s determination, finding that the Cooperative did not meet the
requirements for tax exemption under Section 101(8) of the Internal Revenue Code.

Issue(s)

1. Whether Consumers’ Credit Rural Electric Cooperative Corp. was organized
and operated exclusively for the promotion of social welfare, thereby qualifying
for tax exemption under Section 101(8) of the Internal Revenue Code.

Holding

1. No, because the cooperative was organized for profit and a substantial portion
of its net earnings was distributed, or distributable, to its members, which is
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inconsistent with the exclusive promotion of social welfare.
Court’s Reasoning

The court reasoned that the cooperative’s intent to make a profit, as evidenced by
testimony and its dividend structure, contradicted the requirement that it operate
exclusively for social welfare. The court focused on the impracticality of the
consumer dividend program, where only a small fraction of declared dividends were
ever claimed due to the voucher redemption requirement. This resulted in a
substantial surplus that benefited the cooperative’s members. The court found that
the members were effectively the equitable owners of this surplus. The court
distinguished this case from others where tax exemptions were granted because, in
those cases, the organizations were explicitly non-profit or profits were used directly
for the organization’s exempt purpose. The court stated, “We think it inescapable
that petitioner anticipated that result, since under the provision of the bylaws
respecting dividends to consumer patrons no other result could reasonably have
been intended.”

Practical Implications

This case clarifies the stringent requirements for tax-exempt status for organizations
claiming to promote social welfare. It highlights that an organization’s stated
purpose is not determinative; the actual operation and distribution of earnings are
critical factors. The case underscores that organizations seeking tax exemption must
demonstrate that they are not operated for profit and that any earnings are used
exclusively for exempt purposes, not for the benefit of their members. The decision
also serves as a cautionary tale for consumer cooperatives, emphasizing that
complex or impractical dividend programs may be viewed as evidence of a profit
motive, jeopardizing their eligibility for tax benefits. Later cases have cited this
ruling to emphasize the importance of examining the actual operation and
distribution of earnings when determining eligibility for tax-exempt status,
particularly for organizations with membership structures.
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