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CO-OPERATIVES

THE CO-OPERATIVE
LESSON

Co-operatives

With a series of scandals shaking confidence in large listed banks and the financial
crisis badly damaging their profits, European interest in co-operative lenders has been revived.
Is this a passing phase - a knee-jerk reaction to a difficult couple of years - or is it the beginning
of a larger, more permanent shift in sentiment? WRITER Silvia Pavoni

here is nothing like a major crisis, the collapse

of several large banks, government bailouts

and plummeting stock markets to shake up

views on the ideal model for the financial
markets. If the 1990s were characterised by the share-
holders’ return mantra and the winning formula of the
listed company, distrust in capitalism has been the
overriding theme in the post-Lehman world. Only a
couple of decades ago, many thought that alternatives
to large, listed banks - such as co-operative lenders -
would end up extinct; now these alternatives have
acquired a new appeal.

“Ten years ago everybody was thinking that mutual
banks were going to disappear; at that time everything
was market oriented and what was not capitalist was
bad,” says Olivier Pastré, professor of economics at the
Université de Paris VIII.

The prevalent view at this time was that co-opera-

tive banks took up market share that could be better
exploited by other banks, says Gerhard Hofmann,
board member of the national association of German
co-operative banks, BVR, which has 16 million mem-
bers and 30 million customers. “In the 1990s, there was
a strong sentiment that you need large banks, big is
beautiful, and risks were not so much taken into
account,” he says. “The co-operative model was close to
being discredited. [Co-operatives were] a source of
lower profitability in the banking market, preventing
banks from being more profitable.”

Today, however, co-operative banks account for
about 20% of the deposit market in the EU, according to
the European Association of Co-operative Banks
(EACB), and in France and the Netherlands, co-opera-
tive banks account for 45% and 40% of deposits, respec-
tively. One in every three European small and
medium-sized enterprises (SMEs) is served by a co-
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operative bank. Worldwide, according to the Interna-
tional Labour Organisation, credit unions operate in a
total of 100 countries with 51,000 unions and 200 mil-
lion members. They have $1564bn in assets, $1223bn in
deposits and $1016bn in loans.

CASHING IN ON A CRISIS

The co-operative model has been more stable and effi-
cient than many economists had predicted. Comment-
ing on the performance of co-operative banks, Johnston
Birchall, professor of social policy at the UK’s Stirling
University, says: “In Europe and North America, there
was a slight dip in 2008 and then you see them coming
back in 2009, 2010 and 2011. In credit unions in other
parts of the world, you can see that they didn’t even face a
drop in 2008. They didn't notice the banking crisis; they
just kept on growing slowly but regularly.”

According to a survey of retail bank customers by
consultancy Oliver Wyman, co-operative banks have
helped retain trust in the banking sector in the aftermath
of the financial crisis. In the firm’s survey, conducted in
December 2011, 55% of the 1123 respondents said that
they have become worried about the financial services
industry, with 20% having lost trust in the industry alto-
gether. While trust in the financial industry has
decreased, the survey shows that customer trust in co-
operative banks has, for the most part, increased.

In the UK, the Co-operative Bank has quantified just
how much more interest it has received from new cus-
tomers. The lender saw a 43% increase in customers
switching from other banks in mid-2012, as scandals
such as the Libor-rigging affair afflicted the country’s
banking industry. The Co-operative Bank has also distin-
guished itself for its acquisition of 632 branches and 4.8
million customers from Lloyds Banking Group, which
was forced to divest operations following its government
bailout. Following the takeover, the Co-operative Bank
will have a market share in the UK of about 7%.

The Co-operative Bank has total assets of £50bn
($81bn), and as is the case with Rabobank in the Nether-
lands, it is its country’s only co-operative group. In
France, there are three large groups - BPCE, Crédit Agri-
cole and Crédit Mutuel - with co-operative businesses,
which have €398.7bn, €315.6bn and €257.6bn in depos-
its, respectively. Germany has the largest number of co-
operative banks in Europe; its 1111 institutions have
average assets of €650m.

The new buzzword in the co-operative space is ‘bio-
diversity, and indeed co-operatives certainly do not lack
diversity with their various structures and sizes. “The co-
operative ownership model is no constraint to the size of
the bank,” says Barry Tootell, chief executive of the Co-
operative Bank. “Our strategy is not to grow for the sake
of growth. We want to strengthen and broaden our reach
to our members and customers in the UK

Profitability for the Co-operative Bank and the Euro-
pean co-operative industry as a whole has been good,
too. While European shareholder banks have had a com-
pound annual growth rate of 1.2% between 2007 and
2009, and 1.2% between 2009 and 2011, co-operative
banks recorded rates of 7.1% and 2.4%, respectively.
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['THE CO-OPERATIVE MODEL]
BRINGS IN A PERSPECTIVE ON
FINANCIAL IMPLICATIONS AND
DEMOCRATIC IMPLICATIONS
Monique Leroux o0

Average gross revenues and total asset growth have also
been less volatile for co-operatives during the crisis.

