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IN1'mNAL CAPITAL llCO)lJNl'S IN OX>PrnATIVE 'IHIDRY 

The internal capital accounts are central to the worker cooperative 
legal structure reccmneooed by the Industrial COOperative Association and 

enbodied in the ICA Model ay-laws for a worker COOJ?eratiye. 'lllere is an 
individual account for each menber (recording the capital eventually due 
back to the merrber) and a collective account. 'Ihe sum of the irrlividual 
capital accounts and the collective account is the net worth or net book 
value of the corporation. Sioce this account strucb.lre is rather novel, 
this paper will examine the internal capital accounts from a variety of 
viewpoints such as cooperative theory, accounting, the treatment of profits 
and losses, tax policies and procedures, and corporate law [see An 
Introduction to the ICA Model By-laws for a worker Cooperative for a 
section-by-section treabnent of the By-laws). 

'Ihe legal structure reconmerrled by the ICA is of the same general type 
as the legal structure of the Mondragon cooperatives [see Thomas and Legan 
1982; Ellerman 1982c). While one can hardly attribute the phenarenal 
success of the Mondragon cooperatives t o their legal structure, the 
structure has canplernented and reinforced, rather than hirrlered, a nurrber of 
other positive factors. 'Ihere is such a multiplicity of factors affecting 
cooperatives that i t is always difficult to single out any :particular 
elements as being responsible for a given success or failure. Indeed, any 
attempt to design a proper legal structure solely by extrapolating from past 
successes would be quite underdetermined. Facts are always viewed in the 
light of theory. 'Ihe question of legal s tructure is no exception. In 
:particular, the model legal structure considered here is based on theory arrl 
is derived, in its broad contours, from f irst principles [Elleman 1982a, 
1982b). The application of the legal structure has been much refined in 
practice and will continue to be honed as more experience accumulates. 

To understand cooperative legal structure, we first consider the legal 
structure of a conventional corporation. 'Ihe shareholders in a conventional 
corporation have a certain bundle of rights attached to their corporate 
shares. 'Ihese rights consist essentially of the right to control the 
corporation by voting to elect the board of directors and the right to 
receive value from the corporation in the form of dividends while the stock 
is held and in the form of capital gains when the stock is sold at a higher 

,. 
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price. 'lbe total value that accrues t o the shareholders can be analyzed as 

the sum of the net book value or net worth<= Assets minus Liabilities) of 

the corporate asset s plus the value of the present and future economic 
profits [see the Book plus Profits Fornula in Olapter 12 of Elleman 19821. 

Hence the bundle of rights attached to conventional shares is: 

VC11'1Ni RIGHTS + EXXIOtIC POOFIT RIGHTS +~BOOK VALUE. 

If we define 

MD1BERSHIP RIGHTS= VCYrIN:; RIGHTS+ EXXIOtIC POOFIT RIGrIS, and 

CAPITAL RIGHTS = RIGHTS '10 'lliE NET BOOK VAIJJE, 

then we have the following equation: 

CDNVENI'IONAL SHARE RIGHTS= MFJ.1B~IP RIGHTS+ CAPITAL RIGJ'IS. 

Enough concept s have now been developed so that we may properly 
characterize both a conventional corporation and a worker cooperative 
corporation. 

A corporation is investor-owned or capitalist if the 
merrbership rights {defined above) are property rights, i.e., 
rights that are transferable and marketable. 

A corporatioo is a workers' coq,erative (or "self-managed 
firm•> if the merrbership rights are personal rights attached to 
the functional role of working in the conpany - while the 
capital rights remain property rights. 

'lbe new Massachusetts worker cooperative statute, M.G.L. Cl. 157A 
[see Pitegoff 1982] was designed to provide a legal framework for a worker 
cooperative (in the sense just defined). Essentially the same statute has 
also been passed in Maine (13 MRSA Cl. 85, subchapter III). Aside fran 
similar legislation being introduced in several other states, there are no 
U.S. statutes at present, cooperative or otherwise, which are designed to 
ilrplement this defi nition of a workers' cooperative. In particular, the old 
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cooperative statutes are rather archaic and poorly designed. Without an 

awropriate statute, a cooperative as defined herein can still be organized 
within the legal framework of a stock business corporation or a statutory 

C<>q)erative corporation. By atl)ropriately drafting the articles of 
incorporation and by-laws, one can internally structure the corrpany so 

that it will function as a Mondragon-type worker cooperative, e.g., the 
rooustrial Cooperative Association Model By-laws for a worker Cooperative. 

'!be basic idea of the restructuring is to split apart the conventional 
bundle of rights attached to corporate shares so that the merrbership rights 
can then be treated as personal rights assigned to the functional role of 
working in the corporation. 'lhe convent ional bundle of rights attached to 
corporate shares was analyzed (see above) in two parts: (1) the narbership 
rights (voting rights .plus net income or "labor-patronage• rights), and (2) 
the capital rights to the net book value or net worth of the corporate 
assets. 'lhe strategy is to have the meJl'bership rights attached to the 
shares and to create a new capital structure - the system of internal 
capital accounts - to take over the function of carrying the net worth. 
With that net worth value removed from the shares, the shares can be treated 
just as carriers of the merrbership rights, i.e., as merrbership 
certificates. attached to the functional role of being a worker in the 
firm. 

One of the flaws in traditional wor kers' cooperatives (e.g., the 
plywood co-ops in the northwest u. S.) is that the co-op shares continue 
to carry the net book value, so they can't be used as merrbership 
certificates. To give each newly qualif ied and accepted merrber a 
traditional co-op share as a rnent>ership certificate would be to make an 
unwarranted gift of a proportionate part of the net worth to each new 
merrber. 'lhus a new worker is required to buy at least one share to become a 
member, and this can be prohibitively expensive (e.g., $20,000 - $60,000 or 
more in sane profitable plywood cooperat ives). Moreover, nenbership should 
be designed in such a way that the person qualifies for membership by 
working in the firm and doesn't have to buy irent>ership (even though, as 
specified bel01,,1, there are financial obl igations of Il1€!1t>ership). 

'lhe solution i s to split off the net worth or net book value from the 
shares using a system of internal capital accounts, one account for each 
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merrber recording that ment>er' s share of the net worth. When a person leaves 
the firm or retires, the balance in his or her account is paid out by the 
firm over a period of years. A new wor ker does not have to iooividually pay 

off a retiring worker - as would be the case if a new worker had to buy a 
share with the accUillllated value fran a retiring rrenber . With the rights to 

the portions of net worth recorded in wternal capital accOW1ts, the shares 
can then be treated as non-transferable membership certificates issued to 
new menbers and collected fran exiting menbers. 'lbe new merrber would not be 
getting a portion of net worth, since the balance in the new rrerrt>er's 
account would start at zero. 

Rights usually cane together with obligations. For example, one does 
not have to 'buy' the rights of union rnent>ership or the rights of political 
citizenship, but there nevertheless are union dues and goverrurent taxes. In 
a workers' cooperative, one similarly does not 'buy' merrbership but there 
would be a fixed merrbership investment required of each new rrember as a 
financial obligation of ment>ership. Most of that paid-in merroership fee 
would be recorded in the new merrber ' s account. At the end of each fiscal 

year, interest is added to the account and the merrber's share of the 
retained positive or negative residual (catp.1ted after interest on the 
accounts) would be added to or subtract ed from the account's balance. Fach 
merrber's share of the residual is proportional to their labor as treasured by 
their hours of work or by their pay. 

'!here usually would also be a collective account that is unirrlivid­
uated in the sense that it never has t o be paid back to anyone during the 
lifetime of the corporation. By having a certain portion of the net worth 
that never has to be turned over or revolved as the trembership turns over, 
the cooperative is helping to insure that it could eventually pay off the 
individual accounts. Hence the allocation to the collective account is a 
form of self-insurance. 

'!he insurance rationalization for the collective account can be better 
understood by considering an alternative payout arrangetrent for the 
individual capital accounts. Suppose that all retained earnings were 
credited to the individual accounts. Since it would be rather difficult for 
the cooperative to payout such accounts, suppose that each terminating or 
retiring merrber were issued a negotiable perpetual bond for the full balance 
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in the account. '!hen the merrber would try to sell the booo on a booo 

rnarket. Since the bond would be perpet ual, the co-op would only have to 
service the bond (pay interest) and woul.d not have to pay out the principal. 
In that manner, could the ment>er reap the full value of the retained 
earnings (without having a portion col .ectivized)? '1'1e answer is 
unfortunately "No" because such bonds would sell at far belcw their face 
value due to the ever-present uncertainty about the future of the co-op 
(which nust service the bonds). '!hat discount on the face value of the bond 
would be the price of uncertainty. 

rue to the absence of any reasonable external market for negotiable 
debt instruments issue by worker coope atives, we assume that the co-op will 
itself try to "provide the market" by paying off the individual accounts, 
partly while an individual is a rnerber with the remainder after termination 
or retirement. Uncertainty is still p esent, and it will exact its price. 

