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PART ONE

CO-OPERATIVES -
COMPARATIVE LAW
AND
ECONOMIC FOUNDATIONS



DAVID FABRI

THE CO-OPERATIVE SOCIETIES ACT 2001
- A COMMENT ON THE RECENT REFORMS
IN MALTESE CO-OPERATIVES LAW

Scope of the Paper

The principallegislation governing co-operative societies in
Malta is the Co-operative Societies Act which was passed
by Parliament in 2001. It was brought into force in stages
the following year. The 2001 Act has repealed and replaced
the co-operative legislation that preceded it, namely the
Co-operative Societies Act 1978. This recent reform and the
introduction of new legislation for co-operatives offers, in
the view of the writer, a timely opportunity for a fresh look
at the subject of co-operative law, and how co-operatives
in Malta are or should be regulated in the 21st century.
This paper reviews some of the main features,
innovations and improvements in the new Act and offers
a brief analysis of the significance and impact of the
transition from the now repealed Act of 1978 Act to the
2001 Act. It attempts to place this transition within the
context of other recent developments in Maltese corporate
law especially the adoption of the Companies Act of 1995.
Highlighting certain elements in the legislation that tend to
be overlooked, the paper explores the motivation behind
therecent reforms. This exercise should throw light on how




OCCASIONAL PAPERS: 6

legislative and regulatory policiesregarding co-operative
societies have matured and are still evolving.

It would beunrealistic to attempt to describeand analyse
all the many new provisions and concepts contained in
the new Act, or to investigate all the various policy and
practical implications. A full and comprehensive analysis
of the entire Actand its background would have warranted
more time and space, indeed an entire text-book. The aim
here is less ambitious, but it shall try to show that the law
governing local co-operatives is worthy of analysis and
study inits ownright. The paper may hopefully also furnish
some useful groundwork for other studies on co-operative
law and practice in Malta.

In order to remain within manageable limits, this paper
mainly focuses on the Actitself,its backdropand thebroader
issues, and does not analyse in any detail the regulations
issued under it. Some important regulations have indeed
been issued concerning such matters as the administration
of the Central Co-operatives Fund and the imposition of
administrative penalties. Moreover, the comments on the
new accounting and reporting obligations and on the special
processes governing the registration and incorporation of
co-operatives and their dissolution and winding up are
brief and certainly incomplete.

On the other hand, the paper could not have avoided
at the least a preliminary and tentative (but hopefully
meaningful) comparison between current co-operativelaw
and company legislation. The most obvious corporate rival
to the co-operative model is the limited liability company.
The private company vehicle has proved arunaway success,
a true motor of the local economy. Rightly or wrongly,
the co-operative form is regularly measured against the
company model. Accordingly, a significant part of this
paper is dedicated to this field of enquiry.

4



RECONSIDERING CO-OPERATIVES: LESSONS FOR MALTESE CO-OPS

A very brief and selective historical note

How did the 2001 Act come into being? It may be useful
to take a brief (and admittedly sketchy) look back. In the
years prior to 2001, unspecified legislative changes to the
Co-operative Societies Act, 1978 had been periodically
promised by various official sources.

An early and quite comprehensive ten-page study was
published by the Co-operatives Board in November 1993
asa “Proposed Policy for the Development of Cooperatives
in Malta”. The document stated its purpose as “intended to
highlight the need that a new impetus be given to the Cooperative
Movement in Malta. While it is a formulation of policy objectives,
it is by no means intended to place the movement and the Central
Cooperatives Board in a straight jacket. It should rather serve
to provide an inspiration for future initiatives and possibly for
legislative reform in this area.”?

ASunday Timesreportof 14 July 1996 covered anaddress
by the then Environment Minister, Dr F Zammit Dimech,
headed “Growing interest in cooperatives” . A few days earlier,
the then Parliamentary Secretary Dr Joseph Cassar had been
quoted as saying that “The cooperative movement is gaining
ground in Malta as its members and productivity increases
steadily” ? More significantly, Dr Cassaralso gave notice that
“legal reform to bring legislation up to date is in the pipeline”.
On the 5 July 1998, the Independent on Sunday reported
that “Social Welfare Minister Edwin Grech expressed the hope
that the draft bill of the amended Cooperatives Law will be ready
by the end of 1998. These will be the first changes to be effected
in the law since it was passed by Parliament in 1978.”.

On the 18 January 1999, a Times report headed
“Government planning to upgrade cooperatives law”, reported
the then Social Policy Minister Dr L. Gonzi as saying that
“the law on cooperatives...had remained unchanged for the past

3



OCCASIONAL PAPERS: 6

25 years and had not been adapted to tackle today’s challenges.”>
A new law was eventually drawn up, published and
presented to Parliament.

The Co-operative Societies Act 2001 is the third legal
instrument passed in the course of this century specifically
aimed at establishing a suitable legal framework for
the formation and operation of co-operatives. The three
enactments are:

@)

(ii)

(iii)

The Co-operative Societies Ordinance of 1946

This wasintroduced by Ordinance No. XXXIV of 1946,
adopted on the 8 July 1946 and brought into force
on the 12 December 1946. Its stated purpose was “to
provide for the constitution and regulation of cooperative
societies” .

The Co-operative Societies Act of 1978

This Act was listed as Chapter 278 of the Laws of
Malta and was brought into effect on the 16 April,
1979. Its stated purpose was “to provide, in place of the
Co-operative Societies Ordinance, 1946, for the constitution,
registration and control of co-operative societies and for
matters connected therewith...”.

