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Executive Summary

Purpose

Background

Two decades ago, almost 24,000 credit unions were operating in the
United States. These credit unions had $18 billion in total assets, 23 mil-
lion members, no federal share (deposit) insurance, asset powers limited
to short-term small consumer loans, and restricted membership require-
ments. Today, 13,100 credit unions have federal share insurance, total
assets of almost $200 billion, about 55 million members, the authority to
offer a wide range of consumer credit and depository services, and
relaxed membership requirements.

The Financial Institutions Reform, Recovery, and Enforcement Act of
1989 (FIRREA) required GAO to make a comprehensive study of the credit

~ union system. Accordingly, this report discusses the financial condition

of both credit unions and their federal share insurance fund, regulation
and supervision of credit unions, the structure of the credit union
industry, and the evolving role of credit unions in the financial
marketplace.

A credit union is a not-for-profit cooperative association that offers a
variety of financial services. Its member/owners have a “common
bond,” such as working for the same employer, which is specifically
defined in the credit union’s charter.

Credit unions are chartered by both the federal and state governments.
As of June 30, 1980, 8,659 credit unions were federally chartered and
federally insured; 4,443 credit unions were state chartered and federally
insured. There were also 1,462 state-chartered credit unions insured by
private, cooperative entities.

In addition, there are special credit unions whose members are credit
unions, not individuals. These institutions—referred to as corporate
credit unions—developed in the 1970s and now play a key role in the
industry. They provide credit unions with short-term investment oppor-
tunities; payment system and other services; and, should liquidity
problems develop, loans and other forms of credit. As of June 30, 1990,
corporate credit unions had $20.4 billion-—over 10 percent of industry
assets—in investments from credit unions.

Corporate credit unions are members of a single, large credit union—
U.S. Central Credit Union; most corporate credit union funds are
invested in this entity. U.S. Central, in turn, invests these funds prima-
rily in uncollateralized, uninsured loans to major banks (federal funds)
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Executive Summary

Results in Brief

and marketable securities purchased from dealers under agreements
that the dealers will repurchase them (reverse repurchase agreements).

The Federal Credit Union Act of 1934 first authorized federal charters

as well as federal regulation and supervision of these credit unions. The
present federal oversight agency is the National Credit Union Adminis-
tration (NCUA), which was established in 1970, when Congress author-
ized federal share insurance. NCUA administers the National Credit
Union Share Insurance Fund (NCUSIF).

The condition of today’s federally insured credit unions is better than
that of banks and thrifts. Credit union capital averaged 7.3 percent of
assets as of mid-1990; the annualized net return on assets for the first
half of the year was 0.90 percent. (For the same period, bank capital
averaged 6.4 percent of assets, and the annualized net return was 0.69
percent.) NCUSIF reported equity of $1.25 for every $100 in insured
accounts, as of December 31, 1990. GA0’s preliminary estimate is that
the Bank Insurance Fund’s equity was no higher than $.26 per $100 in
insured deposits as of that date.

Contributing to the industry’s present condition are expansions in the
type and length of loans and in the types of accounts credit unions may
offer, as well as relaxed membership (common bond) restrictions. The
credit union industry has grown and remained profitable as bank and
thrift industries have slowed in growth and declined in profitability. As
the credit union industry has grown, however, it has been exposed to
increased risk. The recent sharp decline in the condition of banks and
their insurance fund shows how quickly problems can appear.

Difficulties could develop if credit unions are not operated safely and
soundly in their new environment, if regulation is not modernized, if
supervision and failure resolution are not timely and effective, and if
NCUSIF is not adequately overseen and financed. NCUA made some
changes in response to the expanded powers. It has, for example, tight-
ened regulation of commercial lending and developed a new examination
format and rating system. However, GAO has identified numerous
changes related to organization, regulation, supervision, and insurance
that would help assure continued safe and sound operations and also
protect NCUSIF.
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GAO’s Analysis

GAO also believes that Congress may wish to provide guidance on what
constitutes a common bond for membership. Such action would help
define the future role of credit unions in the financial marketplace.

Present Industry and
Insurance Fund Condition
Is Relatively Good

The assets of federally insured credit unions have grown dramatically,
from $12.5 billion in 1971 to $195 billion in mid-1990. In June 1990,
there were about 13,100 credit unions. Most of these were small; about
half had assets of less than $2 million. However, 375 had assets of at
least $100 million, and together they held almost half of the industry’s
assets.

