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THE APPLICATION OF LABOR LAW
TO WORKERS’ COOPERATIVES

Neil A. Helfman

We have a gun aimed at our future economic and
cultural well-being (1), warns Joseph Steger, president
of the University of Cincinnati, in a recent article
questioning the ability of the United States to maintain
acompetitive workforce in the twenty-first century. To
remedy this, Steger advocates a new culture in the
workplace (2) based upon some form of shared gover-
nance (3). The worker of the future will have to be far
more involved in accessing information and making
decisions than presently exists (4), according to Steger
and others concerned with the issue.

One such structure for shared governance already
exists in the form of a workers’ cooperative. Workers’
cooperatives not only provide a mechanism for worker
participation in the management and the economic
fortunes of a business, but also combine the role of
employer and employee. As the U.S. Tax Court in
Puget Sound Plywood v. Commissioner, 44 T.C. 305,
307-8 (1965) observed:

“Under the cooperative association form of

organization...the worker members of the as-

sociation supply their own capital at their own
risk; select their own management and supply
their own direction for the enterprise...and
then themselves receive the fruits of their co-

operative endeavors .

This paper examines the structure and role of these
cooperatives and critical issues raised as new options
evolve 1o keep us competitive in the workplace. In
particular, it examines the impact, if any, that labor law
{pertaining only to employees) should have on the
economic regulation of such hybrids of workers with
broad management responstbilities.

Distinguished from other business structures (35),
and favored by the law, the unigue operations and
characteristics of cooperatives have been recognized in
at least some arcas of law. United States Supreme Court
Justice Louis Brandies commented in Liggett v. Lee,
288 U.5. 517, 579, that cooperatives were entitled to
different tax and regulatory treatment than other types
of entities. (See also .LR.C. 1381 et. seq.: Puget Sound,
supra).

One important area that has received little attention
in this respect is the role economic labor laws should

have on such entities. Premised on an antagonist rela-
tionship between capital, management and employ-
ment (7), present definitions and understandings of an
employment relationship, reflected in existing labor
(and corporate) law, not only fail to address other
possible relationships in the work force, but may in fact
be an impediment to the very creativity needed (o
achieve harmony between our legal structure and the
changing labor relations climate (8). This publication
suggests ways the law can, and should, be changed 1o
allow the flexibility essential to meet the demands of
doing business in a world market.

LABOR LAW

Though labor law covers a number of distinct legal
matters relating to social, liability and financial issues,
this paper focuses solely on the element of economic
regulation. Accordingly, it examines the following
laws as most directly impacting the area of workers’
cooperatives:

Federal

I. Fair Labor Standards Act, 29 U.5.C. 201 et. seq.

2. National Labor Relations Act, 29 U.S.C. 151 et.
seq, as amended by the Labor-Management Act
29 US.C. 14] et. seq.

3. Federal Insurance Contributions Act, 26 U.S.C.
3121 4. Federal Unemployment Tax Act, 26
U.S.C. 3306

State

1. Statutory wage, hour, and working conditions,
Cal. Labor Code 1171-1204

2. Stateunemployment insurance, Cal. Unemploy.
Code 600 et. seq, 900 et. seq.

3. State personal withholding tax, Cal. Unemploy.
Code 13200 et. seq.

4. Worker’s Compensation Act, Cal. Labor Code
3200 et. seq.

By examining these laws, we are able to review the
various factors courts have looked at under different
circumstances to determine the existence of an em-
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ploymentrelationship. This threshold question (whether
an employment relation exists), ultimately determines
the application of labor law to workers’ cooperatives.

The courts have provided little guidance as to how
to determine the existence of an employment relation-
ship; and there appears to be no statutory authority
defining the employment status of cooperative mem-
bers. Existing law is inconclusive, and could provide
support to both the existence and non-existence of an
employment relationship in the cooperative. Much
depends upon the structure of a particular cooperative
and the objective of a particular law. Determination of
employment status of worker cooperative may be far-
reaching, impacting such everyday matters as tax and
record keeping, as well as such legal issues as the
responsibilities of worker members towards each other,
and mechanisms for internal dispute resolution.

EMPLOYMENT STATUS OF MEMBER WORKERS

Legal Criteria

There is no single criterion for determining the
existence of an employment relationship. Through the
years, courts have developed a common law definition
based upon a number of recognized factors. First and
foremost, they look to the right of the principal to
control the manner and means of a desired result, (See
22 Cat Code Reg 4304-1; 26 CFR 31.3121(d)-1(c)).
The right to discharge at will, without cause, is strong
evidence of such control, (Id). Secondary factors, in-
cluding the understandings of the parties, ownership of
the instrumentalities for performing the work, and
manner of payment have also been considered, (Id;
Tieberg v. Unemployment Ins. App. Bd, (1970) 2 Cal
3d 943, 950-53).

Some statutes expressly rely upon such common
law criteria. Most notably, the United States Congress
by joint resclution in 1948 passed the “Gearhart Reso-
lution”, which explicitly disapproved the proposed
Federal Unemployment Tax Act (F.1J.T.A) and Federal
Imsurance Contribution Act (F.I.C.A.) because their
criteria diverged from common law rules. The Resolu-
tion reiterated that employee status should be deter-
mined by traditional —e.g. common law — legal tests
(9). This sentiment is echoed in state law which also
relies upon common law tests, (Cal. Unemp. Ins. Code
621).

Still other labor statutes, such as workman’s com-
pensation, find the common law criteria deficient, and

mandate that the “control test”, (the power of an
employer to direct and control both the product and
-execution of an employee’s work) be applied in light of
the purpose of applicable statutory law, (Yellow Cab
Cooperative, Inc. v. Workers’ Comp. Appeal Bd., (1991)
226 Cai. App. 3d 1288, 1297). The Fair Labor Stan-
dards Act (F.L.5.A.) uses the “economic reality” test
(economic dependency on a business entity by persons
providing services to the entity), which considers the
“control test” equally with other factors — such as
investment and participation in profit and loss — to
examine the “entire economic reality”, (Dole v.
Amerilink Corp., 729 F.Supp 73,76 (E.D. Mo. 1990)).

Regardless of the criteria, where doubt exists, the
courts go beyond mere technical concepts to look at the
“total situation”, examining all relevant facts and cir-
cumstances, (see Bonnette v. Calif. Health & Welfare
Agency, 704 F.2d 1465, 1470 (9th Cir, 1983)). (See
also, McGuire v. United States, 349 F.2d 644 (Sth Cir
1965)), applying this to commeon law cases.

None of these tests, however, adequately serve to
assess the unique business relationships of members of
workers’ cooperatives. Common law rules in general,
and the “control test” in particular, were developed to
limit vicarious liability for the misconduct of a person
rendering services for a principle, (See S.G. Borello &
Sons v. Department of Industrial Relations, (1989) 48
Cal. 3d 341, 354). As indicated, some statutory provi-
sions have noted this deficiency and look to the reme-
dial intent of the law.

The “economic realities” test, which has been
applied to workers’ cooperatives, is closer to the mark.
But it has been used primarily to ascertain whether an
entity has employed the cooperative structure as a
“scheme” to avoid F.5.L.A. standards; it has yet to be
applied in meaningful ways to look specifically at the
status of business relationships for cooperative work-
Ers.

A further and more fundamental problem, is that
these tests have been used primarily to distinguish
independent contractors from employees. In these situ-
ations, the critical issue is whether the person provid-
ing services to the entity maintains a separate and
distinct existence from that entity. This is not an issue
in workers’ cooperatives, since there is no need 1o
separate worker members from the entity. It is this
author’s contention that in a properly structured coop-
erative, the worker members are the entity.

The Effect of Incorporation




Neil A. Helfman

In California, consumer, producer, and worker
cooperatives may be incorporated pursuant to Califor-
nia Corporation Code 12200 et. seq., Cal. Corp Code
12200, 12201. These provisions are intended primarily
for consumer cooperatives, but may include other
forms as well. While some states have statues specifi-
cally addressing incorporation of workers’ coopera-
tives, California does not at this time. Most worker
cooperatives in this state are incorporated, but incorpo-
ration as a cooperative is less common (10).