The Co-operative Societies Act of 2001

This more recent Act describes itself as “An Act to
provide for the constitution, registration and control of
co-operative societies and for matters connected therewith
or ancillary thereto.” It is listed as Chapter 442 of the
Laws of Malta.

Originally, the intention was to revise, improve and
update the provisions of the 1978 Act, not to replace it. It
was feltthata limited exercise, capable of being undertaken

6
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within a reasonably short time, would have sufficed at
that stage of co-operative development. Had the original
intention been that of creating a brand new Act, a formal
policy white paper would probably have been published
to accompany the beginning of the drafting exercise.*

Atvariousstages during 1998-2000, following someinitial
studies and consultation, a number of specific areas were
being identified asripe for revision and updating. The 1978
legal framework had been the point of departure for the
enterprise. Eventually, as the drafting work proceeded, and
as new ideas flowed, the proposed amendments started to
gradually take shape and seemed to assume a life of their
own outgrowing the confines of the 1978 Act. The Act no
longer guaranteed a suitable platform for the extensive
reforms that were maturing. A new framework was needed
to house them coherently. A decision was soon taken at
ministerial policy level to formulate the proposed changes
in the shape of a brand new Act, and have them presented
to Parliament accordingly.

Although the 2001 Act is for all purposes a new law,
its construction relied heavily on the 1978 Act. While
introducing significant improvements and several new
elements, there was concern to safeguard continuity. In the
writer’s view, the new Act does not constitute a complete
break with the past. It does however represent a fresh start
and a relevant new landmark in local co-operative history.
The shift towards replacing rather than amending the 1978
law certainly presented a wider opportunity tore-appraise
old concepts and mechanisms and to contemplate and
implement new ideas and solutions.
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The Constitutional Context

The Constitution and co-operatives in the same sentence.
The Constitution is where all law acquires its legitimacy.
Itis the basis of legality in our country, a document which
establishes the different arms of the state and which
assigns legislative authority to Parliament. Chapter 11
of the Constitution sets out a “Declaration of Principles”.
This occupies articles 7 to 21 of the Constitution. These
principles are described as “fundamental to the governance
of the country”. Article 20 lists the “encouragement of
cooperatives” as one of the fundamental principles to
which the State must adhere. The full statement is: “The
State recognises the social function of cooperatives and shall
encourage their development.”

Regrettably, these principles are not so fundamental
as they may not be enforced in a court of law,” although
it remains a duty of the state to “apply these principles
in making laws”.® This official recognition of the social
importance of co-operatives in the highest law remains
significant despite its non-enforceability.

Arguably, these principles seem to reside in a kind of
no man’s land, simultaneously law and non-law. On the
one hand, they carry moral authority and provide a useful
expression of intent and values. On the other, they offer
a potentially negative precedent and a legal hodgepodge
seeing that it is of the essence of law to be binding and to
create rights and obligations.

Returning to the co-operative context, an analogous
question arises. A new formulation has been articulated
for the re-stated Co-operative Principles (see further
below) under Part III of the 2001 Act.
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A Legal Framework for Co-operatives

The Co-operative Societies Act of 2001, like the 1978 Act
before it, applies to all co-operatives seeking to establish
themselves in Malta. It governs the establishment, legal
status, management and dissolution of co-operative
societies in Malta, whatever their activity or membership.
Althoughnot as detailed and voluminous as the Companies
Act,” it is still quite a comprehensive law which manages
to deal with most important issues.

A co-operative is a form of business organization
recognized and supported by law. It is an artificial legal
person, enjoying legal personality created by operation of the
law following registration by a publicauthority. Registration
leads to incorporation and the creation of an autonomous
new subject capable of suing and be sued, of acquiring
and holding property, entering into contracts, engaging
employees, opening and operating bank accounts, etc.®

The 2001 Act primarily seeks to regulate the use of the
particular vehicle or medium of the co-operative. Unlike
such laws as the Banking Act and the Insurance Business
Act, its main object is not to regulate a particular sector of
business or professional activity. The 2001 Act sets out a
revised updated framework to govern the formation, the
managementand the closing down of co-operatives, without
revealing any particular interest in the actual underlying
economic activity undertaken by the societies themselves.
With this approach, the Act has shifted closer to company
law. Co-operative and company law share a common
concern to restrict the abuse of the corporate form and to
promote minimum good governance standards. Beyond
these concerns, they are broadly reluctant to delve into
the actual commercial activities carried out by the entities
they regulate.
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The Co-operative Societies Act of 1978 disclosed a more
evident interest in the underlying economic performance
of registered co-operatives. In fact, the 1978 Act required
the Board to monitor how registered co-operatives were
actually performing and to offer them assistance. The Board
was also specifically called upon to try “to help cooperative
societies toincrease their efficiency”,’ arequirement which does
not feature in the recent 2001 Act or in company law.

The Transition from the 1978 Act to the 2001 Act

When the new Act was being designed, steps were taken
to ensure that business could carry on as usual without
any unnecessary disruption. This is an issue which always
needs to be tackled with care whenever a particular legal
framework is being altered, and especially when an entire
law is being replaced. In these instances, one is bound to
find what are often referred to as transitional arrangements.
These would explain when, how and to whom the new
provisions would apply. The Co-operative Societies Act
2001 was brought into force on the strength of Legal Notice
49 of 2002. The transitional arrangements were laid down
in some detail in the same Legal Notice, which brought
the Act into force in three stages. All the articles of the new
Act are now in force."