The greatest recent change in credit unions’ asset portfolios, and the one
with the greatest risk, has been increased real estate lending, including
first mortgages and home equity loans. Such lending rose from § percent
of assets in December 1985 to 21 percent in June 1990. First mortgages
alone rose from b to 12 percent of assets during the same period. Real
estate loans, which have been increasing in all but the very smallest
credit unions, have been riskier than the short-term instaliment loans
traditionally made.

Credit unions may also make “member business’ (commercial) loans.
Commercial loans totalled $1.4 billion (0.7 percent of assets) in mid-
1990. This total excludes those commercial loans that were under
$25,000, secured by a primary residence, or that met other criteria; it
includes commercial real estate loans, which are not separately
reported.

GAO reviewed the recent financial audits of NCusiF, the Central Liquidity
Facility operated by NCUA, and the NCUA Operating Fund that were done
by Price Waterhouse, a public accounting firm. The firm reported that
the NCUSIF and other financial statements for the years ending Sep-
tember 30, 1988, 1989, and 1990 were fairly presented and in con-
formity with generally accepted accounting principles.

As of September 30, 1990, NCcuA reported that the ratio of NCUSIF's
reserve balance as a percent of insured shares was 1.25. The operating
range for the fund, set by NCU4, is now 1.25 to 1.3 percent. Since the
1985 recapitalization of NCUSIF by the industry, NCUA has not assessed

AN
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Executive Summary

the annual insurance premiums, also provided for in the act, because
earnings on fund assets have been sufficient to maintain the fund
balance. :

Because of the new and more risky environment in which credit unions
are operating, it would be appropriate for Congress to hold annual over-
sight hearings on the condition of the industry and NCUSIF at which the
NCUA Board would testify.

Changes Needed to
Maintain Safe and Sound
Insurance Fund Operations

The continued health of NCUSIF can best be assured by a sound organiza-
tional structure, straightforward accounting, effective use of enforce-
ment powers, and an adequately capitalized fund. Improvements are
needed in each of these elements.

Organizational Structure: NCUA is responsible for credit union char-
tering, supervision, and insurance. FIRREA asked GA0 to study whether
the insurance functions should be separated from the other functions of
NCUA. The closest parallel to NCUA is the Federal Deposit Insurance Cor-
poration (FDIC), which is responsible for supervision and insurance func-
tions for state-chartered banks that are not Federal Reserve members.

The collapse of the thrift industry’s insurance fund is attributed to a
number of factors, including certain actions of the Federal Home Loan
Bank Board (FHLBB), which had responsibility for that fund. FHLBB did
not give sufficient priority to maintaining the fund’s soundness; instead,
it chose to forbear on weakly capitalized or insolvent institutions in the
hope that their condition weuld improve, thus risking huge insurance
fund losses.

GAO did not find at NCUA the built-in conflicts of interest and weak orga-
nizational support for supervisory and insurance functions that it found
in FHLBB. Nor did GA0 find evidence that NCua was inappropriately
delaying the resolution of failing credit unions or taking any other
actions that put NCUSIF at risk. GAO notes, however, that neither the
industry nor the fund has been under pressure in recent years.

To help assure that the insurance function would be given priority if
conditions should deteriorate, GAO believes a number of changes are
essential.

First, because the supervisory and insurance responsibility currently
rests in one staff position at NCUA, it is possible that the staff would not
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bring to the Board’s attention for explicit discussion issues with the
potential for increased risk to NCUSIF. This could be corrected by placing
staff responsibility for the insurance and regulatory functions in two,
co-equal line organizations. The directors of both entities should report
individually to the Board.

Second, NCUA is isolated organizationally from the other federal banking
agencies at the Board level and is not directly linked to the administra-
tion’s views on depository institution regulatory and insurance issues.
Expanding NCcuA Board membership to include the Chairman of the Fed-
eral Reserve Board and the Secretary of the Treasury would provide
NCUA with a broader perspective on the role and oversight of financial
institutions as well as the administration’s thinking on public policy
issues affecting insured depository institutions.

If legislation is passed to authorize a single federal regulator to admin-
ister all examination and supervision functions, Congress may want to
consider including credit unions among the institutions regulated by that
entity, once it is operating effectively. The responsibility for the insur-
ance function could then be placed under FDIC or another separate
entity.