At the least, the co-op can try to self -insure by only promising to pay back 
a portion (called the "individual porti on") of the retained earnings. '!he 
remaining portion of the retained earn ' ngs is credited to the collective 
account, and is called the "self-insurance allocation". 

A cooperative might also have a startyp losses account. '!here are 
usually sizable one-time losses incurred in starting up business. It would 
be unfair to the founding mesrbers to bear all these losses and not to have 
them shared by the rnerrbers who arrive after the carpany finally turns a 
profit. '1'1e startup losses account is a means of spreading those losses 
over a nul.ti-year period. It is what accountants would call a "contra­
account" or an "off set account" to the collective account. Its balance 
subtracts £ran the balance in the collective account, and, over the years, 
those losses 'seep' out of the startup losses account into the individual 
capital accounts of the future merrbers. 

'!he individual, collective, and startup losses accounts are adjusted 
each year to reflect the retained net income, paid-in membership fees, am 
paid-off accounts so that the Sllltl of the inch vi dual and collective account 
balances minus the startup l osses account balance always equals the net 
worth. 
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O'lHER LmAL STRUCruRES FOR~ OlNERSHIP 

INTERNAL CAPITAL .AC<XXJNI'S 

With the internal restructuring based on the internal capital accounts 
and the share membership certificates, a corporation would legally function 
as a Mondragon-type worker cooperative. 'Ibis worker cooperative structure 

might be caipared to three other legal s tructures used for worker ownership: 

Cl) employee-owned corporations, 
(2) traditional worker cooperatives , arrl 
(3) Yugoslav-type self-mmaged firm. 

An euQ?l,cyee-cymed corporation might have direct ownership of the 
shares by the ~loyees or indirect ownership through a trust such as an 
Employee Stock OWnership Plan (ESOP). Without additional restructuring, an 
ernployee-owned corporation is an invest or-owned canpany where the investors 
are the employees. Ccmpanies which are directly employee-owned tend to 
degenerate quickly into conventional management or absentee ownership (e.g., 
the Venront Asbestos Group or the Mohaw~ Valley Comrunity Corporation). 'lbe 
life-cycle of an ESOP depends, in part, on the structure of the trust 
arrangement, e.g., on whether the ESOP will buy back the shares issued to 
departing employees. In any case, there is no separation of the membership 
and capital rights; both rights are directly or indirectly c,.,med as property 
rights by the employees. 'lbe membership rights are not personal rights 
attached to the functional role of working in the firm, the net incorre is 
not allocated according to labor, and the voting is ordinarily not on a 
one-person/one-vote basis. 

'lbe traditional workers' coq,eratives in the u.s. <e.g., the plywood 
co-ops) do not detach the net book value fran the co-op's shares (i.e., no 
internal capital accounts, no separation of personal and property rights). 
F.ach rnerrber typically owns one share. A ment>er gets one vote even if he or 
she owns more than one share. 'lbe new workers often cannot afford to buy 
the shares of retir i ng merri:)ers, so in order to fill the jobs, new workers 
tend to be hired as non-ment>er employees. Sometimes, as the founding 
merrbers awroach retirement with no prospective market for their iooividual 
shares, they band together and sell control of the carpany to a conventional 
firm in order to capitalize their shares. Indeed, some of the plywood 
co-ops were sold, while most of those that remain as cooperatives have a 
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significant nurrber of non-menber anployees. 

INl'ERNAL CAPITAL OCCXXJNl'S 

'lhe carmon ownership firms of Great Britain and the Yugoslavian 
self-managed firms do, in effect, treat the membership rights as personal 
rights assigned to the functional role of working in the firm. But they do 
so at the price of eliminating the rnerrbers' property rights to the net 
worth, the reinvested fruits of their past labor. It is as if a cooperative 
was incorporated as a non-profit corporation with no individual internal 
accounts and only the collective account. 'lllus the net incare or profit 
rights assigned to the workers are incorrplete, since the workers lose any 

claim on the retained net incare. It becares "comnon property" or "social 
property." Misplaced idealism and Marxist ideology notwithstanding, there 
really is no good reason why the workers should be forced to forfeit the 
value of the fruits of their labor simply because they reinvest it in the 

carrpany. '!his destroys the incentive t o invest by retention of earnings as 
opposed to borrowing. 

Instead of retaining earnings, it would be rational for the workers to 
distribute all earnings, deposit a port ion in a savings account, and then 
have the bank loan the money back to the firm. In that manner, the company 
could (indirectly) self-finance its investment without the workers being 
forced to give up any recoupable claim on the reinvested earnings. 'lbat is 
impractical, but the practical solution is to move the savings accounts into 
the firm itself. That is the conceptual origin of the idea of the. internal 
capital accounts. Moreover, that is the solution worked out and 
field-tested by the Mondragon cooperati ves over the last two decades. 

In this model legal structure for a worker cooperative, the two parts 
of the traditional bundle of ownership rights, the rrerrbership rights and the 
capital rights are treated quite differently. 'llle merrbership rights are 
personal rights attached to the role of working in the firm, while the 
capital rights are property rights owed to the worker-members. In the past, 
legal structures for worker ownership have usually floundered on either the 
Scylla of the "worker-capitalist" structure or the Olarybdis of the 
"non-profit" structure. In the worker-capitalist structure (used in 
enployee-owned corporations and to sorre extent in the traditional statutory 
worker co-ops) the menbership rights are treated as property rights cooi:>ined 
with the capital rights, and in the non-profit structure (used in the 
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Cooma1 OWnership firms or the Yugoslav firms) the merit>ership rights are 
treated as personal rights but only at the cost of eliminating the workers' 

capital rights . 

'Ille system of Mondragon-type internal accounts takes the function of 
carrying the net worth away £ran the shares so that the rnett>ership rights, 
evidenced by the shares , can be fully transformed into personal rights 
assigned to the workers ' functional role. 'Ille net worth due to each 
worker-rnenber, representing the reinvested fruits of their labor, is not 
thereby sacrificed since it remains a property right evidenced by the 
balance in the merrber' s internal account. In this manner , a proper legal 
structure will transform a company fran a piece of property into a social 
institution wherein people will receive the fruits of their labor and have 
democratic control over their worklives. 

s:x'1E Aca:>UNl'IN:; MCKGOOUND FOR INl'ERNAL CAPITAL 1'CCOOm'S 

"Money in an internal account?" What does that mean? There is often 
confusion about what i t means to have money or value in a worker-merrber's 
account, so we must del ve into the nature of these accounts. 

First we must review the basic form of a balance sheet in a 
conventional corporation. 

CAPITAL 
ASSm'S 
(Capital 
owned) 

BALANCE S H EET 

ASSEI'S: LIABILITIES: 
Cash 
Accounts Receivable 
Inventories 
Plant and Equipnent 
Land 

Accounts Payable 
wages Payable 
Olrrent Notes Payable 
Other Current Liab. 
LOng Term Debt 

~IT.{: 
Paid- in Capital 
Retained Earnings 

CTAIMSON 
CAPITAL 

(Capital 
owed> 

'!be important point is that one can consider left-hand side CI.RS) and 
the right-hand side (RHS) as representing, respectively, the value of the 
capital assets and the claims against the corporation for that capital. '!be 
claims on capital value can be divided into two parts, "debt capital" and 
"equity capital". Debt capital represents the claims against the 
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corporation on the i;::art of external creditors. 'llle equity capital 
represents the residual claim of the owners or merrbers of the corporation. 
'llle equity capital is conventionally divided into the "Paid-in Capital", 
representing the capital i;::aid in or cont ributed by the external owners, and 

the "Retained Earnings" , representing the capital value internally generated 
and retained in the corporation. 

Is a given machine debt capital? '!he answer is not yes or no. '!he 
answer is that it is an ill-posed ~estion because a machine is a capital 
asset (LHS of balance sheet) while debt is a cl aim on capital (RHS of 
balance sheet) . A given machine might have been financed with capital 
raised from debt or equity sources, but the machine itself is neither debt 
nor equity capital. 

