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CORPORATE GOVERNANCE
IN THE COOPERATIVE BANKING SECTOR IN POLAND

Abstract. The corporate governance principles in the cooperative banking play crucial role
in complementing institutional supervision and supporting internal controls. This paper discusses
the selected issues of corporate governance in the cooperative banking sector in Poland. It outlines
the contemporary challenges of corporate governance principles in the Polish cooperative banking
sector related to external and internal supervision of banking activity. In addition, this paper aims to
answer the question whether and to what extent the Polish cooperative banks have adopted the
recommendation of the Polish Financial Supervisory Authority with regard to corporate governance
in the banking sector and the extent to which internal rules for the organization of these banks affect
the efficiency and effectiveness of the market. As a result, the following hypothesis was put
forward: implementation of the corporate governance principles in the Polish cooperative banks has
not contributed significantly to the improvement of their efficiency and has not enhanced the
institutional supervision and internal controls in the cooperative banks. According to the authors,
despite the existence of corporate governance principles in all Polish cooperative banks, there is still
problem with the effectiveness of these institutions. Cooperative banks in Poland have experienced
the phase of lethargy since 2013 and reported weaker and weaker financial results. Having in mind
the fact that in 2015, that is after 14 years of stability in the sector, one of the Polish largest
cooperative banks, SK-Bank, got bankruptcy, nobody predicted this event. It concludes that when it
comes to the corporate governance principles the management bodies, regulators as well as
supervisors require more effectively cooperation. The results in this paper confirmed that the model
of credit cooperative movement adopted in Poland requires implementation of a couple of basic
changes that are directly related to the utilization of the principles of a good corporate governance.
The current corporate governance rules in Polish cooperative banks lead to having standardised
governance without any substantial improvements and promoting better governance.
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KOPIIOPATUBHE YIIPABJITHHSA
B KOOITIEPATUBHOMY BAHKIBCBbKOMY CEKTOPI NOJIbLII
AHoTauis. [IpuHIMIM KOPIOPAaTUBHOIO YMPABIiHHSA B KOONEPATUBHOMY OaHKIBCHKOMY
CEKTOpl BIAIrpaloTh BUPIMIAIBHY pOJIb Y JOMOBHEHHI IHCTUTYIIMHOTO HArIALy Ta MiATPUMKU



BHYTPIIIHBOTO KOHTPOJIIO. Y CTATTi PO3TIIAIOTHCS OKPEeMi MUTaHHS KOPHOPATUBHOTO YHPABIIHHS
B KOOTIEpaTUBHOMY OaHKiBchbkOMY cekTopi [lombimi. BucBitneHo cydacHi BUKJIMKH NPUHIUTIAM
KOPIOPATUBHOTO YIPABIIIHHS B MOJbCHKOMY KOONEPAaTUBHOMY OaHKIBCBKOMY CEKTOpI, MOB'A3aH1 3
30BHINTHIM Ta BHYTPIIIHIM HarjsgoM 3a OaHKIBCHKOI MisbHICTIO. KpiM TOTO, 1151 CTATTS Mae Ha
METi BIJNOBICTM Ha 3alUTaHHS, YW NPUUAHSIN IOJLChKI KOOTIEPAaTHWBHI OaHKH PEKOMEHIAIIII0
[TonbcpkoTo Oprany (iHAHCOBOTO HATJISAY MIOA0 KOPIIOPATUBHOTO YIPABIIHHSA B OaHKIBCBKOMY
CEeKTOpi Ta B sKii Mipi BHYTPIIIHI MpaBuja OpraHi3alii IMX MOJbCHKUX OaHKIB OyIU MPUHHATI, SIK
OaHKM BIUIMBAIOTh HA €(EKTUBHICTh PUHKY. BHACHiOK 1[bOT0 OyJI0 BHCYHYTO HACTYIHY TilOTE3Y:
BIIPOBA/DKECHHS MPHHIUIIB KOPIOPATUBHOTO YIPABIIHHS B MOJBCHKHX KOOIEPATUBHUX OaHKaxX HE
CHPUSIIO CYTTEBOMY ITIJBUILEHHIO X €(EKTHBHOCTI Ta HE MOCHIMIO IHCTHTYLIHHOTO HArjsimy Ta
BHYTPIIIHBOTO KOHTPOJIO B KoomepaTHMBHMX OaHkax. Ha 1nyMKy aBTOpiB, He3BaKalO4M Ha
ICHYBaHHSI KOPIIOPATUBHUX NMPUHIIMITB YIPABIIHHS B YCIX MOJIBCHKUX KOOTIEpATUBHUX OAHKAX, BCE
e icHye npobiieMa eeKTHBHOCTI ITuX yctaHoB. KoomneparueHi O6anku B [TombIni mepeskmm eran
nacuBHOCTI 3 2013 poxy i moBimomMuiau mpo ciadki (iHaHCOBI pe3ynpTaTH. Mawdn Ha yBasi TOU
dakt mo B 2015 pomi, ToOTro micas 14 pokiB CTaOLIBHOCTI B CEKTOpi, OJWUH 3 HAWOUIBIIHAX
MoJILChKUX KoorepatuBiB OankiB CK-bank, motpanuB g0 OaHKPYTCTBa, 1 IO MOJI0 HIXTO HE
nependavas. 3po0OIeHO BUCHOBOK, 110 KOJX JOXOMUTH 10 MPHHIUIIB KOPIIOPATHBHOTO YIPABIiHHS,
OpraHiB yNpaBJiHHS, PEryjIsaTOpiB, a TaKOXX OpPraHiB Harisgy MNOTpiOHO BUMAaratu OUTbIT
epexTuBHOi cmiBmpami. Pe3ympratm B 1iif  po0OTI MIATBEpAMIN, IO MOJEIb KpPEIUTY
KooneparuBuuii pyx, mpuiinara y Ilombiui, BUMarae BUKOHAHHS JAEKUIBKOX OCHOBHHUX 3MIH SIKi
0e3mocepeIHhO TIOB'A3aHI 3 BUKOPHUCTAHHSIM MPUHIMUIIB TapHOTO KOPHOPATHBHOTO YIIPABIIIHHS.
[ToTouHi mpaBMIIa KOPIIOPATUBHOTO YIPABIIHHS B MOJIbCHKUX KOOTIEPATHUBHUX OAHKAaX MPU3BOISTH
JI0 CTaHAApTHU3aI] ypaBiIiHHA 0e3 Oyab-SKUX ICTOTHUX MOKPAIIEHb Ta PO3BUTKY YIPABIIHHS.