Third, in reviewing some credit unions, GA0 found that NCUA has some-
times elected to use informal approaches in dealing with troubled insti-
tutions, approaches that do not always result in correction of the
problems. GAO notes that such informal approaches by bank and thrift
regulators have resulted in greater insurance losses than would have
occurred following stronger corrective actions. GAO has already recom- -
mended that Congress require bank regulators to take specific and more
forceful supervisory enforcement actions when they find certain unsafe
and unsound conditions or practices (“tripwires”).! A similar interven-
tion system would strengthen NCUA’s regulation of credit unions.

NCUSIF 1-Percent Deposit: Credit unions recapitalized NCUSIF in 1985.
Each credit union deposited and subsequently must maintain an amount
equal to 1 percent of its insured shares. NCUSIF counts the deposit as
capital. Credit unions, however, treat the deposit as an asset rather than
an expense, thereby avoiding a reduction in capital. This double-
counting produces a misleading picture of the combined strength of
NcusiF and the credit unions. Expensing the deposits over a period of
time, which is consistent with conservative accounting, would result in a

! Deposit Insurance: A Strategy for Reform (GAQ/GGD-91-26, March 4, 1991).
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truer picture of the overall health of the industry and NCUSIF and pro-
vide NCUA with greater control over NCUSIF resources.

- Capitalization: NCUA now measures the financial strength of NCUSIF by

using a ratio of fund capital to insured shares. As of September 30,
1990, the ratio was at the low end of the range set by NCUA, 1.25 to 1.3
percent. The Federal Credit Union Act requires a minirnum capitaliza-
tion ratio of 1 percent. If the ratio exceeds 1.3 percent, the surplus must
be distributed to the credit unions. The act also provides for an insur-
ance premium of one-twelfth of 1 percent of insured shares if needed.

NCUA should be authorized to raise NCUSIF's current equity-to-insured-
shares ratio and the insurance premium. This would help NCUA provide
for anticipated NCUSIF funding needs, and it would help prevent inappro-
priate supervisory and resolution decisions based on inadequate
funding.

Fund assets are liquid now. However, if NCUA were to acquire consider-
able illiquid assets from t{roubled and failed credit unions, it may not
have ready assets sufficient for prompt resolution of failing credit
unions. A two-tier ratio—with one minimum level based on liquid fund
assets that are available to meet future needs and the other based on

- total capital-—would help assure that NCUSIF could continue to promptly

resolve failing institutions.

Improvements in Law,
Regulation, and
Supervision Are Needed

NCUA has made considerable progress coping with the growth and
changing operations of the credit union industry. However, a number of
weaknesses relating to the regulation, supervision, and oversight of the
industry need to be addressed to assure continued safety and séundness.

Regulation and Supervision of State-Chartered Institutions: Federally
chartered credit unions operate within the bounds specified by the Fed-
eral Credit Union Act and NCUA regulations. State chartered credit
unions are subject to some federal regulations, but they operate prima-
rily under state laws and regulations that are sometimes less restrictive
than federal law.

Following a 1982 GA0 report that cited problems, NCUA improved its rela-
tionship with state supervisors and also helped improve the scope and
content of state examinations. However, NCUA should set forth explicit
policies stating the circumstances under which NcUA will examine state-
chartered credit unions and the frequency of such examinations.
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Regulatory Improvements: Federal regulation needs to be improved and
applied to all insured credit unions. Regulations should specify under-
writing standards for real estate loans and maximize conformity with
secondary market criteria. Regulations should also set a cap on commer-
cial lending; prohibit credit unions from borrewing funds to grow
without regulatory approval; reduce the present limits on lpans to or
investments in one person or entity to not more than 1 percent of the
credit union’s total assets, with appropriate exceptions for small credit
unions; require credit unions to disclose that dividends cannot be guar-
anteed in advance; and require credit unions to maintain minimal capital
levels. In addition, regulators should require credit unions larger than a
minimuru size to have annual independent audits and make annual man-
agement reports on internal controls.

Off-site Monitoring: In recent years, NCUA significantly improved its off-
site monitoring systems, but such oversight should be strengthened fur-
ther. First, NCUA should specify how federal and state examiners should
use some of the off-site monitoring reports. Also, because the annual
audit reports that supervisory committees prepare for their credit
unions could be valuable off-site monitoring tools, NCUA should require
credit unions to promptly provide NCUA with a copy of those reports.