With the adoption of the Co-operative Societies Act 2001,
the 1978 Act was repealed.'” None of its provisions remains
in force and it is now consigned to legal and co-operative
history. The new Act contained in-built mechanisms to
guarantee the full legal and practical continuity of the
Co-operatives Board and of the co-operatives already
registered and operating under the previous law.” This
step ensured that no needless uncertainties or gaps would

10
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be occasioned by the legislative changes, and the business
operations of registered co-operatives continued smoothly
and suffered no disruption. All the decisions and actions
taken by the Co-operatives Board under the old Act were
safeguarded and wereretained in force. This rule extended
to all administrative and other measures adopted by the
Co-operatives Board prior to the coming into force of the
new law.

Some of the changes introduced in the new law
necessitated asmallnumber of amendments to the statutes of
existing societies. Theseamendments reflected a number of
options that the new law has allowed each society toadopt.
Thenew law allowed co-operatives to choose fromanumber
of alternative arrangements and gave them sufficient time
to pass the necessary amendments. This marked a departure
and an improvement from the 1978 Act which envisaged
only onerelatively staticand rather restrictive co-operative
structure. This new approach offers more flexibility for
co-operatives to determine their internal structuring. It
allows big and small societies to adopt arrangements more
suitable to their size, resources and needs.

The changes also meant that freed from the one-model
approach, co-operative societies now need to give much
greater attention to the correct formulation of their statutes.
They cannot rely any longer on the one-size-fit-all model
at the core of the 1978 Act. Co-operatives now need to take
several sensible fundamental decisions on how they wish
to operate and to regulate their internal procedures. This
is the small price existing co-operatives have had to pay in
order to gain moreflexibility in their internal arrangements
as a consequence of the new law. In reality, only a few
adjustments to existing statutes were required.'

Revisions to the statutes became necessary due to the
new or revised concepts, obligations and possibilities

11
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made available by the new Act. It would be useful at this
stage to identify some of the various options that may now
be exercised by a co-operative society in the preparation
of its statute:

(@)
(b)

(c)
(d)

(e)
()
(g)
(h)
6))
6)
(k)

@

(m)

it may establish a Supervisory Board;

it may provide for the duration of appointment of
members on the Supervisory Board;
it may provide that the members of the Committee of
Management retire by rotation and may provide for
the election of runners-up;
it may provide for certain restrictions on members’
activities and may impose penalties for breaches
thereof;
it may impose penalties for infringement of the
statute;
it may contain rules on conflict of interest and
competition;
it may allow meetings to be held electronically;
it may refer disputes to Malta Arbitration Centre;
it may state maximum rate of dividend payable to
members;
it may allow commercial partnerships to become
members of the society;
it may establish special qualifications for
membership;
it may provide alternative rules on voting rights;
it may require that a motion for the dissolution of a
society be confirmed at a second general meeting.

12
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Co-operative Principles — An Enhanced Status

One of the most striking innovations in the new Act is the
re-statement and elaboration, innew article 21, of the seven
core principles of co-operative existence. These principles
setout the major underlying philosophical thinking behind
the provisions of the Act itself. They clearly originate
from the original principles defined and adopted in 1966
at the 23 Congress of the International Cooperative
Alliance. The law does not expressly refer to the ICA, but
the origin is very evident.” Originally mentioned in an
unduly telegraphic shapein article 11 of the 1978 Act, these
principles have now been articulated in a more forceful
and detailed manner. They are now better equipped to
highlight the major concerns at the basis of a co-operative
society’s constitution and activities. In summary, they set
out the following core set of values:

(a) voluntary and open membership;
(b) democratic member control;

(c) member economic participation;

(d) autonomy and independence;

(e) education, training and information;
(f) co-operation among co-operatives;
(g) concern for the community.

What is the legal status of these core principles? The Act
states that they cannot be directly enforced through the
courts. So have they too been devised as an unenforceable
set of principles enjoying mere moral value on the lines
of the Declaration of Principles under article 21 of the
Constitution? Fortunately, the answer is likely tobe a “no”,
as the Act has taken pains to endow them with a higher
status and to make them more effective in practice. The

13
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law now requires them to be respected and adhered to
by all persons applying and interpreting the provisions
of the Act.”

Co-operatives and their controllers as well as the Board
and its employees are now required to consider these
extraordinary principles as fundamental to their policies
and day to day co-operative activities. In this sense, it
appears safe to suggest that the co-operative principles
now enjoy a freshly enhanced status, and are certainly no
longer a vague mission statement. Whether thisis sufficiently
understood or applied in practice is of course a moot point.
It would be interesting to gauge whether and how far these
guiding principles effectively influence and inspire the
daily workings and decisions of co-operatives and of the
Co-operatives Board.

Selected new features of the 2002 Act

Space does not permit a complete identification and
analysis of all the changes and new concepts introduced
in the new Act. Still, this paper cannot fail to highlight
some of the interesting features in the recent co-operatives
law and to briefly comment on their implications. What
follows is a personal and selective list.

Competition law

A complete novelty, article 40 of the new Act is where
co-operative law meets competition law. It attempts to
resolve the possible conflict that may arise between the
law governing fair competition, anti-cartel and restrictive
agreements on the one side, and co-operative statutes
and agreements with members-producers on the other.
Certain restrictive agreements are often entered into

14
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between competitors and suppliers within a co-operative
society. This article seeks to establish a sensible balance
between safeguarding certain societies’ core objectives and
operational requirements, and respecting the restrictive
framework of the Competition Act of 19947 and, since 2004,
the competition rules of the European Union.™

The 1994 Act treats all business and professional
undertakings equally and makes no concessions to co-
operatives. New article 40 inter alia tests the legitimacy
and compatibility of such co-operatives rules and
agreements on the grounds of necessity, proportionality
and reasonableness and the need to safeguard the “proper
functioning of the society”."