In a ccq>erative corporation with internal capital accounts, the equity 
capital can also be expressed as the sum of the individual accounts and the 
collective account (we terrporarily ignore the startup losses account). 

COOPERATIVE 

ASSEI'S: 

Sarne 

B A LANCE SHEET 

LIABILrrIES: 

Sarne 

Eg]P'¥du: al . Liuivi Capital Accounts 
Collective Account 

'lllus the same total :B;lJITY in a cooperat ive can be expressed in two ways: 

Cl) according to the source in Paid-in Capital Ce.g., merrbership fees) and 
Retained E:arnings (e.g., retained pat ronage dividends), or 

(2) according to the ultimate claimants (the individual worker-irerrbers or 
the 'collectivity' in the case of the collective account) . 

'!his double aspect is not new. Debt capital, for example, has the two 
faces: (1) it is a source of capital, but (2) it also represents a claim 
against the firm for the value of the debt. '!he troney is from someone and 

must be paid back t o someone. 

The individual/collective account split and the paid-in capital/ 
retained earnings split are similarly two ways of cutting up the same equity 
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pie: 

WJITY = Paid-in capital+ Retained F.arnings 
= Wividual capital Accounts + collective Account. 

And the t"'10 classifications overlap or cut across each other in the sense 
that an individual account, for example, will contain elements of both 
paid-in capital (e.g., menbership fees) and retained earnings (e.g., 
retained patronage dividends). 

we are finally in a position to explain the idea of "money beirxJ in an 
internal account." That is only a figure of speech. Money is not "in an 
internal account" because money, in the form of cash, is a capital asset 
(UIS of balance sheet) whereas the internal accounts, representing equity 
capital, are residual claims on capital value (RBS). '!be balance 
represented in an internal capital account might be embodied in cash, 
inventories, plant and equipnent, or in any other assets. '!bat is the 
rreaning of the language in the ICA Model By-laws which states that amounts 
credited to the individual capital accounts "may be used for any and all 
corporate purposes. " 

'Ibis "ironey-in-an-account" figure of speech is also used for savings 
accounts in a bank, and, here again, it i s only a figure of speech. If one 
put ironey in a safe deposit box (as opposed to a savings account), then 
indeed the money would literally be in the box. But when one puts money in 
a bank savings account, then such an account is a liability, a claim on 
capital on the RHS of the bank's balance sheet. Some is held in cash 
reserves, some is loaned out as notes receivable, and the remainder is 
invested in other assets such as marketable securities (all on the LBS of 
the bank's balance sheet). 

'lbe word reserves is sanetimes used to describe two totally different 
types of accounts: Cl) a subaccount of Retained F.arnings Ca claim, RHS) and 

(2) a sinking fund of set-aside cash or other liquid assets (an asset, LHS). 
For exarrple, a porti on of retained earnings (RHS) might be designated as a 
"Reserve for the Retirement of Debt." 'lllis name conjures the image of a 
fund of cash set aside to pay off a debt, but it is nothing of the sort. A 
carpany could have a large reserved porti on of retained earnings and yet 
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have hardly arrt cash or liquid assets. A reserved portion of retained 

earnings boils down to being only a rest riction on dividends. Cash 
dividends reduce retained earnings. But if a portion of retained earnings 
is "reserved," then no dividends nay be declared which would eat into those 
reserves. It is quite different for a coopany to have a sinking fund or 
reserve fund for the retirement of debt as an asset (IBS). 'lbat is a 
specific use of capital . Current usage in Accounting recoomends that 
reserved portions of retained earnings be called "Awropriated Retained 
F.arnings," and that the word "reserves" be reserved for sinking funds of 
assets. 

'Ihese points about reserves are relevant to understanding the 
collective account. '!he ICA Model By-laws state that the collective account 
is not to be appropriated by the individual members during the lifetirre of 
the corporation. The confusion over "reserves" crops up when the collective 
account is referred to as the "collective reserve." Soiretirres one finds the 
interpretation that "the money in the collective reserve" is reserved for 
use by the cooperative while "the money in the individual accounts" is 

somehow available to be used or drawn out by the individual ment>ers. But 
there is no money "in the internal accounts" in the first place, and the 
balances represent ed by both the individual and collective accounts are 
errbodied in any and all of the corporat e assets (and cannot be drawn out on 
demand) . 'nle collective account is only a "reserve" in the sense that cash 
dividends may not be declared and subtracted from the balance in the 
collective account . In that sense, the collective account is not to be 
appropriated by any menoers as individuals during the lifetirre of the 
corporation. 
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THE INl'ERNAL CAPITAL 1'CCX)tJN1' OOLIOJER OF RETAINED POOFITS 

When the ICA Model By-laws state that retained patronage dividerrls 
(evidenced by written notices of allocat ion and credited to the iooividual 
accounts) •may be used for any and all corporate p..irposes," that includes 

the payment of debts (as well as the financing of assets). In that regard, 
retained patronage dividends are quite different fran cash (capital or 
patronage) dividends. The payment of debt and the payment of cash dividends 
are alternative canpeting uses of earnings. The same earnings cannot be 
used for both. 

A retained patronage dividend is the name given to a certain portion of 
the retained net income that is allocated to the merrbers in accordance with 
their labor patronage. It is a source of capital, whereas a cash patronage 
divideoo (or a payout of previous retained patronage dividends) is the 
o~site, a use of capital. Hence a retained patronage divideoo is 
perfectly catq:>atible with a debt payrrent . The same earnings could be 

treated as retained patronage dividends and WQ. be used to pay off debts. 

Debt retirement with retained patronage dividends is one of the main 
ways workers build up their capital accounts in a cooperative. Conventional 
corporate lawyers sanetimes do not reali ze that retained patronage dividends 
and debt retirement are mutually corrpatible. Hence there have been some 
(non-ICA) by-laws drafted for cooperatives which only allowed patronage 
dividends to be declared out of "net savings," where the latter was net of 
principal payments oo debt (e.g., the Denver Yellow Cab Co-op by-laws) . 

Yet another use of earnings is to pay off the old written notices of 
allocatioo which evidence pa.st retained patronage dividends. This is the 

process of rolling-over the internal capital accounts. Farnings are 
first retained in the canpany and credit ed to all the current rrembers' 
accounts in accordance with their patronage. Then the earnings are used to 
pay out entries in the rnenbers' account which are a certain nurrber of years 
old. This procedure of systematically paying out the retained patronage 
dividends after a fixed time pericxl is recomneooed for a variety of 
pragmatic reasons. 

Other arrangements are possible. For example, fanner co-ops sometimes 
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use a procedure which leaves it at the discretion of the board of directors 

to pay off the writ ten notices whenever there is a sufficient surplus of 
funds. But this usually doesn't work . Small businesses 'never' have a 
sufficient surplus of funds. Hence it i s best to have a payout that is 

'mandatory' - unless adverse circumstances or subordination agreements 
force the Board of Directors to delay the payout. 

It is possible to have a mandatory payout geared to retirernent or 
termination rather than geared to a fixed ti.Ire period. 'Ibis would allow 
for maximal capital retention during the first generation of rrembers, but it 
involves several difficulties. It seems to reward those who leave the 
cooperative and to penalize those who stay. '1his could, to sorne extent, be 
coopensated for by only paying out a smaller portion of a merrber's account 
if the member left voluntarily, before retirement age, to work in another 
corrpany . 

In the longer run, another problem with the retirement payout plan i s 
the buoching of retirees. Often new carpanies go through a period of rapid 
growth. Like a baby-boom, this 'member-bean' will have later repercussions. 
It will impose unacceptable decapitali2.ation demands on the company when the 
large wave of merrbers reach retirement age. '1his is one of the major future 
problems facing the Mondragon cooperatives. 'Ihe Mondragon co-ops only pay 
out interest on an internal account du ing a rnerrber's tenure, and there 1s a 

penalty imposed f or voluntarily leaving before retirement to work outside 
the Mondragon carplex. 'Ille full balance is paid out if the menber remains 
until retirement. The rnerrt>er-boan in the Mondragon cooperatives, f rom the 
golden years of growth in the sixties and early seventies, will tend to 
decapitalize the co-ops around the turn of the century - unless some 
counteaneasures are taken. 