The financial reports credit unions submit must be sufficiently detailed
and submitted frequently enough for NCUA to evaluate condition and
risk between examinations. This is particularly important in the case of
large credit unions, whose operations can be quite complex and whose
problems, if not identified early, could pose major risks to the insurance
fund. Quarterly filings and more detailed reporting should be required
first for credit unions with assets of $50 million or more.

Regulation of Corporate Credit Unions: As of mid-1990, federally
insured credit unions had $20.4 billion, or about 10 percent of their
assets, invested in corporate credit unions. However, U.S. Central and 13
of the 44 corporate credit unions are outside the full supervisory control
of NCUA because they are not federally chartered or insured. As of mid-
1990, corporate credit unions generally had capital levels averaging 1.4
percent of assets, net of certain items—a low average that has not
improved despite NCUA efforts.

Changes are needed to bring about needed federal regulatory and super-
visory authority and to temper the perception that NCUA would not,
permit any corporate credit unjon to fail, First, NCUA should allow credit
unions it insures to invest only in other credit unions and corporate
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credit unions that are federally insured. Second, in the event of a credit
union or corporate credit union failure, NCUSIF should be given priority
over uninsured shareholders when the failed entity's assets are
distributed.

Failure Resolutions: GAO is concerned about NCUA’s practices in resolving
failing credit unions. NCUA has generally resolved failing credit unions in
an appropriate time. However, GAO is troubled by the upward trend in
NCUA’s use of assistance. Qutstanding assistance as of September 30,
1987, was $49 million and had risen to $191 million by June 30, 1990.
GAO reviewed NCUA’s assistance to credit unions. In four of the five sam-
pled cases, the credit unions did not meet NCUA’s preconditions for assis-
tance, such as the presence of good management.

The Federal Credit Union Act does not provide written criteria for NCUA
to use in resolving failing credit unions, although NcuA officials say that
their policy is to use the least costly method. Legislative guidance on
resolution considerations and documentation requirements are needed to
strengthen NCUA operations in this area.

Action Regarding Common
Bond Is Needed

As providers of personal savings and credit services, credit unions are
competing successfully with other depository institutions. Relaxed mem-
bership restrictions have helped many credit unions compete, and some
survive. Since its enactment in 1934, the Federal Credit Union Act has
limited membership in federal credit unions to those with “a common
bond of occupation or association, or to groups within a well-defined
neighborhood, community, or rural district.”

In the past decade, NCUA has significantly loosened the definition of the
“common bond.” In 1982, NcuA allowed groups of members with dif-
ferent common bonds to join in a single credit union, which has helped
increase the number of members, including those who do not share a
common bond, in single credit unions.

Congress should consider establishing related guidelines to specify the

outer limits of an occupational, associational, or community commaon
bond.
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To Congress

Ga0 recommends that Congress amend the Federal Credit Union Act as
follows:

To Maintain Safe and
Sound Insurance Fund
Operations

Expand the NCua Board to five members and provide that the Chairman
of the Federal Reserve Board and the Secretary of the Treasury, ex
officio, be members. Authorize the two ex officio members to delegate
their authority to another person from their agency who is appointed by
the President with the advice and consent of the Senate,

Require NcUA to identify unsafe and unsound conditions or practices and
the specific enforcement actions that will be used when such conditions
or practices are identified; also, provide in legislation that Congress
expects NCUA to take the designated actions.

Require natural person and corporate credit unions to expense their 1-
percent deposit in NCUSIF over a reasonable period of time.

Establish a two-tier capitalization ratio for NCUSIF, with one ratio based
on fund equity and the other on liquid assets available for future
resolutions.

Give NCUA the authority to raise the NCUSIF capitalization level and the
premium percentage above the current limits and to borrow additional
funds from Treasury on behalf of NCUSIF.

To Improve Regulation
and Supervision

Authorize NCUA to require any state natural person or corporate credit
union with unsafe or unsound practices or conditions to follow appli-
cable federal law or regulation.

Require NCUA to establish minimum, risk-based, capital standards for
natural person and corporate credit unions, providing for a phase-in
period.

Revise the natural person and corporate credit union limits on loans to a
single borrower or investments in a single obligor to not more than 1
percent of the lender’s total assets, with larger limits as appropriate for
small credit unions.

Allow natural person credit unions to borrow only to meet liquidity
needs, unless prior regulatory approval has been obtained.