ADDRESSING MARKET FAILURES

The history of many co-operative banks can be traced
back to the 19th century, when most of these institutions
were established based on the ideas of German econo-
mists Hermann Schulze-Delitzsch and Friedrich Wil-
helm Raiffeisen. They were built to serve rural
communities and small businesses, which would have
been cut out of banking products otherwise. The co-
operative model addressed market failures, with the
banks’ members owning and financing the institutions,
as well as helping to make strategic decisions. The com-
munity relationships and the member-ownership struc-
ture created incentives to ensure timely repayments of
loans and allowed co-operative banks to grow.

The alignment of lender and customer interests has
remained integral to the co-operative model. “Co-opera-
tive banks can’t go against the interest of their members,’
says Sergio Gatti, director of the Italian federation of co-
operative credit, Federcasse. “A co-operative bank would
hurt its balance sheet rather than hurt its customers’ bal-
ance sheet,” he adds.

It may be for this reason that, historically, co-opera-
tives have operated with higher Tier 1 capital ratios than
shareholder banks. This has changed now, however, as
regulation has forced banks to strengthen their balance
sheets and Europe’s largest banks have an average Tier 1
ratio of 12.2%, compared to the average for co-operatives
0f 10.7%, according to research by Oliver Wyman.

“In Germany and the Netherlands, we have seen that
co-operative banks were able to make up [investment]
losses because they were highly capitalised and because
of their [sound] domestic business,” says Bouke de Vries,
head of financial sector research at Rabobank.

According to Mr Hofmann at BVR, another reason for
co-operatives’ strong performance throughout the crisis
was that such banks did not hold as many Portuguese,
Greek, Italian or Spanish government bonds as other
banks. As a result, they have gained favour in the public
sphere. “Market sentiment, the sentiment of the public at
large and of politicians is very much in favour of co-opera-
tive banks;” he says. “At the same time, co-operative banks
can’t isolate themselves from certain factors, such as the
overall financial and sovereign debt crisis.” Mr Hofmann
is, however, concerned about the low interest rate environ-
ment which now poses a threat to co-operative lenders. »
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GOOD JUDGEMENT

Close knowledge of the local market and willingness to
continue financing customers, even in tough economic
times, has meant that co-operatives have continued to
lend. Yet throughout the crisis, the percentage of non-
performing loans in the total loans of co-operatives
typically remained half that of the shareholder banks.
“Part of the co-operative model is that people that
work in the bank are willing to be held accountable,”
says Mr de Vries. “Their internal governance system
works very well.”

Being outside of the listed company structure also

means that there is no quarterly pressure on financial
statements and management can have greater flexibil-
ity in pursuing longer term goals. But the ownership
and management models are not without faults. Lack
of pressure on cost efficiency, which shareholders would
typically exercise on management, is often cited as a
negative. So too is the lack of specific banking knowl-
edge, with the co-operative members who influence the
bank’s strategy coming from a number of professions
that may be far from the fields of finance or economics.
This, and the large consensus process, can delay reach-
| ing decisions - or, as some critics fear, lead them to
| come to the wrong ones.
' Co-operatives themselves are aware of such issues,
but believe that the benefits of a ‘community’ consensus
outweigh the negatives. “You do educate those [mem-
bers] to understand economies, finance, governance
and management of the business,” says Monique Ler-
oux, chief executive of Canada’s largest financial co-
operative group, Desjardins. “[ The co-operative model]
brings in a perspective on financial implications and
democratic implications. You need to like it; it’s not the
typical banker kind of thing. You need to have commit-
ment to that, you need to accept that you have elected
officers who may not necessarily be perfect but will have
good judgement.”

Co-operative market share of loans
and deposits in Europe
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[ THE CO-OPERATIVE BANK’S]
STRATEGY IS NOT TO GROW FOR
THE SAKE OF GROWTH. WE
WANT TO STRENGTHEN AND
BROADEN OUR REACH TO OUR
MEMBERS AND CUSTOMERS IN
THE UK Barry Tootell o0

ROUGH REGULATION

While the general public and politicians, including Euro-
pean internal markets commissioner Miche] Barnier, are
acknowledging the benefits of the co-operative model,
regulators are not. Despite some modification to incor-
porate co-operative banks into Basel I1I calculations, the
industry laments a lack of interest that can potentially be
destructive to the sector.