As the law presently stands, it looks at form over
function. The fact of incorporation may have more
bearing upon the determination of an employment
relationship, than the actual relationship between the
parties. A worker in an incorporated cooperative who
has managerial authority, for example, may be consid-
ered an employee just because the business is incorpo-
rated; while a junior partner of a thousand-partner
accounting firm, who is under the control of others, is
not, The rationale for this distinction is not entirely
clear; one explanation is that in the former, worker-
members are providing services to an entity (11). For
example, in the Matter of Construction Survey Coop-
erative, (Case No. T-62-3) (1962)) before the Califor-
nia Unemployment Insurance Appeals Board, mem-
bers of a workers’ cooperative were held not to be
employees. In that case, member workers received
compensation on the basis of their contributed labor.
By common consent, the activities of the cooperative
were directed by a manager, although ultimate author-
ity for managertal decisions rested with the member-
ship. The appeals board found the workers to be prin-
cipals of the cooperative, and held that under California
law that it was incompatible for them to be employees
of their own organization. When presented to the
Employment Development Department, EDD repre-
sentatives took the position that if the entity were
incorporated, workers should be considered employ-
ees even if no other facts had changed (12).

In spite of this legal distinction, similarities be-
tween incorporated and unincorporated entities appear
to be greater than their differences. The traditional
legal concept of unincorporated entities, as an aggre-
gate of individuals, i1s no longer valid. Just as corporate
rights and liabilities have been determined to be dis-
tinct from the persons comprising the corporation,
(Merco Constr. Engineers,Inc v, Municipal Court,
(1978) 21 Cal 3d 724,729-30), so too unincorporated
entities have been held to be entitled to general recog-
nition as separate legal entities, (Cal-Metal Corp. v.

State Bd. of Equalization, (1984} 161 Cal. App.3d 759,
765). Moreover, both corporations and unincorporated
joint-stock companies have perpetual succession (where
stock or other economic interest can be transferred 1o
outside parties instead of limiting the life of the entity
to its original participants), own property, and incur
liabilities in the name of the entity. Both are directed by
a board of directors and officers, and are treated the
same by the United States Internal Revenue Service
(See LR.C. 7701 (a)(3)).

The differences that do exist between incorporaied
and unincorporated businesses have little bearing on
determining the existence of an employment relation-
ship. The financial distinction between an incorporated
and an unincorporated entity is that a corporation is
required to maintain sufficient assets to meet its liabili-
ties with third parties. As a result, a corporation pro-
vides protection to its shareholders by limiting liability
to the extent of the corporate assets. If, however, a court
finds that a corporation is too thinly capitalized, or
otherwise unable to met its liabilities, the corporate
structure will be disregarded and individual stockhold-
ers held personally liable in the same manner as unin-
corporated entities. Thus, even if formal requirements
of incorporation are otherwise met, the corporation
will be deemed invalid if it cannot meet its liabilities.

Another difference between incorporated and un-
incorporated associations is that the former may be
formed only by the authority of the state; while the
latter arc formed by mere agreement of the parties.

Important as these matters may be. they relate to an
enlity’s relationship with third parties, and not 10 the
internal relationship within the entity. Neither the for-
mal requirements for incorporation, nor the corporate
capitalization requirement have anything to do with
defining an employment relationship. Matters which
impact the internal reilationship, such as participation
in the decision-making process, management, and eco-
nomic fortunes, are not unique to incorporated entities.
Nevertheless, as exemplified in the position of the
California EDD, the factof incorporation is often given
overriding importance over all other factors.

Due to the unique character of workers’ coopera-
tives, the employment status of cooperative members is
affected by this apparent incoagruity between the fac-
tual criteria for determining an employment relation-
ship, and the mechanical status which results from
incorporation. Cooperative members who may not
consider themselves to be employees because of the
bylaws and operational structure of the cooperative,
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may nonetheless be classified as employees simply
because the entity is incorporated. There can be unex-
pected, even harmful, legal consequences as a result of
the absence of clear guidelines on this. In order to
discern how labor laws should be applied to worker
cooperatives, and under what circumstances worker
members may be employees, it is first necessary to
examine existing law which may impact this determi-
nation.

EXISTING LABOR LAW

Federal law

The Fair Labor Standards Act {F.L.S.A.) was en-
acted in 1938 to regulate the hours and wages of
employees. In particular, the Act governs minimum
wage and overtime payment for businesses engaged in
interstate commerce. The United States Supreme Court
specifically noted that it was enacted in response to the
unequal bargaining power between employer and em-
ployee, (Brooklyn Bank v. O'Neil. 324 U.S. 697, 706
(1944)), and further observed:

“The legislative debates indicate that the prime

purpose of the legislation was to aid the unpro-

tected, unorganized and lowest paid of the
nation’s working population; that is, those
employees who lacked sufficient bargaining
power to secure for themselves a minimum

substance wage”, Id at 707, fn. 18.

An employment relationship must exist in order
forthe ES.L.A. to apply, (Walling v. Portland Terminal
Co., 330 U.S. 148, 152 (1946)). Section 3(e)(1) of the
Act defines an employee as “any individual employed
by anemployer”. The determination of an employment
relationship is not mechanical; the fact-finder must
look beyond mere labels to scrutinize the “economic
realities” of the situation, according to the court in
(Wirtz v. Construction Survev. Cooperative, 250 F.
Supp. 621, 624 (1965 D. Conn}). In order to make this
determination, the courts have identified six factors
known as the “economic realities™ test:

(1) The degree of the so-called “employer’s” right
to control the manner in which the work is to be
performed;

(2) The “employee’s” opportunity for profit or loss
depending upon his or her managenal skill;

(3) the “employee’s” investment in equipment or
materials required for his or her task, or his or
her employment of helpers;

(4) Whether the service rendered requires a special
skill;

(5) The degree of permanence of the working
relationship; and

(6) Whether the service rendered is an integral part
of the “employer’s” business, (Real v. Driscoll
Strawberry Associates, Inc., 603 F. 2d 748, 754
(9th Cir. 1979)).

No single factor is dispositive of an employment
relationship. Nor are these factors exhaustive. Rather
all of the circumstances of the work activity must be
taken into consideration, (Dole v. Amerlink Corp., 729
E. Supp. supra at 76) Though the six factors mentioned
were designed, and generally applied to distinguish
employees from independent contractors (Id at 75), in
Wirtz, supra, they were used by the court to “scrutinize
the kernel of ‘economic realities’ © in order to deter-
mine the employment status of surveyors organized
into a cooperative structure, (Id at 624).

While there is significant FS.L.A. case law in
regard (o cooperatives, most actions concerned coop-
eratives established as a subterfuge to avoid' F.S.L.A.
requirements. With the notable exception of Wirtz, the
“cooperatives” had nothing in common with plywood
cooperatives in the Pacific Northwest, or those adher-

- ing to Mondragon principles, including separation of

economic interest from participatory rights. Unlike the
latter cooperatives, those examined by the courts were
set up by outsiders who were also the chief beneficia-
ries of the cooperatives’ business activities.

In Fleming v. Palmer, (123 F. 2d 749 (1941)), the
Court of Appeals reversed a lower court decision which
held that members of a needlework cooperative were
not subject to the F.S.L.A. The appellate court noted
that the cooperative had been formed shortly after the
enaciment of the F.S.L.A. for the explicit purpose of
avoiding its requirements, that the workers were in-
formed of this purpose, and that the cooperative would
be dissolved when it was no longer necessary for the
employers to meet the Act’s requirements, (Id at 752).
The main issue before the court was whether the
business was controlled by worker members or the
incorporators. The court found that the worker mem-
bers had no real power either in the economic or
operational affairs of the business. Incorporators had
named directors for multi-year terms, the board deter-
mined who had a right to vote, and in fact, all actions
of the managers which required board approval re-
ceived unanimous consent, (Id., at 758-60). Further-
more, the court found that the workers were economi-
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cally subservient to the incorperators, who not only
had the power to dictate the terms of employment. but
also to dissolve the cooperative at any time, (1d at 759).