KrouoBi cjioBa: kopriopaTuBHE yIpaBiliHHS, KOONEPAaTUBHI OaHKU, CTPYKTypa yIpaBIIiHHS
OaHKaMu
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KOPIIOPATUBHOE YIIPABJIEHUE
B KOONEPATUBHOM BAHKOBCKOM CEKTOPE ITOJIBIIIN

AnHoTaums. [IpUHIUOB KOPHOPATUBHOTO YIPAaBIEHUS B KOOMEPATUBHOM OaHKOBCKOM
CEKTOpE WIPalT PElIaloIIyl0 poJib B TOIOJHEHUMM WHCTHUTYLMOHAJIBHOTO HAA30pa M MOANEPIKKH
BHYTPEHHEI0 KOHTpOJIA. B crarbe paccMaTpuBarOTCs OTHENBHBIE BOIPOCHI KOPIOPAaTUBHOTO
yIpaBJIeHUsI B KOONepaTUBHOM OaHKOBCKOM cekTope [lombuin. OcBelieHbl COBPEMEHHbIE BBI30BBI
NPUHLKIIAM KOPIOPATUBHOTO YNPABJICHUS B IMOJHCKOM KOOIEPATUBHOM OAaHKOBCKOM CEKTOpE,
CBSI3aHHBIC C BHEIIHUM U BHYTPEHHUM HAJ30pOM 3a OAaHKOBCKOI aesTenbHOCThIO. Kpome Toro, sta
CTaTbsi HWMEET LEeNbI0 OTBETUTh HA BOMPOC, MPHUHSIN TOJBCKHE KOOIMEpaTUBHBIC OaHKU
pexomennanuio [losbckoro oprana (pMHAHCOBOTO HAA30pa MO KOPIOPATHMBHOMY YIPAaBJICHHIO B
0aHKOBCKOM CEKTOpPE M B KAaKOW CTENEHM BHYTPEHHHE IpaBWJIa OPraHU3ALUU 3THUX IOJBCKHX
0aHKOB OBUIM NPHHATHL, KaK OaHKW BIMAIOT Ha 3(QexkTHBHOCTH phIHKA. B pesymprare ObLIO
BBIIBUHYTO CIEAYIOLIEe THUIIOTE3y: BHEIPEHHE IPUHIUIIOB KOPIOPAaTUBHOIO YIIPABICHUSA B
MOJILCKUX KOOINEpPaTUBHbIX OaHKaX HE CIOCOOCTBOBAJIO CYIIECTBEHHOMY MOBBILICHHIO HX
3(pPEKTUBHOCTH HO M HE YCHUJIMJIO HMHCTUTYLIMOHAJIBHOTO HAA30pa U BHYTPEHHETO KOHTPOJS B
KoomnepaTuBHbIX OaHkax. [lo MHEHHIO aBTOpPOB, HECMOTpPS Ha CYIIECTBOBaHHE KOPIOPATHUBHBIX