Another problem arises from the marked inequality of accounts under the 
wait-until-retirement plan. 'Ille alternative fixed-rollover plan has the 
effect of equalizing the accounts (as will be explained below). But if the 
co-op waits until retirement, then the accounts of the older rnent>ers will 
loom large in carparison with the newer accounts. 'Ille ICA model cooperative 
structure is specif ically designed so that the merrt>ership rights (voting aoo 
p:itronage dividend rights) are personal rights based on labor and are thus 
independent of the capital account balances. But if there are huge 
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inequalities in the financial risk borne by the nerbers (due to large 
inequalities in account balances), then, even with the best of intentions, 

this will unnecessarily distort the democratic process within the 

cooperative. 

'!he ICA Model By- laws, for the reasons suggested above, use a fixed­
rollover payoot plan rather than a retirement payout plan. 'lhe rollover 
method does not penalize those who stay with the cooperative sioce the 
payoot of retained patronage dividends is then independent of retirement. 
'!he rollover method avoids the problem of the bunching of retirees by 
smoothing the payout stream and by makir¥J it more irrlependent of 
demograi:tiics (although it introduces the problems of financing the 
pre-retirement payouts) . And the rollover method t ends to equalize the 
account balances so it mitigates the tensions created by large inequalities 
of financial risk. 

An example will help illustrate two of the attributes of the rollover 
method, the smoothing of the payout stream and the equalization of the 
account balances. consider a simple example with three representative 
rnerrbers: merrber L wi th a Large account balance of $10,000, marber M with a 
Medium balance of $6,000, and merrber S with a Small balance of $2,000. 

Merrber: 

Account Balance: 
L 

$10,000 
M 

$6,000 
s 

$2,000 

Without a fixed rollover plan, the demands on the coopany's financial 
resources would be unpredictable and widely varying. 'lhere might be a 
large, medium, small, or no demand depending on which merrber, if any, 
terminated. '!he rollover plan smoothes the stream and Il\3.kes it predictable. 

Assume a fixed rollover period (e.g., five years) where, at year's end, 
the previoosly retained patronage dividends due to be paid rut are $2,000 
for Land $1, 000 for M. Merrber s, being newer to the cerop, does not yet 
have any written notices old enough to be paid off. 'lhese patronage 
dividend payouts are quite predictable (e.g., knc,.,m five years ahead of 
time) and are indepeooent of whether the worker has terminated in the 
meantime. Suppose that the retained patronage dividends for the current 
year are $4,200 and that all merrbers have equal current labor patronage. 
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Hence each merrber gets a $4 ,200/3 = $1, 400 credit to their account, and L 
am M get the cash payouts and the corresponding debits to their accounts. 

ME!li:>er: L M s 
Old Accoont Balance: $10,000 $6,000 $2,000 

CJrrent Pat r . Div. : 1, 400 1, 400 1, 400 

Payouts: - 2, 000 -1 , 000 0 

New Account Balance: $9,400 $6, 400 $3,400. 

'!be equalizing tendency i s already evident: the difference between 
accounts has been reduced from $4,000 t o $3,000. This process of p.itting in 
the new, and paying out the old, retained patronage dividems is the process 
of rolling over the internal accounts . It will tend to equalize the 
balances in the accounts because Ca) the inflows or credits will add more or 
less equally to the accounts since the credits are based on current 
patronage, while Cb) the debi ts or payouts will tend to subtract from the 
larger accounts for the rnent>ers who have been there the longest and have the 
oldest written noti ces of retained patronage divideros. '!be amount of the 
payout ($3,000 in the example)~ a l i ttle to all the accounts more or 
less equally while it is subtracted f rom the balances of the larger 
accounts . Hence the smaller accounts go up and the big accounts cone down. 
'11iat is the leveling or equalizing tendency of the rollover plan. 

A retained (positive) patronage dividend is credi ted to a nerrber's 
internal capital account and is external ly evidenced by a written notice of 
all ocation of patronage dividends. In order for these patronage dividends 
to be paid out under a five year rollover plan, they rust first run a five 
year gauntlet. '!hat i s , any retained l osses (i.e ., "negative patronage 
dividends") are debited first against the mem::>ership fee and any accumulated 
interest and then against the oldest and, thus the next to be paid off, 
written noti ces of allocation. Hence any written notice which does finally 
'mature ' after five years will have run the gauntlet of potential debits . 
It is then to be ' rewarded' by being paid off. The fixed rollover plan thus 
tends to equalize the risks borne by the merrbers. Wi th a termination payout 
plan, the l ong-term mem::>ers would carry the lion' s share of the risk and 
this would t end to have an insidious effect on the internal democratic 
processes. With the fixed rollover plan, everyone's retained patronage 



16 IN1'ERNAL CAPITAL .ACa>UNl'S 

dividends will be exposed to the same gauntlet and then paid off. 

'lhe benefits of the rollover plan have their price. Obviously, it will 

impose greater cash fl0,,1 demands on a cooperative during its first 
generation than woul d a termination plan which postponed most payouts until 
the first generation of menbers started t o retire. Financial planning is 
required to meet these cash flow demands. In the absence of intervening 
losses, the cooperative knows five years ahead of time about the payouts -
so it has the owcrtunity for advance planning. 

The crux of the matter is that the co-op must schedule the wages and 
salaries paid out during the year at a l evel that will leave enough at year 
end to finance the payouts. '!his is less of a burden on the senior merrbers 
who will be getting the double incane of both salaries and account payouts. 
It is more of a burden on the nEcWer merrbers who don't yet have the second 
incane of five-year-old account payouts. But that does not seen unfair 
because the nEcWer members have not yet borne the risk of having their 
patronage dividends retained in the cerop for the five year period. 

To undertake the rollover plan in a serious manner, the co-op must not 
adopt the naive attitude of setting current wages and salaries as high as 
possible and then hoping for enough year-end profits to finance the 
scheduled payouts . '!he co-op should provide, with reasonable assurance, for 
the year-end surplus to finance the payouts by setting an awropriate level 
of wages and salaries in the projected cash budget or cashflow statanent to 
be awroved by the Board of Directors and/or the men"bers. 

The senior creditors may well have concerns about a rollover plan, or 
about any payout fran the capital accounts. Most financing agreements with 
banks or public financing agencies would require prior consent for any 
payout of old or current patronage dividends to the members . However, the 
financiers will tend to be guided by thei r experience with conventional 
canpanies. Co-ops have sane significant differences with regard to dividend 
payouts. Financiers would tend to questi on dividend payouts more than wages 
and salaries. Yet in a worker co-op, the mefli:>ers control within limits the 
decision about whether labor incane is t reated as wages or patronage 
dividends. The most 'responsible' action for a young co-op would be to 
maximize retained pat ronage divideoos consistent with reasonable wages. 
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Hc:Mever, it is difficult to maintain a rraxirnal retention policy without some 
reasonably assured payout after a nurrber of years. If financiers would 

block aey payout of five-year-old patronage divideoos, but would not block 
' equivalent ' higher wages ( ' equi valent ' in the sense of total cash outflow), 
then they would be forcing the neIDerS .;.nto the ' irresponsible' practice of 
maximizing wages with little or no reinvestment. Hence a rollover plan may 

also require education work with financ .ers if the loan agreements require 
prior consent for any patronage dividend payouts. 

'mE TRFA'lMENI' OF Nm' INCn1.E: AN Ol1I'LINE 

'!here is a federal tax break for worker cooperatives so that ultimately 
the nert>er pays only the personal income tax on income £ran the cooperative 
which is declared as "patronage dividends" (PDs). 'lhe cocperative 
eventually avoids _the corporate incane tax of patronage dividends, although 
it may have to first pay the tax and then get it later refunded or credited 
against future taxes (see the procedure for 'non-qualified' patronage 
dividends below). If the PDs are irrrned1ately paid out in cash, they are 
deducted from taxable corporate income, and the individual merrber pays the 
personal tax. However, the ICA recarrnends that IDs for a given year always 
be retained in the cooperative for a time period (the "rollover period"), 
and then paid out in cash. 

'!here are two methods of treating the retained patronage dividends, 
i . e ., by evidencing them with N:>N-QUALIFIID or QUALIFIED written notices of 
allocation of patronage dividends. '!he relevant federal tax law is 
Subchapter T, sections 1381- 1388 of the Internal Revenue Code of 1954. 

If the N:>N-OUALIFIID written notices of allocation are used, only the 
cash redefii)tions of the non~lified notices which can be deducted from 
taxable corporate net incare. 'lhus when patronage dividends are originally 
declared and 'paid' in non-qualified wri tten notices of allocation, the 
corporate incane tax is paid. When the allocation notices are eventually 
redeemed in cash, the redeemed amount i s deductible from the taxable income 
in that year . '!he non-qualified written notices of allocation do not 
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constitute taxable personal incane to the merrbers - until redeened. Hence 
the ned:>er's personal income tax is post poned until the allocation notice is 

redeemed in cash. 