Fleming is significant not only for what was de-
cided but also for what was not decided. In addition to
determining the employment status of workers in this
particular case, the government also wanted the court
to rule on the application of the F.5.L.A. to coopera-
tives controlled by their members. The court said this
was “unnecessary”, and declined to rule on this issue,
(Id at 762).

In McComb v. Homeworkers” Handicraft Coop-
erative, (176 F.2d 633 (1949)) the appeliate court also
faced a situation in which a cooperative was created as
a subterfuge. The complaint, filed by the U.S. Dept of
Labor, alleged that it was not a “true cooperative”, but
merely an agent for workers whose sole task was to
insert draw strings in tobacco and other kinds of bags
for companies that manufactured the bags. (Id at 634).
The bag companies responded that the homeworkers
were independent contractors, (Id at 635). The coop-
erative had been organized by the bag manufactures
shortly after passage of the ES.L.A. inaneffortto avoid
the Act’s application. When the incorporators became
fearful that the corporation might be subject to the Act,
they dissolved the corporation, forming a cooperative
to take over its functions, (Id at 635).

The appellate court found that the workers were
employees, nol independent contractors, because they
were unskilled and unorganized manual laborers who
performed a single step in a manufacturing process for
which they were paid a “ridiculously” low wage of 5 to
13 cents an hour, depending on piece-work, (Id at 636-
37). The court further held that the existence of the
cooperative did not affect the determination of an
employment relationship since the workers’ efforts
benefitted the bag companies, not the cooperative. The
cooperative had no other interest in the economic
affairs than to distribute the bags and payment to the
workers, (Id ai 639).

The employment status of a homeworker’s coop-
erative was presented to the United States Supreme
Court in Goldberg v. Whitaker House Cooperative,
(366 1J.5.28 (1961)). The cooperative was comprised
of approximately 200 members who worked at their
homes. Each member had one vote, was required to
remain a member for at least one year, could be ex-
pelled at any time by the board of directors, and had to
agree to the provisions of the by-laws. The members
were not responsible for the cooperative’s debts, and

patronage dividends were to be paid solely at the
discretion of the board of directors from any income
remaining after expenses and deposits into reserve
accounts, (Id at 31-2). The board, in fact, had made no
such payments to the members, (Id at 32). Although the
case did not specifically find that the cooperative was
organized to avoid the E.S.L.A., the Supreme Court
held that the “devise of the cooperative” was “loo
transparent” to survive the statutory definition of an
employee, (Id at 33). The court saw no reason why
members of a cooperative could not also be employees
if they work in the same way they would if they had an
individual proprictor as an employer, (Id at 32).

The last case to determine whether cooperative
members were employees subject to the FES.L.A was
decided 28 years ago in Wirtz v. Construction Survey
Cooperative, (235 F. Supp 621 (D. Conn 1964)). The
cooperative was an unincorporated business formed in
1933 toremedy the evils manifested by the Depression,
and provide its members with an improved standard of
living, (Id at 622). Membership in the cooperative
fluctuated between 5 and 25 members, all with equal
voice in management and freedom to come and go as
they pleased. No initial investment was required. Mem-
bers shared in the profits and tosses in accordance with
a “labor rating system”, which was a pro rata assess-
ment based upon their contribution of labor. Unre-
corded meetings were held several times a year, but
there was no corporate structure or ofticers, (Id a1 623-
24). The District Court stated at the outset that the
economic base which supporied the cooperative “was
antithetica! to the wage and hour system of production
which the Act was designed to control” (Id 622}. The
court held that under the facts presented, the coopera-
tive lacked all “indicia” of an employment situation,
(Id at 624).

The Wirtz case is important for several reasons.
First, although it was decided after Goldberg, and
acknowledged that cooperative members may also be
employees, it held that these particular cooperative
members were not employees. Secondly, itdetermined
that the structure of the cooperative is similar to coop-
erative businesses known as collectives, and shouid
provide strong authority that in those types of business
the workers are not employees. However, this case
provides no indication whether a cooperative governed
by the warkers through a management structure would
also be exempt. New judicial review should be given
this question in view of the major changes in both law
and society since Wirtz was decided 28 years ago.
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Third, and probably most significantly, this case shows
that where a cooperative is genuinely bilateral — in
that it imposes reciprocal obligations on its members
— and is characterized by mutual rights and duties, an
employment relationship may not exist, at least for
purposes of the ES.L.A.

It should be noted that in none of these cases was
the fact of incorporation a factor in determining the
existence of an employment relationship. Instead the
courts focused on the reasons the cooperatives were
formed, who managed and controlled their affairs, and
who received the benefits, orsuffered the consequences,
of the cooperatives’ endeavors.

The sentiments of these cases, and factors com-
prising the economic reality test, are reflected in the
U.S. Dept. of Labor, Wage and Hour Division, Field
Operation Handbook, (6/8/90). In section 10c02, titled
Cooperatives as Empioyers it states: ‘

“The ES.L.A. contains nothing to indicate that

cooperative organizations, as such, are to be

excluded from the category of employers sub-
jecttoits terms. It is clear that the employment
relationship may exist at least between such an
organization and non-members whom it hires

or suffers or permits to work. Norcan it be said

that'membership in a cooperative in the ordi-

nary case establishes a mutual agency analo-
gous to a partnership or otherwise identifies

the member so closely with the cooperative

that they cannot become, respectively, em-

ployer and employee. Among the circum-

stances which may be taken to indicate that a

cooperative is an entity separate and distinct

from its workers-members, are a corporate
form or organization, the presence of the usual
incidents of the employment relation (for ex-

ample, control by the governing body or a

designated officer over the work performed,

the member’s hours of labor, selection for and

discharge from the job and the like) and the

exercise of financial or managerial control or

the furnishing of capital or management ser-

vices by outsiders, especially if such outsiders

are wholesalers, manufactures, or others who

purchase or dispose of the products of the

cooperatives”

An official from the U.S. Department of Labor,
Wage and Hour Division, responsible for enforcement
of FES.L.A. provisions, told the author that these guide-
lines would be affected by factors identified in Goldberg

and the like. To wit: (1) Cooperative members had no
real policy or decision making input (2) Cooperative
members had no real power over the distribution of
income and benefits (3) No internal agreement existed
between cooperative members and/or (4) The coopera-
tive structure was created for the purpose of avoiding
governmental regulation (13). Members of a “true
cooperative” — which adhered to cooperative prin-
ciples such as subordination of capital (economic or
participatory rights based on a members functional role
in the cooperative, not on paid-in capital), democratic
control by the members, and patronage distribution of
cooperative income on a pro rata basis — would
probably notbe considered employees (14). This could
include cooperatives which utilized a management
system of delegated authority, if all cooperative mem-
bers had a meaningful role in running the cooperative
(15). As in other situations before the Wage and Hour
Division, determination of a employment relationship
in a workers’ cooperative would have to be made on a
case by case basis. No single factor would control this
determination, including the presence or absence of
incorporation (16).

The National Labor Relations Board (N.L.R.B.)
And Involvement Of Labor Unions With Workers’
Cooperatives

The Wational Labor Relations Act of 1935
(N.L.LR.A) (29 U.5.C. 151 et seq) as amended by the
Labor-Management Act of 1947 (29 U.S.C. 141 et
seq), guarantees employees the right to organize, to
bargain collectively, and engage in certain activities to
secure their rights, (NLRB v. American Nat. Ins Co.,
343 U.S. 395 (1953)). The N.L.R.B. assumes an
adversarial labor-management relationship, NLRB v.
Yeshiva University, 444 11.§. 672, 680-81 (1980)).

In addition to these functions, the Act identifies
certain activities as unfair labor practices and provides
the machinery to prevent them, (29 U.5.C. 158 et seq).
The N.L.R.B., through its regional offices, has the task
of investigating and prosecuting unfair labor practices.