IPUHLMIIOB YIPABJIEHUS BO BCEX IIOJICKUX KOONEPAaTUBHBIX OaHKaX, BCE €Ile CYIECTBYET
npobsema 3¢dekTuBHOCTH ITUX YupexaeHuid. KooneparuBubie 6anku B [lonblne nepexunu stam
naccuBHOCTH ¢ 2013 roga u cooOmman o cinalbix (MHAHCOBBIX pe3ynbTaTax. MMes B BUAY TOT
¢axt, yro B 2015 roxy, To ectb mocine 14 ner cTaOMIBHOCTH B CEKTOPE, OAMH U3 KPYIMHEHIINX
MoJILCKUX KoomepaTuBoB OankoB CK-bank, momam k OaHKpPOTCTBY, W 3TO COOBITHE HHUKTO HE
npeanonaran. CaenaH BbIBOA, YTO KOTJa JOXOAUT K IMPUHIIMIIAM KOPIOPATUBHOTO YIPABIEHUS,
OpPraHOB YHpABJIEHHUS, pETYIATOPOB, a TaKXKE OPraHoB HaI30pa HYXKHO TpeOoBaTh Oojee
s¢dexTuBHOrO coTpynHuUecTBa. Pe3ynbTaTel B 3TOH paboTe MOATBEPAMIM, YTO MOJEIb KpeauTa
Kooneparusnoe nBuxenue, npunaras B [losbiie, TpeOyeT BBINOIHEHUS HECKOJBKHUX OCHOBHBIX
W3MEHEHUIl  HEMOCPEACTBEHHO  CBSI3aHHBIX C  MCIOJb30BAHMEM  HIPUHIUIIOB  XOPOIIEro
KOPIIOPATUBHOTO YMpaBieHHUs. TeKylue MpaBuwia KOPHOPATHMBHOTO YIPABJIEHUS B MOJBCKUX
KOOTIEPATUBHBIX OaHKAaX MPUBOJAT K CTAHJAPTU3AMH YIPaBICHU 0€3 KaKHX-JIM0O CYIIECTBEHHbIX
YIYUIICHUN U Pa3BUTHUS YIPABICHHS.

KawueBble cj10Ba: KOPHOpPaTHBHOE YIpaBIeHHE, KOOTEpaTHBHBIE OaHKU, CTPYKTypa
ylpaBieHUs OaHKaMU

®opwmyir: 0; puc.: 0; Tadi.: 0; 6ub:.: 18.

1. Introduction

The World financial crisis has revealed many imperfections and inefficiencies of the
banking supervision and the banking sector corporate governance, which, in consequence, has
contributed to the loss of public trust in the financial market institutions, including banks. The
experience gained over the last years forced supervisory bodies to undertake some measures aiming
at the improvement of the banking sector operational standards, its internal organization and
corporate governance. One of the main assumptions behind such changes was to increase capital
requirements for banks and to strengthen responsibility of bank owners for activities undertaken by
the bank governing authorities.

The Polish cooperative banking sector was only slightly affected by the financial crisis. This
may be explained by some very specific features of the sector such as a long history of operating on
the market, its local nature and restricted market reach, the absence of sophisticated investment
products in cooperative banks' offers, extensive knowledge of their customers, owners' commitment
and a one member-one vote principle. However, despite those advantages beneficial during the
financial crisis, it was necessary to introduce some solutions strengthening corporate governance in
the entire EU banking sector. The key document regulating the corporate governance issues at the
international level was prepared by the Basel Committee on Banking Supervision "Enhancing
corporate governance for banking organizations"” [Basel Committee on Banking Supervision 2006]
and Green Paper: Corporate governance in financial institutions and remuneration policies
[European Commission 2010]. The CRD IV' package was significant interest for banks. The
package had very general nature and did not take into consideration any specific features of the
cooperative banking sector. Cooperative bank owners and supervisory authorities in particular state
authorities were given wide latitude in decision making.

The Polish Financial Supervisory Authority (the body supervising financial market
institutions) published "The Corporate Governance Principles for Supervised Institutions™ on 22 of
July 2014. The document became effective for the banks from 1% of January 2015. Previously, the
banks had been voluntarily implementing codes of good banking practice and codes of bank
management. The mandatory introduction of the corporate governance principles into the Polish
banks resulted in greater transparency, stronger position of the supervisory authorities and improved

! CRD 1V includes Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to
the activity of credit institutions and the prudential supervision of credit institutions and investment firms, amending
Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC Text with EEA relevance (Official Journal
of the European Union No L 176/338) and Regulation (EU) No 575/2013 of the European Parliament and of the
Council of 26 June 2013 on prudential requirements for credit institutions and investment firms and amending
Regulation (EU) No 648/2012 (text with EEA relevance).



bank-customer relationships. Unfortunately, this document (like the one at the EU level) did not
take into consideration the special nature of cooperative banks, treating them like any other
commercial banks. Two years after introducing "The Corporate Governance Principles for
Supervised Institutions™ by the Polish Financial Supervisory Authority, all cooperative banks
developed and offered the modification of the principles adapting them to the scope and scale of
their operations. They also provided the explanations for reasons not to comply with some of the
recommended principles.