The Apex Organization

The 1978 Act provisions regarding the Apex organization
were patchy and inconveniently scattered throughout the
Act. These have now been consolidated and presented
much more coherently in Part X of the Act, which now
makes more convenient reading. This tidying-up exercise
has removed certain doubts that had arisen under the 1978
Act, particularly as whether it was strictly necessary for the
Apex itself to assume the form of a co-operative. Having
been a co-operative, under the 1978 Act, its internal organs
and management had to be structured accordingly. It also
fell under the regulatory supervision of the Board in every
respect,” giving rise to an anomalous situation.

The new Act now describes the Apex as a voluntary
association.” It requires the Apex to represent a majority
of registered societies. This means there may only be
one Apex organization, reflecting another clear policy
decision. On the strength of sucha mandate, the Apex could
legitimately serve as the most important point of reference,
lobby and voice for the co-operative movement. Articles

15
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106 and 107 define in some detail the procedures for the
recognition of the Apex by the Board, including a number
of basic formal requirements that it needs to satisfy. The
Apex organization is today a member of the International
Co-operative Alliance.

The role of the Minister

Various provisions of the 1978 Act handed discretionary
powers of intervention to the Minister politically responsible
for co-operatives. More enlightened thinking criticized these
powers as troubling and unacceptable. In the new Act,
the Minister’s intrusion in co-operative matters has been
greatly curtailed, with most of the offending provisions
either withdrawn or suitably trimmed.

Article 20(4) allowed applicants to appeal to the Minister
from a Board decision rejecting an application to register
a society. Article 26(8) of the 1978 Act allowed an appeal
to the Minister from a Board decision rejecting a proposed
amendment to a society’s statute.”

Articles 109, 110 and 102 of the 1978 Act elevated the
Minister to the position of final arbiter over certain classes of
disputes between partiesinvolved in or with co-operatives.
This allowed him to prevail over the Board acting in its
regulatory roleand put himat par with the Court of Appeal.
Thelaw has removed these powers and now seeks to direct
these disputes towards arbitration.

The Minister’sright to givedirections to the Board too has
been slightly but significantly re-visited. The relationship
between the Ministerand the Board is primarily governed by
article 8. Whilelargely reproducing the old article 8, it now
pointedly requires the Minister to issue his directions “in
writing”. The Board remains obliged to provide information
to the Minister, but now only to enable him to exercise his
functions under the Act, and in particular to issue policy

16
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directions. The Minister retains his prerogative to appoint
the Board® and to make regulations on the various matters
listed in article 108.

The Malta Arbitration Centre

The new Act* specifically mentions the possibility of
referring disputes involving co-operatives to the Malta
Arbitration Centre.” This new approach has replaced the
former rule that co-operative-related disputes were to be
determined by the Board or (worse) by the Minister. The Act
now actively encourages the submission of these disputes
to arbitration, seen as a more flexible and low-key method
of settling disputes. The attempt to shield co-operative
disputes from the ordinary courts (and presumably the
general public) was a constant theme running through the
1978 provisions, which perhaps tried too hard to retain
such disputes in-house.?

Membership

Under the new Act, a co-operative is now required to have
at least five members,” upon its commencement and also
on a continuous basis thereafter. The previous minimum
under the 1978 Act was seven members, whereas the 1946
Ordinance originally required at least twelve members.*
This change was intended to facilitate the establishment of
very small co-operatives. These small undertakings may
now also opt to do without a supervisory board, thereby
resolving another difficulty that small societies encountered
under the former law.”

Another innovation is the introduction of specific rules
governing the holding of sharesin a co-operative society by
a company or other commercial partnership. New article
53 (2) lays down conditions and restrictions. An important
limitation states that a company (or other commercial

17
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partnership) may only hold shares in a co-operative “where
the statute specifically so permits”. Members are therefore free
to make up their own minds on this question.

Subsidiary companies

New article 22 (3) now specifically recognizes that within
certain parameters, a society may become a parent society
and establish subsidiary companies.® The parameters require
the subsidiary “to fulfil, promote, complement or advance the
objects” of the co-operative, to keep it adequately informed
ofitsactivitiesand totakeinto considerationits wishes. This
new rule seeks to extend, in a sensibly restrained manner,
the range of commercial opportunities and arrangements
that co-operatives can now enter into, an underlying motive
behind several changes introduced in the 2001 Act.

Conversions

It has now become, at least on a conceptual level, possible
to convert a co-operative society into a commercial
partnership,and vice versa. The precise legal mechanism to
enable either process to happen has not yet been provided.
Indeed, article 108 (4) foresees the issuing of regulations by
the Minister for this purpose. The article makes a reference
to the relevant articles in the Companies Act, which
however do not yet permit or recognize the conversion
of a commercial partnership into a co-operative or other
entity not regulated by the Companies Act. This means
thatappropriateamendments to the Companies Act would
have to precede the issue of any such regulations.