Like otherlaborlaw, the provisionsof the N.R.L.A.
apply only to workers who are employees. An employ-
ment relationship exists when certain “incidents of
employment” indicate the right of control, (Williams v.
United States, 126 F.2d 129, 132-33 (7th Cir. 1942}).
The “incidents of employment” test contains similar
factors found in other tests (e.g. “economic realities
test”) including the right to fire and hire workers,
ability of workers to profit from the business, and the
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responsibility for providing work material, (National
Van Lines, Inc. v. NLRB, 273 F.2d 402, 404, 407 (7th
Cir. 1960)). Also relevant 1o this determination is
whether agreements or conditions were the products of
negotiations or imposed by an alleged employer,
(Mochican Trucking Co, 131 N.lrb. 1174, 1178
(1960)).

The employment status of members of workers’
cooperatives has been specifically addressed by the
N.L.R.B. where cooperalive members are included
within an “employee” group created to negotiate with
management. The question before the N.L.R.B. was
the degree to which the worker members were empow-
ered to implement the policies and practices of the
business. Worker- members found to have an “effective
voice” generally were not considered to be employees,
(See Brookings Plywood Corporation, 98 NLRB 794,
788-89 (1953)).

Originally the N.L.R.B. took the position that even
in a workers’ cooperative where the workers had equal
shares of stock, and control of company policy, worker
members were stillemployees, because their interestas
stockholders did not “outweigh or overshadow their
interest as workers”, (Olympia Shingle Company, 26
NLRB 1398, 1414 (1940)).

But, in the landmark decision in United Furniture
Co., (67 NLRB 1307 (1946)) the N.L.R.B. changed its
policy towards workers with a proprietary interest. The
Board identified two factors in determining whether
such workers could be included within an employee
bargaining unit. (1) Did the workee-stockholders have
too much power as stockhelders, and (2) was there a
divergence of interest to the extent that it caused a
conflict of interest between the proprietary and non-
proprietary workers, (Id at 1309-10),

United Furniture had been incorporated in 1867 as
a “producer cooperative”, but with the passage of time,
the original stockholders had either bequeathed or sold
their stock. At the time of litigation, ning of the ninety
production workers were stockholders. The N.L.R.B.
decided that these nine had to be excluded from the
bargaining unit because they held a substantial minor-
ity of voting stock and had a strong voice in the election
of directors. There was further concern that inclusion
of these workers could compromise the bargaining
unit’s ability to decide such policy matters as whether
to have an open or close shop.

Thus United Furniture created a factual test, which
the N.L.R.B. used to distinguish that case from one in
which stock ownership is so dispersed that a stock-

holder has only a negligible interest in determining
corporate policy.

The test established by United Furniture has en-
dured and continues to provide the basis for determin-
ing employment status in worker-ownership cases de-
cided under the N.L.R.A. In Everit Plywood, (105
NLRB 17 (1953)), the N.L.R.B. rejected a local labor
union’s contention that stockholder workers were not
employees of a workers” cooperative. Only stockhold-
ers were employed. and it was not anticipated that non-
stockholders would be hired in the furture. But a man-
agement group hired, instructed, and directed the em-
ployees. There was no mention of any power, or even
input, exercised by the workers. In Blue & White Cab
Co, (126 NLRB 956 (1960)), the N.L.R.B. permitted
worker-owners of a taxi cooperative to be part of the
union, with the exception of one driver on the board of
directors. The N.L.R.B. found that the workers did not
have a voice in formulating corporate policy since they
held only 6 of 96 shares. However, in Red & While Air
Cab Company, (123 NLRB 83 (1959)), worker-stock-
holders of another cooperative were excluded from
bargaining on the grounds that they elected the board of
directors (who supervised the manager chosen from
the worker-stockholders}), and resolved any disputes
between the manager and the board of directors. Also,
only worker-shareholders had the power (o force other
worker-shareholders to leave. Under these circum-
stances, the N.L.R.B. determined that the worker-
shareholders had an effective voice in implementing
policy, and that they were in a position to receive
preferential treatment over workers who were not
shareholders.

More recently, the United States Supreme Court in
NLRB v. Yeshiva_University, (444 U.8. 672 (1980),
established a two-part test for identifying “managerial
employees” exempt from the N.L.R.A. The court held
that this determination was dependent upon (1) the
nature of the worker’s input (i.e what matters are within
their decision making power) and (2) and the weight
assigned to the decisions (i.e. the extent which these
decisions are carried out), (Id at 686). Although Ye-
shiva does not involve a cooperative, the case is impor-
tant because it creates a precedent for identifying other
arrangements in which workers participate in manage-
ment as well. In Yeshiva, the court noted that the
“employees” were in a higher managerial structure
than those explicitly mentioned by Congress in formu-
lating the N.L.R. A, (Id at 682-83). This is not only an
admission of the inadequacy of the present law, but
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leaves open the possibility that workers who have real
decision-making power in areas traditionally exercised
by management, will also be classified as “managerial
employees”.

Yeshiva has not been applied to worker owned and

operated businesses, but appears to reflect the general -

sentiment of the “effective voice” criteria established
by the N.L.R.B. Apparently under both prongs of the
Yeshiva test, workers empowered to participate in
decisions concerning work product, work environ-
ment, production, income distribution, and the power
to include or exclude fellow workers, would not be
considered employees. But neither Yeshiva, nor earlier
cooperative cases, provide clear guidance as to whether
workers having delegated authority from other work-
ers, would also be exempt. A management system
made up of workers in revolving committees (i.e.
salary determination, work scheduling, marketing, dis-
cipline, etc.) is also beyond what Congress envisioned.

Worker owned firms controlled by union officials
or agents present similar issues. Unions may, for ex-
ample, play an important role during a worker buy-out
of an existing business, where workers need a body to
represent their interests. Unions may also purchase or
create a business as a means of providing employment
for their membership. Such union involvement with
cooperatives requires careful structuring. An effective
balance must be created between the union’s leader-

~ ship role in fostering worker owned businesses, and
maintaining arm’s length relationships while repre-
senting all workers within its jurisdiction.

As a preliminary matter, if the union has substan-
tive control of a business, there is little likelihood it
could be viewed as a “labor organization” of employ-
ees under section 2(5) of the N.LL.R.A. since the group
will not be “dealing with” management (17). On the
other hand, if the union is too distant, then it is not
fulfilling its mandate to its members.

Union control of worker-owned business may also
create a conflict of interest with employees from other
businesses subject to the union’s collective bargaining
agreement. In the leading case, Bausch and L.omb
Optical Company. (100 NLRB 1555 (1954)), the
N.L.R.B. disqualified an optical workers’ union from
representing employees because the union had created
a cooperative to provide low cost eyeglasses to ils
membership. Although the Board made no allegations
of improper conduct, it observed:

“In our opinion, the Union’s position at the bar-
gaining table as a representative of Respondent’s em-

ployees while at the same time enjoying the status of a
busirfess competitor renders almost impossible the
operation of the collective bargaining process. For the
Union has acquired a special interest which may well
be at odds with what should be its sole concern - that of
representing the interest of Respondent’s employees™.

Passible solutions to this dilemma might include
limiting union participation to minority voting inter-
ests, and/or limiting union voting power to plant clo-
sures, layoffs, working conditions and other traditional
matters, while leaving financial matters and manage-
ment decisions, such as distribution of income and
approval of expenditures, to workers who are not union
officials. While some observers believe union officials
don’t want total control (18}, it may still be unrealistic
to expect unions to relinquish control of their invest-
ments to someone else, even union workers.

The wisdom of union formation of worker coop-
eratives is beyond the scope of this paper. But the legal
implications of such undertaking brings into focus the
legitimate role of labor unions in workers’ coopera-
tives once the workers have established control. If
mermber-workers have “effective control™, then it is
questionable as to whether there is any need for union
representation. If member-workers don’t have “effec-
tive control”, then it is questionable whether the entity
is truly a workers’ cooperative.

Federal Insurance Contributions Act (F.I.C.A.)
and Federal Unemployment Tax Act (F.U.T.A.)