One canplication in the calculation of the corporate tax in any corrpany 
is the possible difference between tax-basis net income (net income allowed 
by tax laws and regulations for tax carpitation) and accounting net incane 
in accordance with the Generally Accepted Accounting Principles (GMP). For 
exanple, tax laws might permit special forms of accelerated depreciation 
(e.g., Accelerated Cost Recovery System depreciation) which were not in 
accordance with GMP. '!he general rule is that patronage dividends and the 
internal capital accounts should be based on accounting net income, but that 
a cooperative might use a different tax-basis net income for tax 
catp.Jtations. The only legal requirement is that the co-op cannot declare 
patronage dividends in excess of the tID.-basis net income for the f iscal 
year. In the exaII1:)les developed below, we shall ignore the possible 
differences between tax-basis and accounting net incorre. 

The following syrrbolism will help to concisely describe the calcu­
lations with the net incorre when non-qualified PDs are used (qualified PDs 
are t reated later). 

ANI = accounting net incane 

REDMPD = redeemed value of non-qualified written notices of allocation 
'ml= taxable net incane 

MISCD = miscellaneous deductions not related to PDs (e.g., loss carryovers) 
TAX= federal corporate income tax 
rnr = interest on individual capital accounts 
PD = patronage dividends 
CPD= cash PO 

RPO= retained PD evidenced with writt en notices of allocat ion 
SIA= self-insurance allocation to the collective account 
RNI = retained net incane. 

When the non-qualified written notices of allocation are used, then the 
net incane catpJtati ons can be made as follows. '!he carp.itation is simpler 
if we assume, unless otherwise specified, that the cash patronage dividend 
is zero, i.e., CPD = O. '!his is quite reasonable, since in the early years, 
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lenders would frown on cash dividends , and after several years, cash 
pay-outs should go to redeem the senior non-qualified written notices of 

allocation representing past retained patronage dividends - instead of being 
used to pay out current patronage dividends. Uooer the assumption that 

CPD= 0 and that the accounting net inccme is the tax-basis net incane, the 
taxable net incane is: 

TNI = ANI - Misa> - m:a,,po, or 

Taxable Net Incane = Net ~ane - Misc. Deductions - Redeemed IDs. 

The tax on 'INI is canputed as usual. For example, if the rate for 'INI less 
than $25,000 is 15%, then TAX= .15 TNI '!rat is, the tax is 15% of the 
taxable net incane. 

'Ihe accounting net incare ANI is assumed to be split 50- 50 between the 
individual and collective parts. 'lbe corporate truces TAX are subtracted 
fran the collective part to yield the self-insurance allcx::ation SIA (which 
is allocated to the collective account) 

SIA = ( . SO ANI) - TAX. 

'lhe other 50% of the accounting net incane is the individual part. 'lhe 
interest on the irxlividual capital accounts is subtracted from that 
individual part and the remaiooer is the (positive or negative) patronage 
dividend or allocation to the individual merrbers: 

FD = ( .SO ANI ) - IN!'. 

'lhe interest is divided between the ioo1vidual capital accounts in 
proportion to the capital in the account s (since interest is corrp.1ted as a 
percent of the balance in each account) . '!be patronage dividend or 
patronage allcx::ation is divided between the accounts in proportion to the 
labor patronage of the individual merrbers during the fiscal year. 

Since we have assumed no cash patronage dividends, PDs are retained, 
i.e., RPO= FD, and all the dividends would be paid in non-qualified written 
notices of allocation. 'lhe retained net income is 
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RNI = ANI - TAX - CPD = INl' + ID + SIA. 

'!be retained net incane can be used for any and all corporate purposes, such 
as redeeming old noIHJUalified allocation notices, i.e., financing the 
REIMPD payments. 

For a numerical example, suwooe that the before-tax accounting (and 

tax-basis) net incane is $10,000, and that the loss car ryovers are $4,000 

with no patronage dividend rederrptions. Hence the taxable net incane is 

TNI = ANI - MISCD - CPD= $10,000 - $4,000 = $6,000, 

and the corporate taxes at a 15% rate are 

TAX= .15 n.JI = .15 x 6,000 = $900. 

Hence the self-insurance allocation to the collective account is 

SIA= (.50 X 10,000) - 900 = $4,100. 

Suppose that there i s a balance of $20,000 in the individual capital 
accounts and that interest accrues on these accounts at the rate of 6%. 
'lben the interest i s 

IN!'= .06 X 20,000 = $1,200, 

so the patronage dividend is 

PD= (.50 x 10,000) - 1,200 • $3,800. 

'lbe retained net incane is 

RNI = ANI - TAX - CPD= IN!'+ RPD +SIA= 10,000 - 900 = $9,100. 

An extended nul.ti-year example of the tax and internal account calculations 
is given in a later section. It also involves the amortization of start-up 
losses and the five-year patronage dividend rollover. 



21 IN1'ERNAL c.APITAL ACO)UNI'S 

Appropriate language is used in the Model By- laws to allCM a 
cooperative to use QUALIFIED written not ices of allocation to evidence 

retained patronage dividends. Moreover , the meni>ership agreement signed by 
the members should include a clause expl icitly stating that they agree to 
include the face value of any qualified written notices of allocation they 
receive in their reported taxable personal incoire. The By-law language and 
the written agreement insure that the allocation notices are "qualified" in 
the sense of section 1388(c) of the IRC. A sample rnerrbership agreement, 
with an appropriate tax clause, is included in the By-laws package. 

The entire amount of the patronage dividend can be deducted from 
taxable corporate incOJie if the dividend is paid in qualified written 

notices of allocation (or cash). In contrast, the amount of a non­
qualified allocation notice is only deductible when the notice is finally 
redeemed in cash. However, the qualified written notices must be included 
in the member's personal incOJie so the meni>er must pay personal incOJie tax 
on them in the year they are received - even though the trerrbers might not 
receive the cash until five years or more later. The company is required by 
l aw to pay at least 20% of the patronage dividend in cash to cover those 
personal incane tax payirents. 

If the qualifi ed notices are used, then the net income calculations can 
be made as foll<:Ms. As above, the patronage dividend is 

PD= (. 50 ANI) - IN!'= (. 50 x 10,000) - 1,200 = $3,800. 

The 20% cash dividend is CPD= . 20 x 3,800 = $760, so the retained patronage 
dividend is RPD = PD - CPD = 3,800 - 760 = $3,040. 'lbe retained patronage 
dividend is evidenced to the merrbers with qualified written notices of 
allocation. 'lbe entire patronage dividend of $3,800 is qualified to be 
deducted from taxable corporate incane, so the taxable net income is 

'INI = ANI - PD - MISCD = 10, 000 - 3,800 - 4,000 = $2,200, 

and the corporate tax is 

TAX= .15 x 2,200 = $330. 
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The tax is subtracted £ran the collective half of the accounting net incane 

to yield the self-insurance allocation: 

SIA~ (. 50 x 10,000) - 330 = $4,670. 

The retained net incane is 

RNI = ANI - TAX - CPD= INl' +RPO+ SIA= 10,000 - 330 - 760 = $8,910. 

The use of the cooperative tax break, with either non-qualified or 
qualified allocation notices, means that sooner or later the personal incane 
tax rust be paid but that the corporate tax is ultimately avoided. The 
difference between the non-qualified and qualified notices lies mainly in 
the timing of the payments. With the qualified notices, the personal incane 
taxes are paid upfront and the corporate tax is altogether avoided. With 
the non-qualified notices, the corporate tax is paid upfront but the carpany 
gets a deduction fran taxable net incane when any non-qualified notices are 
redeemed in cash. Then the corporate tax is, as it were, refunded and the 
nert>ers pay personal income tax on the cash redemptions. 

If the qualified notices are used, the co-op is required to pay at 
least 20% of the patronage dividend in cash, presmnably to cover the 
personal income tax payments. When the lowest corporate tax rate was 22%, 
there was some cash-flow advantage - a cash break - in using the qualified 
notices. However, the lowest corporate tax bracket is now 15%, so there is 
a cash break in using the non-qualified written notices of allocation, at 
least for canpanies in that tax bracket Moreover, there are some other 
advantages to using non-qualified notices . In the first years with 
positive net income, there are often startup loss carry-overs which can be a 
shelter fran the corporate inccme tax. If the By-laws required the use of 
qualified notices, then the co-op would still have to pay out 20% in cash 
upfront. The same holds if the corporat e tax can be reduced or avoided 
using the Investment Tax Credit. For such reasons, the ICA reccmrends the 
use of the OON-QUALIFIED written notices of allocation for cooperatives in 
the lower tax brackets. 