ZThis list of recommendations is not all inclusive. A complete listing of recommendations is provided
in appendix XI.
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Require natural person credit unions above a specified minimum size

and all federally insured corporate credit unions to obtain an annual

audit by an independent public accountant and to make annual manage-

ment reports on internal controls and compliance with laws and

regulations.

+ Specify that natural person credit unions may invest only in those credit
unions and corporate credit unions that are insured by NCUSIF.

GAO also recommends that Congress hold annual oversight hearings at
which the Ncua Board reports on the condition of credit unions and
NCUSIF, assesses risk areas, and reports on NCUA’s responses to them.

In addition, although GA0 is not making specific recommendations, GAO
believes Congress should, at a minimum, consider providing guidance on
the purpose and limits of the common bond requirement, making it
applicable to all federally insured credit unions.

Recommendations to the GAO recommends that NCUA take the following actions:
Chairman, NCUA Board

+ Separate responsibility for supervision and insurance into separate line
organizations, with each reporting to the Board.

+ Identify, in consultation with Congress and the credit union industry,
unsafe and unsound conditions or practices with the potential of dam-
aging NCUSIF and set out the appropriate supervisory responses.

« Strengthen regulation of credit unions. Areas to focus on include real
estate and commercial lending and disclosure of the fact that dividends
cannot be guaranteed in advance.

« Improve aspects of off-site monitoring of credit union condition by
issuing guidance on the use of monitoring reports and requiring more
frequent and detailed credit union reporting.

« Develop policy goals for examining state-chartered credit unions and
invoke its statutory authority to refuse to accept state examinations
under certain conditions.

GA0 made about 50 recommendations. NCUA agreed with most of them,
Agency Comments and saying that they will strengthen the credit union system and enhance
GAO Response NCUA's effectiveness as a federal financial regulator. GAQ's response to
NCUA’'s comments is discussed at the close of each chapter. These com-
ments and GAO's detailed response are in appendix XII.
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NCUA objected to several recommendations. It indicated that the separa-
tion of insurance and supervision functions within NCUA is neither neces-
sary nor desirable and that placing the supervision functions of NCUA in
a new consolidated federal supervisor would not serve the public. GAQ
believes that internal separation is essential and clearly states that
incorporation of NCUA’s supervision functions in a consolidated super-
visor should be considered only if such an entity is established and then
after it is operating effectively. (See p. 196.) NCUA also said that Ga0's
recommendation to expand the NCUA Board and place on it, as ex officio
members, the Secretary of the Treasury and the Chairman of the Fed-
eral Reserve Board is unworkable, given the frequency of Board meet-
ings. GAO has modified its recommendation to allow these ex officio
members to delegate the authority to another Presidential appointee in
their agencies. Finally, NCUA argued that the investment and loan limits
recommended, 1 percent of assets, are too low for corporate credit
unions. GAO disagrees, given the risk to the credit union system from any
higher level of concentration.

The Department of the Treasury commented on two recommendations.
It agreed that the credit unions’ 1-percent deposit in NCUSIF should be
expensed. It also said that the administration’s current legislative pro-
posal would make the director of the proposed Office of Depository
Institutions Supervision an ex officio member of the 3-member NCUA
Board. (See app. XIIL.) The Federal Reserve Board in its comments said
that the Chairman’s membership on the NCUA Board could distract the
Federal Reserve from its principal responsibilities. (See app. XIV.) As
noted above, Ga0 has modified its recommendation to provide for dele-
gation of the authority.
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Highlights

History

Industry Structure

Basis for Report

1909: First American credit union is incorporated.

1934: Federal Credit Union Act provides federal chartering and supervi-
sion of credit unions and establishes the predecessor federal organiza-
tion to the National Credit Union Administration.

1970: National Credit Union Share Insurance Fund is created.

1977: Federal credit unions can make 30-year mortgage loans.

1980: Federal credit unions are permitted to offer transaction (checking)
accounts.

Credit unions are cooperative depository institutions in which members
must share a common bond or one of a group of common bonds. They
are overseen by member boards of directors.

As of mid-1990, 13,102 credit unions serving 55 million members were
federally insured. Two-thirds of all credit unions were federally
chartered. Another 1,452 state-chartered credit unions were coopera-
tively insured.

The 13,102 federally insured credit unions had $195 billion in assets,
mostly in installment and residential loans and in investments,
Forty-four corporate credit unions, owned by their member credit
unions, and U.S. Central Credit Union, owned by the corporates, accept
for investment a significant portion of the unloaned assets of their mem-
bers. Corporates and U.S. Central also exist to provide liquidity to their
member credit unions.