FI.C.A. directs contributions from income to fund
the Social Security system. FU.T.A. is the federal
unemployment tax. Both are in the U.S. Tax Code.
Although they are intended to fund agencies which
have distinct functions, the legal issues relevant to this
discussion are virtually the same. Like other law previ-
ously discussed, application of these provisions de-
pends upon the existence of an employment relation-
ship.

Both FI1.C.A. and F.U.T.A. use the common law
test to determine whether an individueal is an employee.
More specifically, United Tax Code Regulation, inter-
preting a EI.C A, statute defining employee, sets forth
a factual criteria for determining “common law™ em-
ployees:

“Generally such relationship exists when the

person for whom services are performed has

the right to control and direct the individual-

who performs the services not only as to the

result to be accomplished by the worl but also
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as 1o the details and means by which that result
is accomplished... The righttodischarge is also
an important factor indicating that the person
possessing that rightis anemployer”, (26 CFR
31312 1{d)- 1{e)2 ).

“Whether the relationship of employer and

employee exists under the usual common law

rules will in doubtful cases be determined
upon an examination of the particular facts of

each case”, (26 CFR 31.3121(d)- Ll{c)(3)).

F.U.T.A. regulations use the same factual criteria
to determine “common law” employees; expanding
application to include “all classes or grades of employ-
ees” including paid (but not unpaid) corperate officers,
as well as other supervisory personnel and managers,
(CFR 31.3306(i)-1).

Most courts interpreting these regulations con-
sider the “right to control” the most important factor in
determining employment status, (See Lifetimg Siding.
Inc. v. United States, 359 F.2d 657,660 (2nd Cir.
1966)). Although the determination of employee status
is to be made pursuant to common law concepts,
realistic interpretations of employees should be adopted,
{Breaux and Dangle. Inc v. U.S. Y00 F.2d 49, 51-52
{Cir. 5 1990)) The Ninth Circuit of Appeals reviewing
a California decision, found an employment relation-
ship to exist after applying the “economic reality™ test,
{(Westover v. Stockholders Publishing Co., 237 F.2d
948, 951-53 (9th Cir. 1956)).

Though critical 1o the issue of both amount and
manner of F.1.C.A. withholding, guidelines for deter-
mining employment status of members of workers’
collectives are not discussed either in the regulations or
in case law.

This issue is importani because employment status
determines the manner and amount of E1.C A, with-
holding that must be paid and by whom. In all of
cooperatives interviewed for this article, members were
treated as employees for F1.C.A. purposes {19}. This
may or may not be advantageous, given the recently
enacted personal income tax deduction for seif-em-
ployment taxes (FI1.C.A. taxes paid by the self-em-
ployed). Other factors such as income distribution,
overall tax rates, time of payment, and accounting
procedures should also be considered.

The unique structure of workers’ cooperatives also
raises other issues relevant to F.L.C.A. Should income
received by cooperative members as patronage divi-
dends also be taxed as part of an “employee’s” F.LC.A.

withholding? Should cooperatives pay the amount due
E1.C. A. for that portion of the member’s income re-
tained by the cooperative, in the name of the member,
by means of anon-qualified written notice of allocation
as specified in LR.C. 1388(c)? Should the member be
required to pay the F.I.C.A. tax when the non-qualified
written notice of allocation is redeemed? And, should
the cooperative be able to take adeduction from taxable
income for amounts paid in redemption (as this author
finds consistent with Subchapter T of 1.R.C. 1381 et.
seq.)? (See Helfman, Choosing a Workers’ Coopera-
tive - Another Way of Doing Business in Californta, 5
CEB Cal Bus L Prac 28, 35-35 (Winter 1990)). At
minimum, these issues require greater thought and
planning, both by the I.R.S. and those involved with
workers’ cooperatives.

State Law

Labor Standards (wage, hour and overtime)

The Division of Labor Standards Enforcement
(hereinafter “Labor Standards™), under the direction of
the California Labor Commissioner, is charged with
enforcing all labor laws not enforced by any other
agency (Cal. Lab. Code 79 et seq). Labor Standards’
efforts are primarily directed towards violations of
wage, hour, and overtime provisions (20). But the
Labor Commissioner also has power to cite companies
that do not maintain workers’ compensation; o inves-
tigate actions for wages, penalties (Cal. Lab. Code 98)
and other compensation, and to prosecute claims be-
lieved to be valid and enforceable, (Cal. Lab. Code
08.3). Labor Standards is also empowered to assist
with enforcement of the F.S.L..A., (Cal. Lab. Code
50.6).

The intent of California law 1s to promote the
welfare of wage earners, (Cal. Lab. Code 50.5). The
law assumes that the interest of workers and manage-
ment are inherently in conflict, that the relationship
between the two is antagonistic, and that the bargaining
power of workers is not equal to that of management
(21). Consequently, the Labor Code guarantees certain
rights to workers, including the right to strike and
engage in coliective bargaining, (Cal. Lab. Code 923).

The Labor Commissioner has no jurisdiction over
independent contractors, working partners in a partner-
ship, nor others not considered employees (22). But
neither the Labor Code, regulations, nor case law,
provide criteria for determining employee status; though
the “economic realities” test may be applied to statues
which have a remedial purpose, such as minimum
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wage and overtime regulations (23). The Commis-
sioner also lacks jurisdiction over wage claims of union
members working under collective bargaining agree-
ments that have a grievance procedure with an arbitra-
tion clause (24).

Labor Standards sets nolaw or policy regarding the
employment status of members of workers’ coopera-
tives (25). Under existing law, a worker is either an
employee or an independent contractor. Though nei-
ther of these categories adequately address the rela-
tionship in a workers’ cooperative, in the absence of
new legisiation, the status of worker members can only

be determined by one or the other of these categories -

(26).

Unemployment and Personal Withholding

The Employment Development Department for
the State of California (EDD) collects what is com-
monly known as state “payroll” taxes. These
withholdings from employee salary include unem-
ployment insurance, state disability, and employment
training tax. EDD also collects income tax withholdings
for the Franchise Tax Board. Because unemployment
insurance and income withholdings are the most sig-
nificant payroll taxes, and the other taxes do not present
additional legal issues relevant to workers’ coopera-
tives, this section will only examine the law concerning
to these two taxes.

The amount of these taxes withheld and manner of
collection depends upon the employment status of the
taxpayer. “Unemployment insurance taxes accrue only
on amounts paid as remuneration for services rendered
by employees”, (Emphasis in original) (Pierce Special-
ized Fquipment Company, Cal. Umemp. Ins. App. Bd.
Precedent Tax Decision No. P-T-2, p.8 (1968)). (See
also Cal. Umempl Ins. Code 901 et seq). Individuals
such as partners and sole proprietors, who are excluded
from required participation in unemployment insur-
ance, may elect coverage if they elect both unemploy-
ment and disability protection, Cal Unempl. Ins. Code
701 et seq..

Withholding taxes on income are deducted from
the wages of employees, Cal. Unempl. Ins. Code 13200.
There is no distinction between classes of employees
for purposes of income withholding tax, and this in-
cludes corporate officers, (See Cal. Unempl. Ins. Code
13004). Persons in business for themselves are not
considered employees, EDD, California Personal In-

come Tax Withholding Guide, (1991), Section 5.
Common law rules are used to determine whether
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an individual is an employee for unemployment insur-
ance and/or income tax withholding purposes, (Cal.
Umempl Ins. Code 621; Cal. Code of Reg, Title 22,
Section 4304-1), The principal test used is manner and
means of control, (Id; Tieberg v. Unemployment Ins
App. Bd, (1970) 2 Cal. 3d 943, 946, 950). The right to
fire at will, without cause, is considered conclusive
evidence of the right to control, (Cal. Code of Reg, Title
22, Section 4304-1). And, internal agreements which
have express provisions, followed in practice, concern-
ing powers of direction and control, are similarly
deemed significant, (Tieberg v. Unemployment Ins.
App. Bd.,2 Cal. 3d supra at 951-52, Pierce Specialized
Equipment company, P-T-2, supra at 8).