Taking the above into consideration, the Authors would like to review the following thesis:
the implementation of the corporate governance principles in the Polish cooperative banks has not
significantly influenced their efficiency and has not strengthened their institutional supervision and
internal controls.

Similarly to local financial market institutions, cooperative banks carry out their business in
accordance with such values as self-support, democracy, equality, fairness and solidarity. The banks
are the significant element of the social market economy. However, a business model adopted by
the Polish cooperative banking sector is less and less based on self-support and reciprocity but it
comes closer and closer to a business model typical for commercial banks. Cooperative banks have
been operating in Poland for almost 160 years and belong to the leading banking groups in local
communities. They play a substantial role in the regional development. Their competitive advantage
over the remaining types of banks operating in Poland primarily consists of:

e their long history and rich experience,

e their identity and the established position with the market share of 8-10%,

e no significant impact of the World financial crisis on performance of the cooperative
banking sector in Poland,

e close relationships and extensive knowledge about local customers,

e excellent identification of customers’ financial needs,

e operation in collective structures, whatstrengthen market position,

o well-developed network of the local entities, facilitating direct contact with customers,
providing opportunities for cooperation based on relationship banking,

e implementation of additional legal and organisational solutions such as e.g. IPS
(Institutional Protection Scheme), which contribute to the increase of the cooperative banks' internal
safety,

e tax preferences — cooperative banks are not subject to the regulations on taxation of
certain financial institutions (under the Act of 15 January 2016 on taxation of certainfinancial
institutions, Government Journal of Laws of 2016, item 68).

2. Literature review and the problem statement

The majority of cooperative banks are small, rural credit institutions. Cooperative banks
follow the principle of one member-one vote, regardless of the amount of capital retained, however,
this principle depends on the capacity and size of the banking system [Maroua 2015, p. 714]. The
main competitive advantage of the cooperative bank is the ability to raise and hold on local deposits
[Fonteyne 2007, p. 13, Ferri 2012, p. 13]. For that reason, members cannot accumulate votes by
purchasing shares on the market. Membership is one of the main distinguishing traits of cooperative
banks and it can be said that it is the foundation of such an institution. Cooperative banks are
characterized by a "multi-stakeholders” model of governance. It is a model of governance that takes
into account the different views, such as customers, shareholders, the employees [Groeneveld,
Llewellyn 2011, p. 10].The main difference between cooperative banks and commercial banks
(aiming at maximum profit) is that the latter are formed primarily to earn profit and bring benefits
for their owners. The competitive advantage and special nature of cooperative banks are described
by the fact that their main objective is to achieve basic expectations of cooperative bank
stakeholders. Cooperative banks being public trust institutions demonstrate responsibility towards
shareholders and their customers as well.

From the European perspective, no single business model for cooperative banks can be
found. As emphasized by J.M. Groenenveld, we may differentiate between banking groups driven



by bank stakeholders' interests and banks driven by bank shareholders' interests (cooperative bank
shareholders) [Groeneveld 2015, p. 10]. Bonds for members can be considered as an important
factor counting for service price differences charged to members by cooperative banks. Economic
motivation becomes a decisive factor with regard to membership in credit cooperatives, i.e.
cooperative banks. Most local and/or regional cooperative banks are funded predominantly by retail
deposits raised locally and do not have external shareholders, i.e. equity/capital providers with
voting rights. As a consequence, cooperative banks have a different governance structure and their
business orientation is not focused on achieving shareholders' goals. The cooperative bank
ownership structure appears to have a profound effect on the priorities and performance of these
institutions. Customer ownership places incentives on managers to maximize the long-term
customer value [Groeneveld 2011, p. 13]. Their decisions concerning the business strategy depend
on many internal and external factors.

The role and significance of cooperative banks as local financial market institutions do not
leave any doubt that these are the institutions which, thanks to their assets, have played and may, in
the future, play a very important role on the financial services market. In Poland, their role and
significance are being reviewed in detail since a target business model for cooperative banks is
being searched for on account of their financial and economic problems.

Cooperative banks in Poland play a major role providing access to credit, promoting
financial inclusion and supporting the local economy. Cooperative banks are the largest group of
monetary financial institutions in Poland: at the end of 2016, there were 559 cooperative banks, 36
commercial banks and 27 branches of credit institutions.The share of the cooperative banking sector
in the entire banking system is a stable element of the Polish financial system but since 2015, it has
been suffering of some symptoms of instability; moreover, since the transformation of the political
system it cannot exceed the level of 10% market share [Alinska, Szelagowska 2016, p. 117-131].
Polish cooperative banks, as customer-owned banks, were much more stable and more efficient
during the financial crisis than commercial banks and provided an alternative to commercial banks.
In Poland, cooperative banks performed better than commercial banks during the financial crisis
[Szelagowska 2011, p. 291]. Cooperatives banks stopped money outflows to protect their assets in
the event of financial destabilization in the global banking [Solarz 1998, p. 26]. Cooperative banks
also play a special role in fostering local and regional development by mobilizing savings and
granting loans in their own region and in the process, limit the extent of “capital drain” from a
region [Llewellyn 2014, p. 5].