There are two possible definitions of PA'.l'roNl(;E in a workers' cooper-
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ative: the hours worked or the labor c~tion (e.g., as shown on the W2 
form) for the hours worked. It is a choice of whether the patronage 
allocation, be it positive or negative, should be distributed equally per 
hour of work or equally per dollar pay. 

'llle 50-50 split of the accounting net incare into the individual 
part and the collective part could be a different numerical split. If the 
percentage of non-merrt>ers' patronage in any given year exceeds the 
by-law-stipulated percentage for the coll ective part, then the collective 
part should be increased to that larger percentage for that year, so that 
members will not receive patronage dividends from the patronage of 
non-members in their probationary period. 
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ACCOUNl'INi FOR IDSSES: oom:; <X>OCERN IDSSFS 

INI'ERNAL CAPITAL f.tCCXXJNl'S 

In the early years of a cooperative, there are usually going to be more 
retained losses than retained profits. It is necessary to have some 

rational pre-determined policy for the allocation of l osses. No one likes 
to have their account debited so, in the absence of a fixed policy, the 
tendency would be to l eave the individual accounts intact and to let the 
collective account absorb the debits. When the co-op makes a profit, the 
tendency is, of course, the reverse. 

It is useful to distin:;luish between two different situations; 

1) loss allocations in a going concern, and 
2) loss allocations in the first years of a new startup. 

To consider the first situation, there should be a standardized and 
fixed procedure to allocate arrt losses occurring in a normal going concern 
(not one-time start up losses). 'lhe accounting net incare is split into 
equal individual and collective parts. It seems reasonable and fair to 
use the same procedure for both retained losses and profits. In times of 
profit, no less than 50% is collective and, in times of loss, no more than 
50% of the loss is collective. After interest, the remaining amount of the 
individual part is allocated, positive or negative, to the individual 

accounts in proport ion to each merrber' s patronage for the year. If 
positive, it is credi ted to the individual accounts, and if negative, it is 
debited. 

To understand the details of the debiting, let us first review the 
internal structure of an individual account. F.ach individual capital 
account can be broken down into two parts; 1) the short- term part externally 
evidenced by written notices of allocation of patronage dividends due to be 
rolled over, and 2) the remaining long-t erm balance due to the paid-in 
menbership fees and accumulated interest on the acount. The two parts are 
treated differently for tax p.1rposes. 'lhat is the reason for rolling over 
the patronage dividends (after the fixed period) instead of the interest 
allocations. 

With the "non-guaJified" written notices of allocation. the co-op 

) 
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pays the corporate tax when the patronage dividends are first declared and 

retained. When they are later paid out, the non-qualified patronage 

dividend rederrptions are deductible from taxable corporate income, and then 
the individual pays the personal inc01re taxes on the payouts. 

"Qualified" written notices of patronage allocations give the 
opposite tax break. The individual pays the personal tax when the qualified 
patronage dividend is declared and retained in the corrpany. 'Ibis personal 
tax is being paid on a 'paper' dividend. The carpany is required by law to 
distribute at least 20% of qualified pat ronage dividends in cash (as opposed 

to written notices) to cover those tax payments. The positive aspect of the 

qualified written notices is that they are deductible from taxable income 
when originally declared - not when pai d out (as with the non-qualified 
written notices). 'Ihey are 'qualified' for that tax deduction. And when 

they are finally paid out, there is no further personal tax liability. 

There is thus, a tax break associated with the payout of either the 
non-qualified or qualified notices. With the non-qualified notices, the 
payout or redemption is deductible from taxable corporate income, and with 
the qualified notices, there is no personal tax liability on the payout 

(since the personal taxes were paid when the PDs were originally declared}. 
In contrast, a payout of accumulated int erest has no tax break associated 
with it. Due to one among many archaic irrationalities in GMP (the 

Generally Accepted Accounting Principles} and the tax codes, accrued 
interest on capital financed from equity sources (as opposed to debt 

sources} may not be treated as a deductible corporate expense. Hence there 
is no tax break when interest is accrued or paid out. Moreover the interest 
is taxable personal incane when paid out. 

The 'top' part of an individual account (see next diagram} might be 
called short term because it represents the written notices due t o be 
rolled over after the fixed rollover per iod (e.g., 5 years}. The remaining 

balance could be called long term in that it is only paid out after 
termination or reti rement and even then over a period of years. By leaving 
the accumulated int erest in the long-term part of the account, the intent is 
to obtain long term capital gains personal tax rates on the ultimate payout. 

Which part of an account should be debited for retained losses 
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("negative patronage dividends"}? If the losses are debited against 
previously retained PDs, then when cash is eventually paid out, that much 
less of the payout will be treated as a PD redemption. If say $100 of 

'erased' PDs were non-qualified, then a later payout of $100 of accumulated 

interest or merrbership fees (after termination) would not be tax deductible 
at the corporate level (whereas a non-qualified PD redeq>tion is 
deductible). If the $100 erased PD was qualified, then the personal inccme 
taxes on the PDs have already been paid. 'Ihus a later $100 payout of 
accumulated interest or ment>ership fees would be taxable at the personal 
level (whereas the same $100 payout labeled as a "qualified PD redemption" 
would be tax-free}. Hence for tax wrwses it is desirable to apply the 
debits first to the accumulated interest and rnerrbership fee - not to the 
PDs (unless there is nothing else left) . For these tax reasons, the IC.A 

recarmends first debiting losses against the interest and rrembership fees. 
Only after the accwrulated interest and menbership fees are exhausted should 
the debits be awlied to the written not ices of allocation of patronage 
dividends. 

Method of Handling Losses 

A{:ply Debits Here -> 

Oldest 
Rollover PDs -Accunulated 

Interest 
Menbership 

Fees 

} Short Term Part 

} Loog Term Part 

An Individual Internal Account 

It might be noted that it is possible to have positive profits (i.e., 
positive accounting net incane) but a negative patronage allocation to the 
individual accounts. '!his will occur when the interest on the individual 
accounts exceeds half the positive accounting net income. '!hen all 
individual accounts will increase proportionally due to the interest 
allocation, but the patronage allocation will be negative. 

For tax ?Jrposes, the written notices of allocation are preserved as 
long as possible fran being debited. However, it should not be inferred 
that the written notices can always be r edeemed on schedule. If a co-op is 

) 
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not making enough accounting profit to cover interest on the accounts, or is 
making losses, then it will not be in a good position to redeem the oldest 

written notices. '!he Boa.rd of Directors may choose or be forced by 

creditors to postpone the scheduled rederptions of written notices. 

ACCXXJNI'm:i FOR STAR'lUP ImSES 

In roost any startup, there are sizable initial one-time losses due to 
product developnent, organization, and 11arket penetration costs. If these 
losses were debited to the rrent>ers' accounts, it would wipe out the 
merrbership fees of the founders and pioneers. Anyone entering the co-op 
after it had struggled to achieve breakeven would share in the later profits 
without having to share in the startup l osses. Hence a special procedure is 
necessary to provide a fair allocation of the startup losses. 

In the Mondragon cooperatives, the startup losses (the losses up to the 
time of the first profit) are 30% currently expensed and 70% capitalized as 
an 'asset.' '!his 'asset' is then depreciated over a period of seven years 

so most of the startups losses are soread over that time period. 

This awroach involves at least two problems, one practical and one 
theoretical. '!he practical problem is that in the .American context, the 
Internal Revenue Service will not in general allow the capitalization of the 
bulk of the startup losses. Usually product develoµnent and market 
penetration costs cannot be capitalized and must be expensed. '!he 
theoretical problen is that the capitali zation awroach contributes to the 
irresponsible practice of p.itting imaginary 'assets' on the balance sheet 
when there is no identifiable and transferable property right involved. For 
exanple, it can be plausibly argued that the founders of a cooperative 
business will always make sane mistakes, and that later merrbers should 
equitably share in the cost of these mistakes. But it is quite another 
thing to treat these mistakes as creating 'assets' which later rrerrbers must, 
in effect, buy fran the founders. 