There is no EDD policy concerning the employ-
ment status of members of workers’ cooperatives. Nor
are guidelines set by statute, regulation or case law —
with the exception of one non-precedent tax decision
by the California Unemployment Insurance Appeals
Board limited to the facts of that particular case. In
Construction Survey Cooperative, (T-62-3 (1962}), the
Appeals Board was presented with the question as to
“whether those who are members of an organization of
this type can also be employees of the organization

when they render services to it”, (Id at 6). Coinciden-

tally, this case involved the same survey cooperative in
Wirtz, (discussed in the F.8.L.A. section).

The Appeals Board found the following facts:
Members shared the returns and losses in relation to
their individual contributions of time and money (Id at
4,5). A member’s labor rate was fixed by mutual
agreement between the member and the cooperative
when the member first joined. This rate could be
adjusted subject to approval of the majority of the
membership (1d at 4). And, the activities of the coop-
erative were directed by a manager by common con-
sent with the ultimate right to make managerial deci-
sions reserved to the membership, (Id at 4,5).

The Board noted that if the entity were a partner-
ship instead of a cooperative, there would be no prob-
lem in establishing the employment status of member-
workers. Since partners are co-owners of the business,
service provided to the partnership would not be em-
ployment, (Id at 6). Under long- standing California
law, a party cannot be principal and employee inregard
to the same transaction; these relationships are legally
incompatible, (Id at &, citing Wiltsee v. California
Unemployment Commission, (1945) 69 Cal. App. 2d
120, 127).

Furthermore, remuneration received by partners
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does not constitute wages within the meaning of the
Unemployment Insurance Code, (Id at 6; Cal. Code of
Reg., Title 22, Section 926-2). The Board held that the
same reasoning which applies to a partnership should
apply with equal force to a cooperative, and found the
cooperative exempt, (id at 8).]

An important factor in the Appeal Board’s consid-
eration was that the cooperative was an unincorporated
association. “Their status as members of an unincorpo-
rated association in and of itself may be sufficient to
exclude them from an employment relationship with
it”, according to the holding, (Id at 6).

As earfier stated, EDD took the position that if the
cooperative had been incorporated, members should
have been considered employees. When asked why the
entity status of acooperative should control the internal
working relations between members, EDD representa-
tives responded that since a corporation constituted a
separate entity, apart from its participants, workers
would be providing services to the entity (27). When
asked why this should make a difference given the
factual criteria set forth in common law, they could not
provide an answer; they rejoined that this issue has not
been decided and that they had not had the occasion to
examine this question more closely (28).

The employment status of worker-members of an
incorporated workers’ cooperative has been decided
by the State of Oregon Court of Appeals (29). In
Employment Division v. Surata Soy Food. Inc., (1983)
(63 Or. App. 221, 662 P.2d 810), the court was asked to
review a referee’s decision setting aside a notice of tax
and deficiency assessments for unemployment contri-
butions against a worker’s cooperative that was struc-
tured on principles consistent with the Mondragon and
other “true cooperatives”. In an extensive finding of
facts, the referee found that the cooperative did not
issue stock; that it required instead a $300 membership
fee; that members of the cooperative operated as the
board of directors; that this Board elected corporate
officers, designated distribution of patronage “fees” to
members and wage scale for non-members, designated
work and shift assignments, and distributed payments
based upon an estimated net annual income; and fi-
nally, that members performed their production tasks
without direction or supervision, (Id at 811).

On these facts, the referee held that the cooperative
“did not include the requisite characteristics of an
employee-employer status”, (Id at 812). The referee
further noted that a member’s compensation was
dependant upon the existence of profit (patronage
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dividend), and hence that there was a distinct possibil-
ity members would not be compensated for their ser-
vices if the cooperative experienced adverse condi-
tions.

The Court of Appeals reversed the referee’s deci-
sion solely in reliance upon an Oregon statue defining
employees as persons employed for “remuneration”,
(Id at 812). Relying upon another decision pertaining
toa workers’ cooperative, Assoc, Reforestation v. State
Workers® Comp. Bd, (1982) (59 Or. App 348, P.2d
1068), the Oregon court held that patronage dividends
were “remuneration” within the meaning of the statue,
(Id}. Incredibly, it appears that neither the referee’s
finding of facts, nor factual criteria other than the
existence of “remuneration”, had any bearing upon the
court’s decision. Possibly this is because Oregon’s
unemployment insurance definition of “employee” is
statutory, based solely on “remuneration™ instead of
the common law criteria used in California.

It is noteworthy that the fact of incorporation was
not discussed; nor did it appear to be a factor in this
decision. Thus, the issue presented to the EDD is yet to
be judicially determined in this or any state. The
inference of the Oregon decision is that incorporation
may not have the overriding importance given to it by
the EDD.

Representatives of EDD explain that the policy of
unemployment insurance is to protect workers, and
that the entity structure is relevant to the extent iteffects
employment (30). The stated objective of the Califor-
nia Unemployment Insurance Code is to provide ben-
efits to “persons unemployed through no fault of their
own,” (Cal. Unempl. Ins Code 100). This policy, de-
clared by the Legislature, is intended to guide interpre-
tation and application of the California Unemployment
Insurance Act, (Whitcomb Hotel, Inc v. Cal. Emp.
Com, (1944) 24 Cal. 2d 753, 756-57)). Given this
stated objective, it is difficult to understand how entity
status makes any difference. Presumably, if the bylaws
provid a cooperative with the power to lay-off members
at will, or to freely terminate worker-members due to
decrease in business activity, then the stated policy
should apply. But if the cooperative requires that all
members share in good and bad times alike, similar to
a partnership, then this policy would not be applicable.

The EDD acknowledged that there is an inconsis-
tency between the policy underlying the California
Unemployment Code and the corporate status of a
cooperative (31).

EDD spokesmen stated that the employment status
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of unincorporated entities should be determined on a
case by case basis, depending upon the degree of
equality between members (32). In this view, it would
be important to show that members had a “reasonable
share” in management, were in a position to assume the
risks of employment,.and had received remuneration
consistent with their contribution of time and capital
(33). There is no reason why incorporated cooperatives
shouldn’t also be judged on the facts of each case. Such
determination could be based on factors including
those stated by the EDD, the policy objectives of the
law, the effect of entity status upon employment, and
internal agreements and relauonshlps between the
members.

Workers’ Compensation

Workers compensation is a statutory scheme de-
signed to compensate employees for injuries incurred
during the course and scope of employment, (Cal. Lab.
Code 3600, 3700; Quong Ham Wah Co. v. Ind. Acc.
Com.. (1920} 184 Cal. 26, 36). It is primarily a no-fault
doctrine for those risks that are typical or broadly
incidental to the enterprise, (Westbrooks v. W.C.A.B.,
(1988) 203 Cal. App. 3d 249, 254). Under this ap-
proach, compensation for work-related injuries can be
provided without the need for determining liability.

This serves several purposes — including guarantee-

ing prompt compensation to the employee, and tort
liability protection for the employer, (S.G. Borello &
Sons, Inc. v. Department of Industrial Relations, (1989)
48 Cal. 3d 341, 354). Workers’ compensation is also
intended to place the cost of workplace injuries on the
cost of goods rather than on society, and to promotc
workplace safety (1d).

Although common law factors such as control are
given important consideration, the test foremployment
relationship mandates their consideration within the
larger context of the Workers® Compensation Act, its
policies and purposes, (Id at 353). Beyond the question
of control, the law attempts to determine, for example,
which party is in the best position to assume the cost
and risks of work related-injuries, (See Id at 357).

Employers are required by statue to maintain work-
ers’ compensation insurance for employees, with the
amount of compensation for injuries set by statue.
There are, however, some exceptions to mandatory
workers’ compensation coverage. Certain categories
are exempt by statute. Independent contractors are
exempt in recognition that the goals of the Workers’
Compensation Act are best served by imposing the risk
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of “no-fault” work injuries on the provider instead of
the recipient of compensated services, (Id at 354).
Though working general partners are defined as em-
ployees, workers’ compensation is elective rather than
mandatory for them, (Cal. Lab. Code 3359(1)). Officers
and directors are covered employees unless they are
sole shareholders, (Cal. Lab. Code 3359(c)), or the
corporation is a general partner in a partnership, (Cal.
Lab. Code 3355(1)).