Public sector co-operative schemes

Public sector co-operatives present particular
characteristics.” A few societies had been registered under
the 1978 Act, which however did not specifically recognize

18
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them. In certain respects, their status under that law raised
a few doubts. For the first time, the 2001 Act specifically
refers to them. The law has tried to clarify their legal
position, thereby removing the uncertainties regarding
this category of co-operatives. They are now specifically
recognized as a special category of co-operatives and are
—toadegree-regulated differently. Article 29 (3) describes
them as “Societies set up in accordance with co-operative
schemes developed by government for public employees” and
requires the Board to have them registered separately from
other societies. The Minister is also empowered to issue
regulations to govern (and to lengthen) the duration of
their provisional registration.®

Internal Management

The Act, like the 1978 Act, regulates in some detail the
manner a co-operative is to be internally organised and
managed. It lists the various organs which have to be set
up and their respective functions, as well as a number of
official posts that have to be filled and the respective duties
attaching thereto. This means that the law does not allow
a society absolute freedom as to how it can organize itself
internally. In this respect, however, the new Act allows
greater space and scope for alternative arrangements than
the 1978 Act.

The Act expects a high standard of performance from co-
operativesand their officials. To thisend, thelawlays down
several stringent rules relating to proper record-keeping
and the need to adopt proper management and reporting
systems and procedures. Proper financial statements are
to be prepared annually and submitted to a proper audit
carried out by qualified professionals.

19
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As was the case in the previous Act, the Co-operative
Societies Act of 2001 lists a number of mandatory posts
that have to be filled by society officials. These posts have
to carry the specific designations laid down in the Act.
Another mandatory requirement is the appointment of
an auditor. These posts are mandatory for all societies,
without distinction. These are minimum requirements and
they do not exclude additional appointments; provided,
it would seem, that any additional appointments do not
adversely affect the powers and functions of the statutory
organs and officials.

Every Co-operative is obliged to make formal
appointments to the following posts:

(a) the committee of management®;

(b) thefollowingofficials:a President®,a Vice-President™®,
a Secretary®, and a Treasurer”;

(c) the auditor®.

The new Act has confirmed the requirement for every
co-operative to have acommittee of management, roughly
comparable to the board of directors of a company. Its
functions are listed in article 74 while its “Conduct of affairs”
is described in article 76.

These two rules owe their origin to the 1978 Act* and
constitute a truly inspired piece. These two articles taken
together in fact outline perhaps the earliest local example
of a minimum corporate governance statement. They lay
down a sufficiently well-phrased benchmark of behaviour
and performance to be expected from the members of a
committee of management. The slightly updated 2001
statement now require members to exercise “the prudence
and diligence of ordinary persons of business” and toimplement
“proper and prudent accounting policies”. Itholds them jointly
and severally liable for any losses occasioned through

20
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“failure on their part to exercise such prudence and diligence...”
or through failure to adhere to the statute or the law.%

Article 65 of the 1978 Act helpfully described the main
functions and powers of the committee of management
and has been retained with minimal changes as new
article 74. An extraordinary power which the new Act has
assigned to the Board is found under Part II which deals
with the powers of the Board. This tackles a potential crisis
situation, which did occur in practice though rarely, where
the committee of management for whatever reason stops
functioning or is functioning contrary to the statute or the
law. The law has responded to the need that a solution be
found to extricate the society out of thisimpasse which may
cost it relevant commercial and financial repercussions.
With the regulatory framework now available, one can
think of at least two solutions. Ideally, a general meeting
of the members should be convened without delay to
take stock of the matter, decide the necessary steps, revise
the composition of the committee and issue appropriate
directives. Where the impasse, as may indeed happen,
rendersitdifficulteven tosummon a general meeting or to
achieveaquorum, the Board may now step in and exercise
its new powers and remove and temporarily replace the
committee. The appointees shall than be responsible to
manage the society’s activities and they shall be obliged
to arrange the convening of a general meeting for the
election of a new committee, even with the moral and
logistical assistance help of the Board itself, as may be
necessary. These extraordinary powers are only to be used
inextraordinary circumstances. The Board would use these
powers sparingly and only where all else fails.

The new law has also re-appraised the role and status of
the supervisory board. The 1978 Act had required every
society, irrespective of its size and irrespective of the will
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or wishes of its members, to set up a board to operate
as a second tier of management authority. No similar or
equivalent structure is known to our company legislation.
Article 78, now discontinued, described the various and
surprisingly wide functions of the board.

In practice, small co-operatives often failed to muster
sufficient officials to man the board or found it too costly.
Local experience also revealed that some societies actually
operated (and seemingly well) without a board, although
strictly this constituted a breach of the Act. Regrettably,
where a functioning supervisory board had been set up,
uncertainties and confusion often arose as how it co-
existed with the committee of management. It seems that
some boards were unable to shake off the temptation to
double-guess the committee of management’s decisions
and attempted to dictate matters to it. One main cause
of this overlap was the broad terms in which the board’s
functions were formulated in article 78.

The new law has sought to restore some order and to
reduce the potential for overlap or confusion of roles.
One significant and welcome remedy is making the
supervisory board* no longer mandatory but optional.
It is now set up only if it is either required by express
provision of the statute; or is required by a resolution of
the general meeting.

Where set up, the board is answerable and reports to
the general meeting. The board is expected to assist the
committee of management “in the effective and efficient
running of the society”* and to monitor the management
and to guarantee legality. The board is not there to obstruct
or undermine management or try to take decisions in
its place. Should the supervisory board wish to send an
urgent message to the members on matters falling under
its competence, it has been given the extraordinary right to
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require “at any time” the summoning of an extraordinary
general meeting®.