Financial cooperatives grow mainly through networking: local financial cooperatives group
themselves in networks with a central apex to benefit from economy of scale, liquidity in
management facilities, additional supervision ensured by the network, etc. The structure of those
networks is heterogeneous. In Poland, there are very strong tiers at the regional or local levels. Such
situation results predominantly from an organisational structure adopted in Poland - initially a three-
tier organisational structure based on the regionality factor and currently, a two-tier structure
without any division into regions. Their level of integration also varies a lot: in highly integrated
networks, many tasks and policies are centralized, whereas in decentralized networks, major tasks
such as human resources management, and policies, such as the setting of interest rate on loans,
continue to be carried out by the local cooperatives [Desrochers, Fischer 2005, p. 307].

The purpose of the article is to review the scope of the corporate governance principles
applied in the Polish cooperative banks and to evaluate efficiency and effectiveness of their
implementation. In this study, the Authors have used the method of analysing literature and bank
materials related to the applied corporate governance principles and the source critical method.

3. Research results

The essence of corporate governance in the financial system is to deliver the development
conducive balance between interests of all entities involved in operations of financial market
institutions (shareholders, investors, borrowers, depositors, managers, employees and other investor
groups), with special reference to interests of public institutions responsible for stability and
continuity of the financial system [Sablik 2014, p. 232].



Corporate governance is an area of interdisciplinary research combining such issues as
corporate finance, strategic management or the organization and management theory. At the same
time, in order to apply corporate governance in an efficient and effective manner, it is indispensable
to possess the skill of designing, organizing and supervising decision making processes [Jezak
2013, p. 21].

The issue of corporate governance is not a very vital area of analyses, solutions and
activities of cooperative banks. The rules of internal organization of the cooperative banking sector
adopted in Poland reflect primarily regulatory requirements and prudential standards imposed by
the supervisory authorities. The scope of decision making and activity of such banks'
owners/customers directed at achieving objectives resulting from corporate governance seem to be
less important in practice. It is, however, systemically essential element of management and
stability maintenance, not only in the cooperative banking sector but the entire financial system. In
this context, corporate governance may be defined as a set of rules describing internal and external
cooperative banks' relationships, including relationships with shareholders and customers,
organization, internal controls, key systems and internal functions including also statutory bodies
and the rules for interactions between them.Under the corporate governance principles mandatory
for the Polish cooperative banks, the cooperative banks organization should enable them to achieve
long-term targets. On the other hand, an organizational structure of the cooperative bank is to be
adjusted to its specific business, its scale and complexity and its risk profile. The organizational
structure comprises all management levels grouped into different divisions covering all crucial
processes of the bank. The division of responsibilities, the issues of reporting and control are
defined clearly and explicitly in internal rules and job descriptions. The cooperative bank's
organizational structure is reflected in supervision rules for divisions, departments and
organizational units, internal controls rules concerning the internal controls organization and
internal audit.

As far as relationships with shareholders are concerned, cooperative banks should operate in
the interests of all shareholders (regardless of the amount and value of shares held by them)
respecting customers' interests and providing them access to information. Within the framework of
corporate governance, cooperative bank shareholders may influence the supervised institution
solely through decisions of the bank authorities, i.e General Shareholders' Meeting, Supervisory
Board and the Bank's Management Board. Under Article 18 § 2 (2) of the Cooperative Law Act of
16 September 1982) consolidated text in Government Journal of Laws of 2016, Item 21), members
of a cooperative have the right to be elected to the governing bodies of the cooperative. The
management board of a cooperative bank is the sole governing body and is entitled to and
responsible for managing the cooperative bank, including running its affairs, planning, organizing,
decision making, directing and controlling the bank. The second essential body authorized to act as
a governing body is a supervisory board and its members who are expected to follow their objective
judgment and assessment while performing their supervisory duties. The provision on the
composition of a cooperative bank's supervisory board (Art. 11 (2) of the Act of 7 December 2000
on the functioning of cooperative banks, their associations andaffiliating banks; consolidated text in
Government Journal of Laws of 2016, item 1826) stipulates that a supervisory board of a
cooperative bank must consists of at least 5 persons who are also members of the cooperative. The
same provision provides that bank employees may be members of the supervisory board on
condition their number is not greater than 1/5 of the members. The adopted approach may
significantly diminish the effectiveness of owner supervision. Supervisory board members should
have appropriate education, guarantee safety of the bank functioning and perform their professional
tasks without detriment to their performance as members of the supervisory board, respecting the
conflict of interest rules. Individual competences of particular supervisory board members should
complement each other so as to enable them to perform adequate supervision over all bank's
activities. What is more, the crucial role play assessing the suitability of the shareholders and the fit
and proper requirements of all persons who effectively run the business or have other key functions
involved in the management of another entity of the same group. The fit and proper requirements