'lllere is a way to equitably share the startup losses without 
capitalizing them as assets. In double entry bookkeeping, assets are debit 
balance accounts whi le liabilities and equity accounts are credit balance 



28 INl'ERNAL CAPITAL ACXXXJNI'S 

accounts. A contra-equicy account is a debit balance account which 
offsets or subtracts fran the balance in an equity account. 'Ihe startup 
losses, which are not to be currently individuated, can be debited to a 
contra-equity account called st;.artyp Losses, instead of debiting them to 

an asset. 'Ibis will avoid the IRS objections to capitalizing the startup 
losses as assets and it would not involve imaginary assets. 'Ibis 
contra-equity account can be considered as an offset to the collective 
account. '!hen instead of depreciating. an asset, the contra-equity account 
is amortized over the years to equitably share out the startup losses. 
Hence the startup l osses are all expensed as current losses, but they are, 
for the ioost part, suspended' in the contra-equity account. Over a period 
of years, they will 'seep out' of the contra-equity account into the 

individual capital accounts. 

'Ihe startup loss allocation procedure is used until the cooperative 
reaches the break.even point, i.e., has a positive accounting net income. 
'lben for that year and each subsequent year , the normal procedure for the 
allocation of prof i t s and losses is used. The time fran the start of 
operations up to but not including the f i rst profitable year is called the 
startYP period. For startup losses, the suggested method is to spread 
the startup losses over a five year period. During the startup period, it 
is the after-interest portion of the individual half of the loss (the 
negative patronage allocation) which is amortized over five years. Hence 
one-fifth or 20% of the patronage allocat ion is currently debited t o the 
individual accounts according to patronage, and the remaining four-fifths or 
80% is debited to the debit-balance account of Startup Lesses. '!hen 
one-fourth or 25% of that four-fifths is debited to the individual accounts 
according to patronage at the end of each of the next four years. 'Ihus the 
negative patronage allocation is spread over a five year period. For a 
seven year spreadout , one seventh of the negative patronage allocation would 
be taken as a current negative patronage allocation. 'lbe remaining 
six-sevenths would be debited to the star tup losses account and then 
amortized over the r.ext six years. 

J 



29 INl'ERNAL CAPITAL 1'CCOUNl'S 

APPtlIDlX 

A MULTI-YF.AR EXAMPLE OF ALUX:ATION OF LOOSES AND ProFITS 

'Ihe following example of accounting for profits and losses is only 

intended to be illustrative of the accounting calculations. It is not 
intended to be a normative roodel of business or financial planning. It 
might also be noted that some of the sums may be off a dollar or two due to 
accumulated rounding error. 

SUppose that the cooperative splits the accounting net incare half­
and-half between the individual part and the collective part. Ten (10) 
workers each pay in an initial rrerrbership fee of $5,000 (borrowed from the 

ICA Revolving wan Fund) which is credit ed to their individual capital 
accounts. Hence the equity section of the initial balance sheet is: 

EU)ITY AT BEX;INNIN3 FIRST YEAR: 

Individual Accounts 
Collective Account 

$50,000 

0 

Total EkJUity $50,000 

At the end of the first year of operations, the accounting (and 
tax-basis) net income is -6,000 dollars. 'Ihe collective part is 50% or 
$-3,000. 'Ihe individual accounts accrue interest at the rate (say) of 6% so 
$3,000 of interest accrues to the individual accounts. Hence the negative 
patronage allocation is $6,000 <= .SO x -6,000 - 3,000). 'lwenty percent 
(20%) or $1,200 is taken as a current negative patronage allocation, and the 
remaining 80% or $4,800 is p.it into the startup losses account to be 
amortized over the next four years. Hence the new equity portion of the 
year-end balance sheet is: 

mJITY AT EN) FIRST YEAR: 

Individual Accounts 
Collective Account 
Less: Startup wsses 

Total Equity 

$51,800 
(3,000) 
(4,800) 

$44,000 

[ = 50,000 + 3,000 - 1,200] 
[ = 0 - 3,000] 

[ = 50,000 - 6,000] 
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At the end of the second year, SURX)Se that the accounting net incane 
is -2,000 dollars of which $-1,000 is the collective portion. '!he interest 
on the individual accounts is 6% of $51,800 or $3,108, so the negative 
patronage allocation is -1,000 - 3,108 = $-4,108. 'twenty percent (201) is 
$-822, the current patronage allocation, and the rerra.ining 80% or $3,286 is 

allocated to the startup losses account. Since the startup losses account 
is to be amortized over a four year period (25% a year in straight-line 
fashion), 25% of its old balance of $4,800 or $1,200 'seeps out' and is 
debited to the individual accounts. At the end of the secooo year, two new 
nett>ers are admitted. 'Ibey pay in $10,000 of merrbership fees ($5,000 each). 
Hence at the end of the secooo year the equity portion of the balance sheet 

is: 

WJI'IY AT END SECOND YEAR: 

Iooividual Account s $62,886 [= 51 , 800 + 3,108 - 822 - 1,200 + 10,000] 

Collective Account (4,000) [= - 3,000 - 1,0001 
Less: Startup Losses (6,886) [= 4,800 - 1,200 + 3,286] 

Total Fquity $52,000 [= 44,000 - 2,000 + 10,000] 

At the end of the third year, SUR)C)Se that the accounting net income is 
+1,000 dollars so breakeven has been obtained. 'Ibis terminates the special 
startup loss allocat ions so the net inccme is to be treated in the normal 

fashion. 'lhe collective part of the accounting net incane is $500. 'lbe 
interest on the individual accounts is 6% of $62,886 or $3,773 so the 
patronage allocation is $500 - 3,773 = - 3 ,273 (note the positive net income 
and the negative pat ronage allocation). All of the patronage allocation is 
current since the startup period is finished. 'lhe seepage from the startup 
losses account is another 25% of the first year losses of $4,800 or $1,200 

plus 25% of the second year losses of $3,286 or $822, for a total of $2,022 

to be debited to the individual accounts fran the old startup losses. 'lhese 
losses allocated amongst the accounts, including the accounts of the new 
members in the third year, according to l abor patronage. 'lhere is no 
corporate incane tax due to the loss carry-forwards. 'lwo of the f ounding 
merrbers leave the cooperative at the end of the third year, but before that 
is recorded the new equity portion is: 

, 
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EX){JI'IY AT m:> 'IHIRD YF.AR: 

Wividual Accounts 

Collective Account 
LeSs: Startup wases 

$61,364 
(3 , 500) 

(4,865) 

[= 62,884 + 3,773 - 3, 273 - 2,022] 

[· -4, 000 + 500) 

c- 6,886 - 1 ,200 - 822] 

Total D:Juity $53,000 [= 52 , 000 + 1, 000] 

Let us suppose that the termination procedure is to close the internal 
account at the end-of- the-year balaoce, aoo, coroitions permitting, to pay 
out 20% at that time and then 20% at the end of the next four years. To see 

the balance in a founder's account, we ass\.llne that each worker had the same 
labor patronage each year (the Wividuated normal and startup losses were 