The two-tier management and supervision system
under the 1978 Act was unique to co-operatives. On paper,
it appeared to offer a sound approach with one level
overseeing the other thereby guaranteeing better corporate
governance. In practice the system did not work properly
and in some cases proved a hindrance rather than an
advantage. Most co-operatives were too small to warrant
or sustain a double layer structure of management.

Rather than eliminate the supervisory board altogether,
policy preferred allowingsocieties to decide for themselves.
In the appropriate cases, where adopted voluntarily, the
supervisory board mechanism may still afford significant
benefits to societies and their members, now solely
responsible for weighing the likely benefits of having a
supervisory board against the possible disadvantages.

Following United Kingdom practice, locally registered
companies have invariably adopted the single-tier
management system consisting of a board of directors. The
Companies Act, as did the Ordinance before it, has only
ever recognized the board of directors. No suggestion to
change this practice has ever been recorded. The board
of directors is a mandatory organ under company law as
the committee of management is mandatory under co-
operatives law.

The annual general meeting is established as the
supreme authority of a co-operative. In this respect, the
law has remained the same.* Generally, all members are
entitled to attend and vote at the meeting. The first general
meeting shall be held within six (formerly three) months
of the issue of the certificate of registration. The purpose
of this early meeting is primarily to elect the officers of the
society as required by the Act® as soon as possible. Every
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society is obliged to hold an annual general meetings and
article 66 (broadly equivalent to former article 59) very
usefully specifies in detail the matters that such meetings
are required to consider. In brief, these include:

(a) the approval of the financial statements;

(b) the appointment of the committee of management;

(c) the appointment of the supervisory board, if any;

(d) the consideration of any proposed amendments to
the statute;

(e) the consideration of the auditor’s report;

(f) the appointment of the auditor;

(g) the consideration of the distribution of the net
surplus;

(h) the determination of the maximum borrowing limit
of the co-operative;

(i) the hearing of appeals and complaints in respect of
certain decisions of the committee of management;

() the payment of honoraria, fees and other
remuneration.

The Act also regulates in some detail the procedures to
be followed at general meetings, the quorum required and
the keeping of minutes. New rules governing the manner
of appointing of the committee of management have also
been introduced.

The Auditors

The 2001 Act expects a high standard of performance from
co-operatives and their officials. To this end, the law lays
down several stringent rules relating to proper record-
keeping and the need to adopt proper management and
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reporting systems and procedures. Accordingly, article 48
highlights the obligation of every cooperative to keep “proper
accounts and records of its transactions and affairs”, to ensure
that all payments are “correctly made and properly authorized”
and that the society’s assets are properly safeguarded.
Financial statements are to be drawn-up annually. These are
to be completed not later than two months after the relative
year-end and then submitted to an audit. The reforms in co-
operative accounting and audit obligations introduced by the
2001 Act are considerable and have brought co-operatives
regulation closer to the company law rules.

In the Companies Act, auditors play an important role
in overseeing the keeping of accounts and the verification
of corporate financial statements. The same is true of both
the 1978 and 2001 Acts. New detailed accounting rules have
been introduced in the 2001 Act and the model adopted
is the Companies Act 1995. Direct references are made to
the application of ‘International Accounting Standards’ and
of ‘International Standards on Auditing’ to co-operatives.* A
new Third Schedule has been added to the Act explaining
the Form and Content of Individual Accounts.

From a historical angle, this development represents a
sizeable departure from the practice apparently prevalent
under the 1946 Ordinance. In his annual report for 1947-
8, (very soon after the Ordinance came into force), the
Registrar made some revealing comments. Under the part
headed “ Auditingand Supervision”, the then Registrar, MrO.
Paris, lamented that the newly registered societies lacked
accounting expertise: “all secretaries started their workwithout
any knowledge of book-keeping........ ”. As aresult, “The audit
of the accounts of all the societies was carried out solely by the
staff of the department.” ¥

The new Act of 2001 has now reduced the auditing role
of the Board to a minimum. The 1978 law prohibited an
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auditor of a co-operative from accepting appointment
unless he has been vetted and authorised by theBoard. This
rule has been removed. The recent amendments have also
doneaway with the previous grandmotherly rule whereby
the Board was obliged to vet and approve the fees that an
auditor was proposing to charge a co-operative for his
services. Under the new Act, any person qualified to act
as auditor of a company in terms of company legislation
is considered qualified to audit cooperatives.®

Article 96 of the 1978 Act was another important rule
which hasbeen re-visited. This article, whose origin may be
traced to the practice under the 1946 Ordinance, made the
Co-operatives Board responsible “to supervise the auditing
of every society”. Now considered archaic, intrusive and
disrespectful to the auditing profession, the rule has been
eliminated from the 2001 Act.

The rules governing the status and duties of auditors in
the 2001 Act have been updated to take into account recent
developments in the auditing profession and in auditing
and accounting standards. Article 49 requires the auditor
toascertain whether the Management Board complied with
the provisions of the Act, with the statute and with good
accounting practice.

Section 41 of the 1978 Act regulated the audit of the
financial statements of a co-operative. The auditor was
required to confirm “whether the financial statements show
fairly the financial transactions and the state of affairs of the
society”. He was also obliged to report directly to the Co-
operatives Board “any irregularity disclosed by the inspection
and audit that is, in the opinion of the auditor, of sufficient
importance to justify his doing so”.