are not well-known in Poland and they are practically not observed. The reason may come from fact
that the provision principles were stipulated in the cooperative bank corporate governance
principles. Acoording to these principles shareholders are not allowed to take advantage of their
position to take decisions on transfer of assets from a cooperative bank to other entities.
Nevertheless there were some instances of embezzlement and failure, which caused bankruptcies
and serious financial problems of some large Polish cooperative banks over the last years.

In 2015, that is after 14 years of stability in the sector, one of the largest cooperative banks,
SK-Bank, declared bankruptcy. One year after implementing the corporate governance principles,
that is at the end of 2015, the cooperative banking sector suffered a financial loss of over PLN 1
billion (ca. EUR 232 min) for the first time in the last decade. The consequences of lowering
financial results were the deterioration of basic measures of effectiveness, i.e., increase in the costs
index (from 50.5% in 2014 to 76.5% in 2015), decrease in the ROA index (from 1.7% in 2008 to
0.4% at the end of 2015) and decrease in the ROE index (from 19.3% in 2008 to 4.4% at the end of
2015). In October 2016, the Polish Financial Supervisory Authority announced the bankruptcy the
second Cooperative Bank in Nadarzyn. At the same time the Cooperative Bank in Ciechanéw
announced its problem with the financial liquidity. At the end of September 2016 there were
procedures pending in 42 consecutive cooperative banks [Komisja Nadzoru Finansowego 2016, p.
13]. All these banks were supervised by the BPS Association or SGB-Bank Association as well as
by the Polish Financial Supervisory Authority.

Despite the fact that one of the corporate governance principles adopted in Poland is a
provision that a transaction with an affiliated entity should be performed in the interest of the bank
and in a transparent manner in compliance with the internal rules of the bank. However the bank
bancruptcy was the example of inefficient, incomprehensive or ineffective supervision of owners and
public supervisory institutions (Financial Supervisory Authorities). The key problem with the
functioning of cooperative banks is information asymmetry between cooperative bank authorities, i.e.
the board, and shareholders what could increase a risk of fraud and negative selection related to it.

Third-party supervision over cooperative banks

In 2014, pursuant to the Resolution No. 218/2014 of the Financial Supervision Authority
(KNF) entitled “Corporate governance principles in supervised institutions”, the basic requirements
and expectations of the financial market supervisory authorities towards the supervised institutions
were determined. The critical opinions on the aforementioned document, as well as the corporate
governance principles defined therein for the financial sector, were presented by A. Hajos-Iwanska,
who paid attention to, among other things, lack of unequivocal legal bases for the KNF’s
presentation of the corporate governance code to the financial services market, in the form of a
summary of expectations that have not taken a form of a legal decree, provision, recommendation
or warning [Hajos-Iwanska 2016, p. 243]. The applied method of presenting the corporate
governance principles raises doubts not only to the legal regulation formula, but also questions
about the KNF’s legal capacity to enforce them. Failure by the banks to comply with the corporate
governance principles suggested by KNF may lead to an ascertainment. The Authority is not
empowered by the legislator to enforce this kind of requirements. However, it seems that the KNF’s
publication of the corporate governance principles can be permitted, as an activity aimed at
improving the correctness of market functioning.

In regard to the general guidelines of the Financial Supervision Authority for corporate
governance, Polish cooperative banks implemented the corporate governance principles defined as
“Compliance policy in a cooperative bank” as of January 1, 2015. The prepared corporate
governance principles in the sector of cooperative banks cover the following fields of their
operation:

° organization,
organizational structure,
relations with shareholders,
executive body,
supervisory body.

10



remuneration policy for employees on managerial positions,

information policy,

promotional activities and relations with clients,

identification and management of key systems and internal functions.

n the context of the current assessment of stability of the sector of cooperative banks, one of
the most important aspects seems to be the one concerning the possession of an adequate, effective
and efficient internal control system. Due to a small number of employees of cooperative banks, the
control job is combined with other duties, and its effectiveness is significantly limited. Furthermore,
pursuant to art. 9D sec. 1 and art. 10 of the Banking Law Act (consolidated text Journal of Laws of
2016, item 1988), there is no obligation to establish an internal audit unit in those cooperative banks
which are associated in the apex bank (BPS Association or SGB-Bank Association). This means a
greater responsibility of the apex bank for any irregularities arising on the local bank level.