The trade associations include: the Credit Union National Association
{cuNa), which, with its affiliates, provides a variety of financial services
to the industry; 52 state credit union leagues; the National Association
of Federal Credit Unions (NAFCU); and the National Federation of Com-
munity Development Credit Unions.

This comprehensive report was mandated by the Financial Institutions
Reform, Recovery, and Enforcement Act of 1989,
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Credit unions are cooperative not-for-profit associations in which mem-
bers, who are the owners, share a common bond, deposit funds, and
obtain credit. Federally insured credit unions, which numbered 13,102
as of June 30, 1990, had assets of about $195 billion, more than triple
their 1980 year-end total of almost $60 billion.

In the past two decades, there have been major changes in the industry.
Federal share (deposit) insurance was provided for the first time; limits
on loan types, amounts, interest rates, and maturities were raised; and a
range of transaction and other accounts was permitted. Further, the
membership common bond requirements, such as restricting member-
ship to individuals employed by a specific entity, were relaxed. Insured
credit unions reported members of 55 million in mid-1990. Credit unions
now offer a wide range of services to members, including residential real
estate loans, small business loans, credit cards, transaction accounts,
and retirement accounts.

A majority of the credit unions are relatively small and many are man-
aged primarily by volunteers. As of mid 1990, 9,928 had assets of less
than $10 million, and 2,375 had assets of less than $500,000. Neverthe-
less, the majority of the industry’s assets are in larger credit unions. The
780 with assets over $50 million held about 60 percent of the industry’s
assets.

In Section 1201 of the Financial Institutions Reform, Recovery, and
Enforcement Act of 1989, Congress asked us to make a comprehensive
study of the credit union industry. Topics listed for inclusion in the
study fell into three general areas:

« the condition of the credit union industry and its insurance fund,
« the supervision and insurance of credit unions, and
« the present and future role of credit unions.

This report responds to that requirement. Background information on
the industry and its regulation and supervision as well as a discussion of
the objectives, scope, and methodology of our study are provided in this
chapter. Chapter 2 discusses the condition of the industry, the condition
of its insurance fund—the National Credit Union Share Insurance Fund
(NcusiF)—and the risks facing the industry. Chapter 3 discusses credit
union law and regulation. Chapter 4 discusses supervision by the
responsible federal entity—the National Credit Union Administration
(Ncua)—and state authorities. Chapter 5 discusses NCUA’s resolution of
failed credit unions. Chapter 6 discusses corporate credit unions—their
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Background

role, regulation, supervision, and insurance status. Chapter 7 discusses
issues related to share insurance, including accounting treatment of
credit unions’ 1-percent deposit in the insurance fund, financing NCUSIF,
and the liquidation payout priorities. Chapter 8 discusses issues related
to the structure of NCU4, including the organizational placement of
NcusiF within NCUA and the need for the Central Liquidity Facility.
Finally, chapter 9 discusses issues associated with the evolution of
credit unions’ role in the financial marketplace, including expansion of
the field of membership criteria, federal share insurance, and tax treat-
ment. Supplementary discussions are provided in the appendixes.

History

Cooperative credit associations had their origins in mid-19th century
Europe. An early promoter and organizer of these associations estab-
lished requirements that members pay entrance fees, purchase shares,
and deposit their savings. The members could obtain short-term loans on
the basis of their character. At first, all members signed the passbooks
and promissory notes.! Early cooperatives were focused on urban
craftsmen, proprietors, and farmers. The early credit union philosophy
was closely connected with moral and humanitarian goals.2 In the late
1800s, interest in cooperative credit associations began to grow in
Canada. The first cooperative there—called a caisse populaire, or credit
society—was organized in 1901,

The first credit union in the United States—known as St. Mary’s Coop-
erative Credit Association—was incorporated in 1909 in New Hamp-
shire. A few weeks later Massachusetts became the first state to pass a
law providing for credit union charters. It defined credit unions as coop-
erative associations “formed for the purpose of promoting thrift among
its members.” By 1934, there were approximately 2,500 credit unions in
38 states and the District of Columbia. Credit unions were not chartered,
supervised, or insured at the federal level during these early years.