Indeed, the 1978 Act may have been the firstlaw in Malta
tointroducea tentative form of mandatory whistle-blowing.
Article 41 required an auditor to immediately notify the
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Board of any irregularity resulting from the audit which
in his opinion was important enough to justify this action.
Article 49 of the new Act has been articulated differently.
It now requires an auditor to “forthwith inform the Board
and the society or any of its officers of any material irregularity
disclosed in the course of his audit”. The purely subjective test
established by the 1978 Act has been replaced by a broader
and more objective test. The new Act, in its re-formulation,
concedes less personal discretion to the auditor. The duty
to disclose irregularities has not only been retained but has
been extended to liquidators of co-operative societies.

The2001 Actrequires anauditor to certify that the society
has complied with the provisions of this Act, and specifically
“whether the society has functioned in accordance withits Statute
and the provisionsof this Act” > Thelaw islooking for an audit
exercise which is more than a verification of numbers and
figures. This new requirement should not be misunderstood
to mean that the auditor is expected to police and monitor
the society’s daily acts and omissions. One would suggest
that the law requires an auditor not to ignore troubling
signals he may come across, even accidentally, during
his engagement. An auditor should now be prepared to
react appropriately whenever problems of a material or
regulatory nature result during the course of an audit.

On the other hand, it appears unrealistic to interpret
the law as requiring the auditor to undertake a separate
speculative compliance-policing investigation parallel to
the regular audit. The law does however imply that an
auditor should be fairly knowledgeable of the provisions
of the Act. It also expects him not to look the other way
when evidence of corporate fraud or other material wrong-
doing is unearthed.
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The Co-operatives Board

Fundamental to the regulatory structure of the 1978 Act
was the creation of a new licensing and supervisory public
authority knownastheCo-operatives Board. The Actassigned
the Board extensive powersand functionsintended toenable
it to play the central role in the supervision, performance,
conduct and promotion of the co-operative movement, and
inthegeneral administration of the Act. Indeed, the extensive
role and considerable powers of intervention assigned to the
Board probably constituted the most extraordinary feature of
the now repealed Act. These powers were unduly intrusive
and went beyond what a normal regulatory agency would
need to exercise its functions effectively. While seeking to
rectify this situation, the 2001 Act has nonetheless retained
and confirmed the central role of the Board but has made
a less intrusive instrument. It has chipped away at several
powers no longer considered justified or necessary.

The 2001 revisions in this area respond to the need to
re-adjust the focus of the Board’s role in the new legislative
framework, emphasizing its regulatory agency function.
The changes introduced in the 2002 Act have helped to
better re-define its core functions now reduced to their
essentials. The Co-operatives Board stillhowever maintains
and exercises considerable supervisory authority.

While it is operationally independent, the Board falls
under the political umbrella of the Minister responsible for
Social Policy,” on whom it relies for appointment, funding
and general political support.® The Board may only receive
written general directions of policy from the Minister who
may not intervene in decisions affecting the operations of
particular co-operatives. The Board is obliged to furnish the
Minister with all available relevant information to enable
him to exercise his now reduced powers.
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Although the Co-operatives Board is constituted
primarily asaregulatory authority, italsoactsas a registrar,
the keeper and custodian of a publicly accessible registry,
designated the Registry of Co-operative Societies. This
registry contains important statutory and other documents
pertaining to all registered societies.”* The Board is both
regulator and registrar.

It would be a misreading of the Act to suggest that the
Board isnow only comparable to the Registry of Companies
under the Companies Act. The Board plays a more complex
role as its supervisory and promotional functions have
survived and indeed remain extensive. The Board may be
described as playing these three fundamental roles, in order
of importance: regulator, registrar and facilitator.®

As a registrar, the Board has responsibilities similar
to other registrars. As a regulatory agency, the Board
has powers similar to other regulators. Indeed, the
extraordinary reserve powers now assigned tothe Board to
suspend a society’s activities and replace the committee of
management, where grave circumstances so warrant, have
already been noted earlier. These powers are necessary to
preserve theintegrity of the co-operative sector, guarantee
a degree of transparency and to prevent abuse of the co-
operative form. Thenew Actsafeguards and upgrades the
Board’s powers of enquiry and investigation and adds new
powers to impose fines on uncooperative societies and
their officials for contravening the Act. While removing
certain functions envisaged in the 1978 Act, the new law
has strengthened the Board’s enforcement powers, making
it into a more effective agency.

Indeed, a new provision in the 2001 Act gives authority
to the Co-operatives Board to impose administrative
penalties.® Nosimilar power existed under the 1978 Actand
its introduction was meant to encourage more compliance

29



OCCASIONAL PAPERS: 6

with the law’s requirements. It is not meant as a revenue-
collecting measure but rather as an effective deterrent
to enable the Board to impose a degree of order in the
area under its statutory jurisdiction. It is a normal power
assigned to regulatory authorities. Additional ministerial
regulations were issued in 2003.”

Under the new Act, monetary fines may be imposed on a
co-operativesociety, its officersanditsauditors.Ineach case,
the penalty may be imposed for a breach of the Act or of an
order issued by the Board. The law sets out the procedure
to be followed when the imposition of a penalty is being
contemplated. This serves to protect the due process rights
of the person or society being accused of the breach.

One may describe the primary functions of the Board
as follows:

* to promote the co-operative movement in Malta;

* to assist and facilitate the formation of co-operatives;

® to receive and process applications and to register new
co-operatives;

* to supply information on co-operative societies;

* to monitor and supervise the general performance of
cooperatives;

* to oversee the administration of the Act

® to ensure compliance with its provisions.