Apart from internal control conducted on the level of local bank and audit conducted by the
apex bank, cooperative banks, as cooperatives, are subordinate to unions of cooperatives and are
subject to inspection process. The primary tasks of the unions of cooperatives are conducting
inspections and examining financial statements. In Poland, the unions of cooperatives are not
obligated to conduct inspections. Cooperative banks enjoy a freedom of action in this field and can
have their financial statements examined by an auditing company chosen by them. Some of the
banks take advantage of such an option, and the decisive factor when choosing the method of
verification of compliance and correctness of functioning of cooperative banks is the financial
matter (amount of fee). The legislator, through the provisions of the Act on functioning of
cooperative banks, does not impose a specific form of integration, leaving the cooperative banks
free to decide on association, rules of cooperation inside the group or number of associated banks.
Similar rules are applied in relation to the choice of union of cooperatives and rules of cooperation
in this field. The confirmation of the fair share of freedom in executing corporate governance is also
the abolition of the obligation of affiliation in unions of cooperatives (art. 15 sec. 1 of the Act on
functioning of cooperative banks). Pursuant to art. 240 § 2 of the Cooperative Law Act, the goal of
a union of cooperatives is to provide assistance to the associated cooperatives with their statutory
activity, above all in terms of conducting inspections in cooperatives, but also: tutorial, advisory,
training and publishing activity, representing the interests of the associated cooperatives before state
administration bodies and local government bodies, as well as representing the associated
cooperatives abroad. Inspections of cooperatives takes place obligatorily at least once every three
years (art. 91 § 1 of the Cooperative Law Act) and consists in examining the legality, economy and
reliability of the actions taken by cooperatives. Inspections of cooperatives, including cooperative
banks, can be conducted by a union of cooperatives in which the cooperative bank is associated, and
in case the cooperative bank is not associated in a union of cooperatives, the inspection process can
be conducted either by the National Cooperative Council or another union of cooperatives or
auditing company chosen by the cooperative bank.

As of the end of December 2016, the following unions of cooperatives were active in
Poland:

o Franciszek Stefczyk Union of Cooperatives of Cooperative Banks (approx. 70% of
cooperative banks associated)
o Union of Cooperatives of Cooperative Banks in Poznan (12%)

o Beskidzki Union of Cooperatives (7% )

Also the National Association of Cooperative Banks (267 cooperative banks) has review
rights; the association serves at the same time as the chamber of commerce associating cooperative
banks on a voluntary basis.

Characteristics, privileges and requirements towards the members of cooperative
banks

The premises inspiring one to become a member of a cooperative bank result from a number
of determinants (economic, social, organizational, prestige-related, etc.). One may identify the
positive ones, such as the capability to participate in the bank’s decision-making and management
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process, as well as the negative ones (responsibility for the functioning of the bank). Yet
membership in a cooperative bank also involves responsibility, obligations and costs. A shareholder
of a cooperative bank cannot take advantage of any preferences when contracting credits or loans,
such possibility is excluded by the provisions of the Banking Law. At the same time, shareholders
should effectively utilize the tools of ownership supervision, in order to ensure proper functioning
of the Management Board and Supervisory Board of the Bank. The Bank’s bodies operate in such
way to ensure separation of the ownership and management functions. The presence of a
shareholder in the management board requires her/his affiliates’ (especially in terms of family and
business relations, except for the shares in the bank). The role in the bank’s Supervisory Body is
limited, in order to avoid reduction of effectiveness of the internal supervision. Cooperative banks
are an example of distributed shareholding what, in the opinion of M. Aluchna [Aluchna 2015, p.
182] has a lot of advantages and is often seen as an element of the economic system. The primary
advantage of such situation is the possibility of collecting significant funds and spreading of risk.
However, the distributed ownership structure may create difficulties in executing managerial
control and supervision over the institution by investors. Low share makes it more difficult to
influence the managerial staff.

In Poland, legal enterprises as well as private people with full legal capacity can become
members of a cooperative bank, proving that they meet the requirements determined in the Act and
the statute of the cooperative bank. However, legal enterprises (e.g. apex banks) as members of
cooperative bank can have a varied number of votes. Members of a cooperative bank may have the
legal status of: (1) founding members, (2) members who have been admitted (3) members who have
been admitted through reorganization of a cooperative bank [Cioch 2011, p. 161]. Each member of
a cooperative bank is obligated to bring at least one share, as well as contributions, if such
obligation is provided in the statute. The entity responsible for passing a resolution for accepting
anyone as a member of cooperative bank is the management board who keeps the register of
members. In case of refusal, a cooperative bank member candidate shall have the right to appeal to
the supervisory body. This means that in Poland it is possible to be a customer of a cooperative
bank without being its member. Pursuant to art. 10 sec. 1 of the Act on functioning of cooperative
banks, every member of a cooperative bank is obligated to have at least one declared and paid-in
share. The minimum amount of membership share is specified in the statute of cooperative bank.
Currently the provisions for financial services in cooperative banks are not determined by having
shares in the same bank.