'A detailed history of credit unions is provided in a volume entitled The Credit Union Movement;
Origins and Development, 1850 to 1980, supported and copyrighted by the Credit Union National
Association. The volume is authored by J. Carroll Moody and Gilbert C. Fite, (2nd Edition, Iowa:
Kendall/Hunt Publishing Co., 1984).

ZNCUA, 1980 Annual Report, Preface.
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Interest in providing federal charters to expand the opportunities to
establish credit unions grew in the 1930s. In 1934, the Federal Credit
Union Act was passed. Its title described its purpose:

**An Act to establish a Federal Credit Union System, to establish a further market
for securities of the United States and to make more available to people of small
means credit for provident purposes through a national system of cooperative
credit, thereby helping to stabilize the credit structure of the United States.” (The
Federal Credit Union Act of 1934, Pub.L. 73-467, 48 Stat. 1216.)

This act provided for federal charters and set out the powers of these
federally chartered credit unions, It also stated that membership in a
federal credit union was limited to groups sharing “a common bond of
occupation, association, or geographical location in a well-defined neigh-
borhood, community, or rural district.” (12 U.8.C. 17569) Congress
amended the Federal Credit Union Act in 1937 to exempt federal credit
unions from federal and state income taxation. State credit unions had
been exempt from federal taxation in accordance with an Attorney Gen-
eral ruling in 1917. (See ch. 9 and app. X for background information on
credit unions’ tax status.)

Credit unions grew steadily in number, rising from 5,241 at year-end
1936 to 9,891 at year-end 1941. By 1956, there were 17,256; by 1969 the
total was 23,761, Further growth in the industry occurred in the next
two decades, although the total number of credit unions declined as indi-
vidual credit unions became larger through mergers or expansion, facili-
tated by broadened common bond membership requirements. At year-
end 1980, for example, some 187 federally insured credit unions
(slightly more than 1 percent of the total number) had assets of over
$50 million; in June 1980, 780 (6 percent) did. The following table,
which includes credit unions that do not have federal insurance, shows
the trends in both growth and consolidation.

|
Table 1.1: Growth and Consolidation of Credit Unions (insured and Uninsured) (December 31)

1960 1970 1980 {June 30) 1990
Credit unions 20,456 23,688 21,467 14,564
Members 12 mitlion 23 miltion 44 million 55+ million®
Assets $5.65 hillion $17.95 hillion $69 billion $216 biflion

4Excludes members of privately insured credit unions.
Source: CUNA, The Credit Union Report, 1989.

Page 25 GAD/GGD-91-85 Credit Union Reforms




Chapter 1
Introduction

Significant expansions in the types of accounts, asset powers, and mem-
bership requirements have taken place in the past two decades. These
changes are discussed throughout this report. (See especially ch. 9.)
Appendix I provides a chronology of the major events in credit union
history.

Structure of the Industry

The credit union industry can best be visualized as a triangle: about
14,500 natural person credit unions? form the base of the industry struc-
ture. These credit unions are in turn the cooperative member-owners of
44 corporate credit unions,* into which they invest a portion of their
assets and from which they can horrow to meet liquidity needs. The cor-
porate credit unions, in turn, are members of a single very large corpo-
rate credit union—U.S. Central Credit Union—into which they
currently invest almost all their assets. (See fig. 1.1.)

The term *‘credit union” as used in this report refers only to federally
insured natural person credit unions and excludes corporate credit
unions. Federally insured credit unions are referred to in this report as
federal credit unions if they have federal charters and state credit
unions if they have state charters. State credit unions that are not feder-
ally insured are specifically identified as such whenever they are
included in the discussion. The terms "'thrift” and "savings association”
refer to entities insured by the federal Savings Association Insurance
Fund. Corporate credit unions are always referred to as such and
exclude U.S. Central Credit Union, unless explicitly included.

3Natural person credit unions primarily serve individuals, who are their member-owners,

Corporate credit unions are those credit unions operated primarily for the purpose of serving other
credit unions and whose total dollar amount of cutstanding loans to member credit unions plus shares
issued to member credit unions equals or exceeds 76 percent of their total outstanding loans plus
shares. (12 C.F.R. 704.2) While this definition applies to federally chartered corporates, state laws—
where they provide a definition of a corporate credit union—have similar definitions.
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Figure 1.1: Credit Union System Structure (June 30, 1990)

ust
Central

State Charterad,
Uninsured

Corporate Credit Unlons®

17 Federally Chartered, Federally Insured
14 State Chartered, Federally Insured
5 State Chartered, Privately Insured
8 State Chartered, Uninsured

Natural Person Credit Unions

8,659 Federally Chartered, Federally insured
4,443 State Chartered, Federally Insured
1,462 State Chartered, Privately insured

3.8, Central and the Corporate Credit Unions comprise the Corporate Credit Union System, which
includes a total of 45 institutions.