allocated amongst the accounts according to labor patronage) . The activity 

in a founder's account through three years is as follCMS: 

~~~~a½~+~~terest 
Menber's Portion of Individuated St artup Loss 

Balance End First Year 

$5,000 
300 

(120) 

$5,180 

Second Year's Interest 
Meirber's Portion of Individuated Startµp Loss 
Merrber's Portion of Amortized Yrl Startup Loss 

311 
(82) 

( ' seepage'> (120) 

Balance End Second Year 
Third Year's Interest 
Menber ' s Portion of Amortized Yrl Startup Loss (1200/12) 
Marber's Portion of Amortized Yr2 StartUP. Loss (822/12) 
Menber ' s Portion of Current Loss ·3,273712) 
Balance End Third Year - Founder's Account 

$5,289 

317 
(100) 
(68) 

(273) 

$5,165 
'!he closing balance in a Founder's account at the end of year 3 is 

$5,165. 'lwenty percent or $1, 033 is paid oot to each of the terminating 

founders, and the renairoer of their accounts is reclassified as a 
slbordinate debt evi denced by a subordinate note. The effect on the equity 

at the end of year 3 is to subtract 2 x 5,165 = $10,329 from the Individual 
Accounts total. 

EUJIT'i AT mo 'IHIRD YF.AR (after terminations): 
Individual Account s $51, 035 [= 62,884 + 3,773 - 3,273 - 2,022 - 10,3291 
Collective Account (3, 500) [= -4,000 + 5001 
Less: Startup Losses (4,865) [= 6,886 - 1, 200 - 8221 

Total EkJUity $42, 671 C• 52,000 + 1, 000 - 10,3291 
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At the end of the fourth year, there is an accounting net incare of 
$8,000 of which $4,000 is the collective part. 'llle int erest on the 

iooividual accounts is $3,062, so the patronage allocation is 4,000 -
3,062 = $938 which is declared as a non-qualified patronage dividend~ 
evidenced with non-qualified written not ices issued to the rrenbers. 'lhe 
seepage fran the startup losses account is 1, 200 + 822 = 2,022 subtracted 
fran the individual capital accounts on a patronage basis (note the positive 
patronage allocation fran current operat ions and the negative patronage 
allocation fran the startup losses account) . 

'!here were a total of $8, 000 = $6,000 + $2, 000 of losses in the first 

two years, and $1,000 of these loss carry forwards were used last year to 
protect the $1,000 third year profit fran tax liability. Hence the 
raraining $7,000 of loss carry-forwards can be used against this year's 
$8,000 profit. With n~alified patronage dividends to be declared (and 
no non-qualified PD rederptions) , the taxable incane is $1,000. At a 15% 
corporate tax rate, the corporate income tax is $150 - which is subtracted 
from the collective portion, so the net credit to the collective account is 
the self-insurance allocation of $4,000 - 150 = $3, 850. 

'lhe equity at the end of the fourth year is: 

m,JITY AT END FOURTH YF.AR: 

Individual Accounts 
Collective Account 
Less: Startup Losses 

Total ~uity 

$53, 014 [= 51,035 + 3. 062 + 938 - 2,022] 
350 [= -3 ,500 + 4,000 - 150] 

(2,843) [= 4, 865 - 1,200 - 8221 

$50, 521 [= 42,671 + 8, 000 - 150) 

Six irore years of the example are contained in the following canputer 
printout. For simpl icity, it is assumed that there is no further change in 
ment>ership. At the end of years 9 and 10, the patronage dividends declared 
at the end of years 4 and 5 are paid out in cash ("rolled over"), and the 
taxable incane in year 9 is accordingly reduced by that redemption of 
non-qualified patronage dividends. 

As E!J'(iiasized initially, these calculations are only intended to be 
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illustrative, and should not be taken as a normative IOOdel of financial 
planning. One ooviously unsatisfactory aspect of the roodel as a financial 
plan is the le,,, cash payout to the rnenber s who do not terminate, e.g., $94 

after 9 years is the first rollover payout with the modest profit 
asslUl1ptions of the model. With such a small expected payout, there would be 

much pressure for increased cash bonuses - which in turn may endanger 
reinvesbnent in the firm's assets. Unless the firm plans to go oot of 
business in the near future, saving and reinvestment in the firm should be 
encouraged over current consumption of the firm's revenues. Hence any cash 
payout over and above the usual wages and salaries should be structured as a 
reward for saving and reinvesting in the firm. 

The five-year-delayed cash payout of the patronage dividends is one 
example of such a reward. One way to increase the patronage dividends, and 
thus the amount of the rollover, is to lc,,,er the interest rate paid into the 
individual capital accounts. But 6% is hardly a high interest rate. 

Another method (which is neither forbidden nor forced by the By-laws) 

is an early cash payout of some of the i nterest accumulating in the 
individual capital accounts. Such a cash payout would be construed as a 
capital dividend as opposed to a patronage dividend. Since each member 
holds an identical share, the capital dividend should be equal for each 
merrber. Hence it nught be structured as a delayed payout of the interest on 
the merrbership fee - since everyone presumably paid in the same merrbership 
fee. In the above example, 6% of the $5, 000 merrbership fee is $300 a year . 
Hence with (say) a three year delay, each netber would start receiving a 
cash payout of $300 a year starting at the end of the third year. 
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A Multi-year Example of Accounting for Profits and U>sses 

Ind. Acct. Int 
Spread Yrs= 
Rollover Yrs= 

6 ' 4 for Startup Losses 
5 for Patronage Dividends 

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Yr lt 
Accounting New Income -6000 -2000 1000 8000 7000 6000 7000 10000 10000 8001 

(according to GAAP) 

- Coll. Part (50%) 3000 1000 -500 -4000 -3500 -3000 -3500 -5000 -5000 -4001 
--

Individual Part (50%) -3000 -1000 500 4000 3500 3000 3500 5000 5000 4001 
- Interest Int. Ace ts -3000 -3108 -3773 -3062 -3181 -3270 -3400 -3610 -3910 -415-
- Add to Startup Loss 4800 3286 0 0 0 0 0 0 0 

Spread yrs= 4 

Curr Patronage Alloc. -1200 -822 -3273 938 319 -270 100 1390 1090 -15, 

TOTAL EQUITY AC C OUNTS 

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Yr 11 
Total Begin. Equity 50000 44000 52000 42671 50521 56471 61571 67521 76021 8372 

+ Accting Net Incane -6000 -2000 1000 8000 7000 6000 7000 10000 10000 8001 
- Corporate Taxes 0 0 0 -150 -1050 -900 -1050 -1500 -1359 -115: 
- PD Rollover l?MTs 0 0 0 0 0 0 0 0 -938 -31! 
- Terminated Aocts 0 0 -10329 0 0 0 0 0 0 
+ Mawership Fee 100% 0 10000 0 0 0 0 0 0 0 

--- -
Total Ending Equity 44000 52000 42671 50521 56471 61571 67521 76021 83723 9025: 
Slllll Equity Accounts 44000 52000 42671 50521 56471 61571 67521 76021 83723 9025' 

(from below) 

A F O U N D E R'S AC C O U NT 

Beginning Balance: 
+ Interest Int. Acct. 
+ CUrr Patr. Alloc. 
- Aloort Startup Loss 
- PD Rollover PMI's 

Ending Balance: 

Year l Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 
5000 5180 5289 5165 5366 5518 5740 6094 6599 

300 311 317 310 322 331 344 366 396 
-120 -82 -273 94 32 -27 10 139 109 

0 -120 -168 - 202 -202 -82 O O O 
0 0 0 0 0 0 0 O -94 

Yr 11 
7011 

42: 
-11 

I 
-3: -------------- -- ----

5180 5289 5165 5366 5518 5740 6094 6599 7010 738: 
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ANALYSIS O F EQUITY ACCOUNTS 

INDIVIDUAL CAPI T AL ACCOUNTS (Credit Balance) 

Years: l 2 3 4 5 6 7 8 9 10 
Beginning Balance: 50000 51800 62886 51035 53014 54492 56671 60171 65171 69233 
+ Interest Int. Accts 3000 3108 3773 3062 3181 3270 3400 3610 3910 4154 
+ CUrr Patr. Al.loc. -1200 -822 -3273 938 319 -270 100 1390 1090 -154 
- Arnort Yr 1 Startup 0 -1200 -1200 - 1200 -1200 0 0 0 0 0 
- Arnort Yr 2 Startup 0 0 -822 - 822 -822 -822 0 0 0 0 
- Arnort Yr 3 Startup 0 0 0 0 0 0 0 0 0 0 
- Alrort Yr 4 Startup 0 0 0 0 0 0 0 0 0 0 
- PD Rollover Pm's 0 0 0 0 0 0 0 0 -938 -319 
- Teaninated Accts 0 0 -10329 0 0 0 0 0 0 0 
+ Merrbership Fee 0 10000 0 0 0 0 0 0 0 0 

Ending Balance: 51800 62886 51035 53014 54492 56671 60171 65171 69233 72913 

COLLECTIVE ACCO U NT (Credit Balance) 

Year l Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Yr 10 
Beginning Balance: 0 -3000 -4000 - 3500 350 2800 4900 7350 10850 14491 

+ Collective Part -3000 -1000 500 4000 3500 3000 3500 5000 5000 4000 
- Corporate Taxes 0 0 0 - 150 -1050 -900 -1050 -1500 -1359 -1152 

---
Self-Insurance Alloc. -3000 -1000 500 3850 2450 2100 2450 3500 3641 2848 

-- -----
Ending Balance: -3000 -4000 -3500 350 2800 4900 7350 10850 14491 17339 

STARTUP LOSSES ACCOUNT (Debit Balance) 

Year 1 Year 2 Year 3 Year 4 Year 5 Year 6 Year 7 Year 8 Year 9 Yr 10 
Beginning Balance: 0 4800 6886 4865 2843 822 0 0 0 0 

+ Add to Startup Loss 4800 3286 0 0 0 0 0 0 0 0 
- Amort Startup Loss 0 -1200 -2022 -2022 -2022 -822 0 0 0 0 

------ ---
Ending Balance: 4800 6886 4865 2843 822 0 0 0 0 0 

• 
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