“If you look at Basel 111, with regards to the treat-
ment of co-operative shares as core Tier 1 capital, it is
only a footnote,” says Hervé Guider, general manager of
EACB. He does acknowledge, however, that some pro-
gress has been made at European level. “Co-operative
banks contribute to stability, they fund the real econ-
omy,” he says. “But regulation is designed at the interna-
tional level and is based on the listed bank model and a
one-size-fits-all principle. The Basel Committee is
formed by 27 countries and there are only nine European
countries [within it]. The challenge for us is to convince
regulators outside of Europe to take into consideration
our specific concerns.”

It is not only regulators in North America that Mr
Guider believes need to be convinced, but also those in
emerging markets such as India, China, Russia and
Latin America. In these countries the image of co-oper-
ative banks might be tainted by previous management
failures. “We have to help regulators in these countries
to understand about key success factors of the 4000 co-
operative banks in Europe,” says Mr Guider. “There are
more than 2000 co-operative banks in India and they
can [provide the answer] to the country’s financial
inclusion needs.” »
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DIFFERENT RULES?

One implication of a heavier regulatory burden, however,
is that smaller co-operatives could crumble under the
weight of increased compliance costs and if not forced to
merge, they may just find themselves out of the market.

“If a merger between banks, including co-operatives,
can be justified for strategic reasons, it cannot be justi-
fied because of regulation. It is a market distortion; for
us this is unacceptable,” says Mr Gatti at Federcasse.
“There has been more interest from the academic world,
more interest from savers when they are well informed,
but no coherent attitude from regulators. After having
recognised the higher resilience of co-operatives, the
regulator, when it writes rules, does not consider this.
The regulator seems to forget that the same rules for dif-
ferent entities do not achieve its objectives. They even
disincentivise or hurt banks that have a legal shape, size
and business type different from international banks,
which need regulation and are those that have created
big systemic risks.”

BVR’s Mr Hofmann says: “There is a constant strug-
gle between diversity and uniformity. If you have central-
ised solutions in terms of regulation and supervision,
then they tend to strive for uniformity, while we would
tend to say that we are a decentralised network of co-
operatives, we strive for diversity. If you want to be sim-
ple in terms of regulation and efficiency, at least in the
eyes of the [European] Commission, you strive for maxi-
mum uniformity, you don’t want exceptions. If you want
to maintain diversity you have to look closer into busi-
ness models and therefore differentiating regulation.”

There is also a worry that higher compliance pres-
sures will go against ad-hoc decisions based on particu-
larly close knowledge of individual customers. “We have
lots of knowledge in the SME sector,” says Mr de Vries at
Rabobank. “I think it would be a mistake to over-regu-
late the procedure of granting credit to SMEs because
advisers would become risk-averse, so will grant less
credit at a time when we need more.”

Total assets growth for co-operative
and shareholder banks in Europe
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WERE ABLE TO MAKE UP
CINVESTMENT_| LOSSES
BECAUSE THEY WERE HIGHLY
CAPITALISED AND BECAUSE OF
THEIR [_SOUND_| DOMESTIC
BUSINESS Bouke de Viies @@

GAINING TRACTION

Iflocal values are being rediscovered in the aftermath of
the global financial crisis, the need to meet international
regulations cannot be ignored. This is an area in which
the vast majority of co-operatives can improve, and
efforts are being made to enable such lenders to speak in
a unified voice.

“fCo-operative banks] have had no lobbying power
until now,” says one expert. “When you talk with the Euro-
pean Commission you hear ‘well, you're fine, but the 18
co-operative banks [we spoke to] all say different things
from one another - how can we manage with that?””

In an effort to bring lenders together, and generate
more interest in their model, a series of initiatives such as
the United Nations declaring 2012 the International
Year of Co-operatives were launched, with support from
governments and organisations from across the world,
from Canada to Russia to Mongolia. But Mr Hofmann
says that what the sector needs is to become zeitgeist of
the post-Lehman era.

It may well be that the failures of capitalism are
pushing the co-operatives’ spirit of solidarity in that
direction. At a meeting of development banks a couple of
years ago, when attendees were asked to stand at oppo-
site sides of a room according to whether they thought
banks’ stakeholders should also be shareholders, only
one chief executive moved promptly to the ‘no’ side. “My
mother has a bank account; I don’t think she should have
a say in the bank’s strategy,” he said. This may not be the
predominant view any longer, but co-operatives may
need to push harder on the debate about why member-
owned banks are worth having. @
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