Taking into account the Polish conditions, membership in a cooperative bank involves the
following benefits, privileges and possibilities:

. share in excess balance — payment of dividends,

. participation in the Meeting of Representatives and the Meeting of Membership
Group of a cooperative bank,

. electing and being elected to the cooperative bank authorities,

. obtaining information on the bank’s operations from the cooperative bank
authorities,

. familiarizing oneself with the contents of annual financial statements of a

cooperative bank and the protocols of the Meeting of Representatives and the Meeting of
Membership Group,

. submitting applications regarding the operations of cooperative bank and demanding
information on the manner of resolving them.

The effectiveness of cooperative banks’ encouragement to membership in cooperative banks
is strongly limited. That is mainly due to the fact that the scope of privileges and benefits is strictly
defined and not very favorable. Furthermore, in the situation of a cooperative bank’s increase of
demand for additional equities, it might involve a decision not to pay dividends. Additionally, if a
bank paying its members dividends from profit on after tax basis, creates a situation allowing re-
taxation of a member of the cooperative bank, the cooperative member will pay the income tax for
the second time. Moreover, each member of a cooperative bank is liable up to the double amount of
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his shares. To withdraw one’s shares, a notice of termination must be submitted, and the receivables
can be recovered only after the Meeting of Representatives, provided that the bank does not suffer a
loss. Therefore, urgent withdrawal of shares is strongly limited procedurally. At the same time,
attention should be paid to the fact that the following principles are indicated as the reasons for
reduction of the members fund: regulatory changes implemented on the EU level, regarding the lack
of possibility to credit the members fund towards equities, the anticipated possibility of prohibiting
the payment of shares credited towards own funds, or the limitations resulting from the dividend
policy. These elements efficiently restrict the development of the cooperative banking sector
through the rise of the value of equities.

Additionally, the applicable law do not allow the possibility of crediting the members fund
towards banks’ own funds, the so-called CET I, which means that there is no possibility to
capitalize them effectively. In the case of cooperative banks which have a large number of
shareholders being private people, imposing on them an additional obligation of providing financial
support is unenforceable and irrational. Therefore, cooperative banks have decided not to apply the
principles specified in those regulations. However, the Polish legislator has been obligated to
comply with the regulation of the European Parliament and Council (EU) No. 575/2013 dated June
26, 2013 (CRDIV/CRR). Being aware that cooperative banks might have problems with the
fulfillment of the requirements regarding own funds and to maintain the stability of the financial
system, limits on return of shares in banks experiencing problems were introduced. The factor
supporting the security of the cooperative banking sector is the establishment of institutional
protection systems (IPS) at associations, which has allowed to increase the effectiveness of internal
control systems and uniform systems of credit risk management, as well as implementation of
mechanisms of mutual control and support in the field of solvency and liquidity. The value of the
funds available for the participants of both protection systems is PLN 5.36 billion for liquidity
support and PLN 567 million for capital support. The number of participants of the protection
systems is constantly rising — from among 559 cooperative banks, 470 already participate in IPS.

4. Conclusions

The model of credit cooperative movement adopted in Poland requires implementation of a
couple of basic changes [Alinska, Szelaggowska 2016, p.117—131], that are directly related to the
utilization of the principles of a good corporate governance. One should underline here the
limitations and barriers resulting from the prevailing rules of cooperation and co-creation of the
market power of cooperative banks. At the same time, one should remember that further
development of contemporary cooperative banking depends on elimination of the current
disadvantages, which include:

o ineffective and mismatched supervision over the sector of cooperative banks. This
requirement pertains to both the ownership supervision and the supervision executed by unions of
cooperatives and regional banks towards local banks, as well as by financial supervision
institutions;

o failure to apply the principle of proportionality in the regulatory practice.
Organizational, legal and financial requirements are often badly adapted to the possibilities of
small, local banks. Not all groups of cooperative banking in EU (including cooperative banks in
Poland) are based on a business model aiming at creating bank holding companies;

o the attitude of members of supervisory boards, making them poorly engaged in the
development of the cooperatives they own. One can identify an attitude of members of cooperative
banks who, due to lack of privileges and real benefits resulting from the membership in a
cooperative bank, escalate the discrepancy in terms of goals between owners, supervisory boards
and management boards of cooperative banks. Moreover, a low value of shares does not encourage
the owners of cooperative banks to become engaged in the execution of ownership supervision;

o the increasing tendency of cooperative banks to abandon the cooperative principles
and missions in their daily activities in favor of increase of commercialization, which in turn causes
alteration of the business model of these banks;
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o limited conditions for a close and subjective cooperation between cooperative banks
and apex banks, as well as inside the group. Lack of internal integration also manifests itself in the
level of cooperation with unions of cooperatives and other entities from the environment of the
sector of cooperative banks.
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