There is no statutory definition of the employment
status of member-workers of cooperatives, nor is the
coverage of the Workers’ Compensation Act to work-
ers’ cooperatives otherwise stated in the code. Also,
there is no California case law. In Yellow Cab Coopera-
tive, Inc. v. W.C.A.B., (1991) (226 Cal. App. 3d 1288),
the court held that workers’ compensation had to be
paid to drivers of the cab company. In spite of its name,
the company did not present itself as a cooperative. It
argued, instead, that drivers were independent contrac-
tors who had entered into lease agreements with cab
company. The court found that the company had “per-
vasive control over the enterprise”, (Id at 1299), and
there was no evidence that it operated as a workers’
cooperative.

In Oregon, the Court of Appeals held that Hoedads,
a tree planting cooperative, was subject to workers’
compensation law, Associated Reforestation Contrac-
tor, Inc v. State Workers Compensation Board. (1983)
(590r. App. 348,760 P.2d 1068). The courtrelied upon
a workers’ comp statutory definition of employee as:

“any person...who engages+to furnish services

for a remuoneration, subject to the direction and

control of an employer.”

The cooperative argued that since the workers
were paid a pro rata share of the profits in the form of
patronage dividends representing the amount of work
performed, such compensation should be seen as inci-
dents of ownership, not remuneration. The court saw
no reason why patronage dividends should not be
considered remuneration “just because the amount
varies with the profits of the organization”, (Id at 1071).

Would the court have reached the same conclusion
for partnership draws? This was not addressed in the
reported case. According to California law, working
members of partnerships are employees for workers’
compensation purposes since they receive “wages irre-
spective of profits”, (Cal. Lab. Code 3359(f)). The
inference of this law is that partners who receive
compensation dependent upon profits are not employ-
ees.
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The cooperative also argued that it was a partner-
ship, exempt from the Oregon workers’ compensation
law. Why the cooperative used this approach, instead of
seeking exemption as a cooperative, is not clear. While
noting that cooperatives are distinct in character from
partnerships and corporations, (Id at 1072}, neither the
court nor cooperative addressed these unique charac-
teristics as grounds for exemption. The court con-
cluded thar Hoedads was not a partnership because;
Members couid be terminated “at will”; there was a
high turnover; and members had only limited control
through elected representatives. The fact that members
had a proprictary interest was not in itself deemed
inconsistent with an employer-employee relationship,
(Id). The case made no mention of incorporation as a
factor in the court’s decision.

While the case is not binding upon the courts of
California, it presents an interesting question. Would
the court have ruled differently in interpreting the
“direction and control” if there was no “at will” termi-
nation, and cooperative members had more control of
operations? Under these circumstances, would coop-
erative members, like general partners, be deemed to be
in a position to assume responsibility for workplace
injuries? Although cooperatives are distinct from part-
nerships, they do share common characteristics rel-
evant to the underlying application of workers” com-
pensation law, In both cooperatives and partnerships,
the ultimate power to determine the entity’s operations
rests with active participants who have made financial
and contractual commitments to the entity — not third
parties whose interests may be no more than a return on

invested capital. Inthis sense, cooperative membersare

in no less of a position than general partners to assume
responsibility for the entity’s activities, including pro-
viding both health care and compensation for work-
place injuries. Thus, there is no reason why a coopera-
tive should be treated differently than a partnership
where the members share the financial risks and re-
wards; have meaningful roies in its management; and
from which they cannot be terminated at will. Under
Califormialaw, workers’ compensation is elective rather
than mandatory. The same ruie should apply to appro-
priate workers’ cooperatives.

PROPOSED LABOR LAW GUIDELINES FOR
WORKERS COOPERATIVES

This report does not advocate the demise of labor
law. On the contrary, these laws are needed today more
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than ever as workers’ rights have been eroded by the
political and economic climate of the last decade. The
resulting encouragement of greed and deception on the
part of employers, has given life to an eager generation
of union-busting attorneys.

Itis neither necessary nor right that such adversarial
premise defines and/or directs the relationships of
workers who have committed themselves to jointly
operating their own business. Though labor law grew
out of the Great Depression at a time of warfare
between labor and management, (34) current law should
be both flexible and artful enough to recognize that not
all labor relations are hostile, (See Bowen v. U.S.
Postal, 459 U.S. 212 (1983)).

Even where labor law distinguishes different types
of working relationships, such distinctions do not re-
late to the circumstances found in workers’ coopera-
tives. As memtioned, the tests for defining an employ-
ment relationship were created to distinguish indepen-
dent contractors from “employees™. There is no sepa-
rate test for members of workers’ cooperatives. In the
absence of more precise law, any employment determi-
nation has to be made on the existing criteria (35). This
is like trying to determine whether a cow is a fish or a
plant because there are no biclogical categories for
land animals. Thus, not only is labor law undeveloped
inregard to workers’ cooperatives, but the law thatdoes
exist, is inappropriate in whole or in part.

While existing law does not meaningfully address
the issue of cooperatives, it does provide a useful
starting point, Certain issues and characteristics, such
as degree of worker control, are a common thread in
both federal and California labor law. Both systems are
also concerned that cooperatives will be created prima-
rily to avoid labor laws, while giving only lip-service to
cooperative principles. With this in mind, this author
suggests the following to determine the employment
status of members of workers’ cooperatives:

1. Shared governance of operation by worker
members; with each having meaningful input in
the affairs of the entity. This will depend, to
some degree, on the number of members in a
given cooperative. In a small cooperative, or
collective, this could be a relatively simple
process where decisions are made collectively
by members. without the need for management.
As the operation involves more people and the
functions become more diverse, some
management structure may be necessary to
oversee day-to-day operations (36). The
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management structure should be composed of
members who either exercise direct control or
participate in management committees (e.g.
work scheduling, purchasing, discipline, etc.)
(37). Outside managers can also be used, if
subject to the ultimate control of members
through the board of directors. Regardless of the
management structure, ultimate authority should
always rtest with cooperative members, who
should have the power to determine policy and
clectthe board of directors (38). Members should
have equal voting rights, (though this author
believes there should be some variance from the
one-person-one-vote rule to take into
consideration varying degrees of participation
in the cooperative, though not to the extent that
any one member would be disenfranchised).
This option already exists for agricultural
cooperatives organized under the California
Food and Agriculture Code. :

2. All members of the cooperative should share in
the profits and losses of the business on a pro
rata basis in accordance with their annuai
participation in the cooperative. Cooperatives

that pay salaries to members, instead of draws '

against estimated annual income, should
distribute all surplus, or patronage dividends on
a pro rata basis (39). Only members should
receive a share of the cooperative’s income
other than salaries (and perhaps bonuses)
distributed to non-member workers, and return
on interest to creditors,

3. All members should make an initial capital

contribution in the form of membership fees, .

and possibly subsequent capital contributions
as well (40). To the extent possible, such
contributions should represent a shared and
equal capital risk, (See 5 CEB California
Business Law Practitioner (Winter 1990) supra
at 33-34). Instead of membership fees, capital
contributions can also be made in exchange for
“stock” whose value is not tied to the net worth
of the cooperative, and which can be redeemed
for no more than the amount contributed. With
the exception of preferred shares, no stock may
be issued to non-members.

4. A cooperative should have a stated internal
grievance procedure, with an existing body of
cooperative members toresolve internal disputes
(41).
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5. There shoiild be no at-will termination (42). The
acceptance of new members and the removal of
existing members to be decided by the
membership, preferably by a super-majority
vote (i.e. a vote requiring more than a mere
majority of members). .

6. There should also be internal agreementbetween
members in the form of bylaws or other written
statement, binding upon the members, specifying
the operation of the cooperative. In addition to
including the above-stated terms, the document
should further expressly declare that the entity
is to operate as a workers’ cooperative.