The recent amendments have made the Board'’s position
more coherent, permitting it to concentrateits attention and
to employ its scarce resources on leaner and more precise
core functions.

To conclude this part, what follows is a non-exhaustive
list of functions and powers assigned to the Board by the
1978 Act and which the 2001 Act has either eliminated or
reduced. Thislist should betterillustrate the backdrop to the
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recent reforms in the role of the Board and the motivation
behind the changes.

(@)
(b)

(c)

(d)

(e)
(f)

(g)

(h)

@)

)

(k)

M

It was expected toactas advisor to government on co-
operative matters, including financial assistance.”

It was expected to exercise control over co-
operatives.”

It was expected to encourage the establishment
of co-operatives and to help them to increase their
efficiency.®

It was obliged to provide the services of specialised
personal to assist in the formation, organisation and
operation of co-operatives.®!

It was obliged to provide technical advice to all kinds
of societies registered under this Act.?

Itwas expected todisseminateinformationregarding
co-operative principles, practices and management....%
It was obliged to assist officials of a co-operative in
complying with the provisions of this Act and in achieving
the objects and purposes of the society on a co-operative
basis.*

It approved the appointment of the auditors of each
single co-operative as well as their professional
fees.®

It was obliged to supervise the auditing of every
society.*

Ithad theright toattend general meetings and committee
meetings of any co-operative and to request copies of
any relative agenda, notice, minutes and relative
correspondence.®’

It had the right to convene a special general meeting of
a society and determine the agenda.®®

It could appoint one special member on the committee
of management and one on the supervisory board
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(m)

(n)
(0)

(p)

(q@)

()

(s)

of a co-operative which had received government
financing.®

Itapproved loans by one co-operative to another and
determined the maximum amount thata cooperative
could borrow.”

Itapproved and imposed conditions on any proposed
issue of bonds or debentures by a society.”!

It had to review for approval certain investments of
funds by co-operatives.”

It had the authority to direct a co-operative to rectify
any defects disclosed in the audit, inquiry or examination
of its books.”

It could be requested to hear and to determine (or
refer to arbitration) disputes that may arise between
a society and its members or officers, between
members of the same cooperative, between different
cooperatives;it could changeitsmind ontheapproach
initially adopted thereon, but in any case its decision
was final 7

It had to determine and decide any dispute on the
interpretation of a society’s statute and its ruling was
final ™

It could prescribe what books and accounts a co-
operative shall keep and what returns were to be
submitted to the Board.”

A Note on the Central Co-operative Fund

For a company lawyer, one of the more surprising features
introduced in the 1978 Act and retained in the 2001 Act is
the constitution of the Central Co-operative Fund. This
fund is a typical feature in co-operative legislation, but
would be simply unheard of in any other commercial or
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company law context. This Fund is often described as
enshrining the solidarity objective which the Act seeks to
promote as an essential and vital feature of co-operative
activity. In order to avoid unnecessary misconceptions, it
may be explained at the outset that this fund is not a tax
or other fiscal imposition.” It is not a fund to which all
registered co-operatives are obliged to contribute some
annual fee, sum or percentage of turnover. Nor is it a
variation of the compensation fundsestablished underlocal
and EU financial services rules and which are intended
as a safety-net for investors.” It is actually a unique and
simpler concept. Those co-operatives whose annual
audited financial statements show a surplus contribute
to the Fund to the extent of five per cent of such surplus.
Consequently, only profitable societies fork out their five
per cent, whereas those whoseaccounts disclose an absence
of a surplus do not.

The Fund is established for specific purposeslinked to the
notion of solidarity between co-operatives. The objectives
of the Fund echo the Co-operative Principles already
discussed earlier. Article 86 of the 1978 Act had described
these objectives as the “furtherance of cooperative education,
training, research, audit and for the general development of the
co-operative movement in Malta”.

The equivalent article in the 2001 Act is article 91
which has refined the original rule and is now much
more detailed and comprehensive. It has clarified that
the five per cent contribution is calculated on the basis of
allsources of an eligible co-operative’sincome, including
income from investments. For the first time, the Fund
has been vested with separate legal personality. It is now
specifically assigned responsibility for collecting sums
due to it by societies eligible to contribute the five per
cent of surplus. These provisions have resolved problems
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that had been encountered under the less detailed 1978
framework.

The Central Co-operative Fund Regulations” issued
by the Minister complete the framework for the proper
administration of the Fund. They establish a joint committee
made up of two members nominated by the Board and
four representatives of registered co-operatives. The Apex
nominates one other member. This committee is obliged
to “exercise a high degree of diligence in administering the
funds under its responsibility”. The Regulations require the
keeping of proper accounts and records of all the financial
transactions of the Fund as well as an annual audit.
Regulation 3 sets out in some detail the purposes for which
the Fund’s assets may be employed. Emphasis is placed on
education, training and research on co-operative activity.

The Co-operative Societies Act 2001 and Company Law

The context

The Co-operative Societies Act of 1978 contained 117 articles
and two schedules. Adopted by Parliament after a lengthy
debate, this Act may be considered the first modern local
law to regulate co-operatives. It was repealed and replaced
in 2002 when the 2001 Act came into force.

The Commercial Partnerships Ordinance,® consisted
of 195 articles and four schedules. It entered into force in
1965. The Ordinance may be considered the first modern
company legislation in Malta. The Commercial Partnerships
Ordinance was to limited liability companies what the 1978
Act had been to co-operatives. The Ordinance re<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>