This list is not meant to be exhaustive. Nor should

the presence or absence of any factor in itself be
determinative. Any proposed law should be flexible,
evolving in conjunction with the development of work-
ers’ cooperatives and other pertinent law. The legisla-
tive purpose of different labor laws should be taken into
consideration — in one instance the issue of control
may be of primary importance, while inanother, greater
emphasis will be placed on a members’ financial stake.

But as to all labor law examined herein, where
these factors are followed, and a valid workers’ coop-
erative exists, its members should not be considered
employees; nor should an employment relationship
between the members and the entity be deerhed to exist.

Hopefully, in the future, state and federal legisla-
tures will enact laws, in areas including labor, corpo-
rate, and tax, to provide a legal structure of operation
addressing the unique characteristics of workers’ co-
operatives. Such legislation (statue and/or regulation)
should delineate the factors that should be present for
an entity to qualify as a workers’ cooperative. It is
further hoped that a clear and thoughtful statement of
the law will encourage cooperatives to develop to their
fullest potential and discourage the existence of pseudo-
cooperatives created primarily to subvertexisting laws.

PERCEIVED BENEFITS OF DEVELOPING
LABOR LAWS RESPONSIVE TO WORKERS’
COOPERATIVES

Cooperatives provide a combination of operating
advantages not found in other structures. In large part,
this is due to the unique capital equation found in a
workers’ cooperative. Unlike business structures that
premise economic and participatory entitlements upon
contributed capital, in cooperatives, members’ benefits
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are based upon what they do instead of what they own.
Fundamental legal definitions such as “profit”, “invest-
ment”, and “employment”, are inapplicable.

Consequently, workers’™ cooperatives are subject
to single taxation that can be apportioned between the
entity and member, liability protection (43), and ex-
emption from bureaucratic entanglements such as those
posed by state and federal securities law (see 5 CEB
Cal. Bus. Law Prac. (Winter 1990), supra).

The perceived benefits of labor law relating to
cooperatives provide yet another advantage to choos-
ing this form of business entity.

But this unique structure carries with it extra re-
sponsibility as well. In order to receive the benefits of
their endeavors, members must also shoulder addi-
tional burden for managing their own affairs. As a
practical as well as legal matter, it is inaccurate to label
member-workers “employees” where they validly share
responsibility for operations through shared manage-
ment and ultimate decision-making power. To consider
them “employees”, undermines this power. Moreover,
if, as employees they can resort to federal and state
enforcement agencies to resolve their disputes, instead
of using

their own internal mechanisms, then the practice of
economic democracy is distorted, and the commitment
they have made among themselves is weakened (44). A
member who engages a state or federal agency to
resalve an internal dispute is no longer one member
entitled to one vote. Rather his or her empowerment is
the cne vote, plus the power of the agency. Further-
more, reaching outside the cooperative for dispute
resolution may well destroy the trust necessary for
members (0 pursue common objectives.

In order for a cooperative to assume responsibility
for its own affairs, any dispute resolution mechanism
must have the practical ability as well as legal authority
to settle disputes, As a threshold requirement, particu-
lar conduct which could result in disciplinary measures
should be clearly spelled out and brought to the atten-
tion of all members. While this would most likely
include many of the same strictures found in current
employee policy manuals, it should also include viola-
tions of the members’ joint proprietary interest, such as
prohibitions against self-dealing at the expense of the
cooperative.

Second, there should be an existing mechanism to
resolve disputes. There could, forexample, be arevolv-
ing committee, either chosen or appointed by the
members, with power to address disputes among mem-

bers, and between members and the cooperative. This
committee could investigate and determine the facts in
dispute. When possible, it should also act as mediator
in an attempt help disputing parties find workable
solutions. The committee should also have the power to
order compliance with its recommendations when no
other resolution can be found. A member who feels that
the commitiee is in error should have the right to bring
the matter to the general membership, and even to
overturn the committee’s decision if a super-majority
of the members are in agreement. Finally, the commit-
tee should have the power to request expulsion by the
general membership of a member who willfully fails to
follow its decision, flagrantly violates stated policy on
matters that could materially affect the cooperative, or
engages in egregious conduct, such as assaulting an-
other member. A super-majority vole should be re-
quired for expulsion.

Certainly other systems can and should be created.
Like anything else, the best solutions will come through
trial, error, and an honest attempt to meet existing
conditions.

For all these reasons, workers’ cooperatives that
adhere to criteria stated in the preceding section should
be exempt from most, if not all, labor laws regulating
economic affairs between members — in the same
manner as partnerships, joint ventures, and other ag-
gregations acting for a common purpose. This is con-
sistent with both the policy and practices of labor law.
The lack of managerial powerand the inherent conflict
of interest present in employer-employee situations
(45), which justify existing labor laws, are absent in
workers’ cooperatives. Cooperative members are dif-
ferent from employees because they do have the power
to affect workplace conditions, and because only they
may share in the profits and losses of their own busi-
nesses; accordingly, they should be treated differently
under the law.

Other perceived benefits of the recommendations
proposed herein for workers’ cooperatives include the
following:

Clear Guidelines

The absence of well-defined labor law applicable
to worker’s cooperatives, and perhaps other entities
with both worker and management elements, puts
workers’ cooperatives in the position of not knowing
what is requi:-:d of them under the taw. Existing laws
should be amended, supplemented and/or otherwise
developed to provide guidance to cooperatives in the
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form of bright line tests that indicate under what
circumstances an employment relationship exists, and
what compliance with labor law is required. It is
common for cooperatives to treat member-workers as
employees, without really knowing why or challeng-
ing this assumption, even when they believe it is
inappropriate (46). For ¢xample, one cooperative presi-
dent expressed astonishment at overtime requirements
mandated by state and federal law, even though labor
law requirements for employees were otherwise fol-
lowed, (See Wirtz, discussed in the F.S.L.A. section).
The overtime pay requirement, in his view, was incon-
gruous with the cooperative’s equalized pay structure,
and with the stated and practiced objectives of that
cooperative. Similar protests were made regarding
other required procedures.

Reduction of Paper Work

If workers’ cooperatives meeting certain require-
ments are exempt from labor law, they should also be
relieved from the recording requirements of the various
labor regulating agencies. Both state and federal agen-
cies monitoring wage and hour law require extensive
records to be kept. The .S L. A. alone requires employ-
ers to keep nine different types of records (47). While
some of these records normally. would be kept by
cooperatives, others are clearly an unnecessary burden
- as for example, total daily and weekly straight time,
overtime pay and total wages per pay period. California’s
Division of Labor Standards has additional reporting
requirements, including daily time records showing,
among other things, meal periods and split shift inter-
vals (48). Payroll tax recording requirements could
also be reduced, if not eliminated, if members of
workers’ cooperatives were not considered employees.

Possible Alternatives to Workers’ Comp and
Unemployment Insurance

Some form of guaranteed payment for workplace
injuries should be in place for all business. But, work-
ers’ comp may not be the most suitable answer for
workers’ cooperatives (49). Like, partnerships, coop-
eratives should have the option to elect workers’ comp
coverage or create their own alternative — as for
example, self-insurance by the cooperative or a collec-
tion of cooperatives (50).

Ideally, no cooperative should have the right to
terminate at will. Presently however, some do. Such
“cooperatives” which allow such “at will” termination
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or other lay-offs during weak business cycles, should
be subject to unemployment insurance law. Those
cooperatives which cannot terminate members “at will”,
and whose members can be terminated only by a
majority, or super-majority vote of the membership,
should be allowed to elect coverage. In such situations,
involuntary terminations would most likely result from
matters unrelated to the economic fortunes of the
cooperative, and the frequency of involuntary termina-
tion should be low, if not non-existent. Under these
circumstances, unemployment insurance would not
serve the purpose stated by statute, nor provide any
foreseeable benefit to members of workers’ coopera-
tives. A member who is terminated “for cause”, or
leaves the cooperative voluntarily, most likely would
not be legally entitled to unemployment insurance
benefits.

The proposed recommendations in this reporthope-
fully will not only encourage the development of
worker’s cooperatives, but will also provide a dynamic
and democratic business structure to meet the competi-
tive needs of the emerging world economy.
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