Source: Information obiained from NCUA reports and officials.

Natural Person Credit Unions As is the case with banks and savings associations, credit unions have a
dual chartering, regulation, and supervision system in the United States.
As of June 30, 1990, about two-thirds (8,659) of the 13,102 federally
insured credit unions, with total assets of about $128 billion, had federal
charters. One-third (4,443), with $67 billion in assets, were state
chartered. While there is a large number of federally insured credit
unions, most are quite small, as shown in table 1.2.
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Table 1.2: Distribution of Credit Unions
by Asset Size, June 30, 1990

Corporate Credit Unions

Limited-Income Credit Unions

Dollars in millions

Number of

credit  Percent of Percent of
Asset size unions total* Total assets total®
Less than $.5 2375 18.1% $583 0.3%
$5t0%199 3,326 254 3,733 19
$2 to $9.99 4,227 323 20,178 103 -
$10 to $49.99 2,394 18.3 53,456 274
$50 to $99.99 405 341 28,392 145
$100 and over 375 29 88,921 455

#Totals do nat add due to rounding.
Source: Data caleulated from credit union financial and statistical reports provided by NCUA,

The January 1981 collapse of the private insurer in Rhode Island
focused attention on the privately insured institutions. NCUA subse-
quently provided insurance to some of these credit unions. As of June
30, 1990, there were 1,462 state-chartered credit unions, with savings of
$18.6 billion, insured by private, cooperative entities.

Natural person credit unions invest unloaned funds in credit unions that
they themselves are members of—corporate credit unions—and they
can borrow funds from them. As of June 30, 1990, federally insured
credit unions had invested $20.4 billion, about 10 percent of their total
assets, in shares of their corporates, up from $15.8 billion as of
December 31, 1989. Twenty-seven corporates are state-chartered and 17
have federal charters. Of the 44, 31 are federally insured, 8 are not
insured, and 5 are privately insured. As of June 30, 1990, corporate
credit unions had 77 percent of their assets invested in shares and
accounts with U.S. Central Credit Union. U.S. Central Credit Union,
formed in 1974 to provide financial and payment services for the corpo-
rate credit unions, is an uninsured state-chartered entity associated with
the credit union industry’s principal trade association, the Credit Union
National Association (CUNA). As of June 30, 1990, it held about $20.3
billion in credit union shares®

Within the industry is a subset of institutions designated by NCcUA under
the Federal Credit Union Act as serving “predominantly low-income
members.” As of June 30, 1990, according to NCUA, there were 181 of
these institutions; all but 11 had federal charters. Most are small; 161

5Data from U.S. Central Credit Union's unaudited balance sheet as of June 30, 1890.
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Credit Union Related Entities

had asscts of under $2 million and only 4 had assets exceeding $10 mil-
lion. Unlike other federal credit unions, they may accept deposits from
nonmembers. Limited-income credit unions may also receive NCUA desig-
nation as credit unions involved in stimulation of economic development
activities or community revitalization efforts. These credit unions are
commonly referred to as community development credit unions, and
they may obtain loans from a special fund administered by NCUA. (See
ch. 8)

Several entities are closely associated with credit unions and are an inte-
gral part of the industry’s overall structure. CUNA, which had its origins
in the 1930s, is described by its independent certified public accountant
as a tax-exempt organization that serves as a trade association for credit
unions. It provides legislative, research, and public relations services/
advice as well as educational and service development for the national
credit union movement. Its membership comprises 52 credit union
leagues. In its 1989 annual report, CUNA described its affiliated entities
as follows: CUNA Service Group, which provides a range of financial ser-
vices for credit unions and their members; UJ.S. Central Credit Union, the
movement’s central liquidity and investment facility, serving credit
unions through the Corporate Credit Union Network; and CUNA Mort-
gage Corporation, which is the credit union movement’s link to the sec-
ondary mortgage market and is owned by CUNA Service Group and CUNA
Mutual Insurance Group. The cuNA Mutual Insurance Group provides a
variety of services, including benefit plans and fidelity bonds for credit
union employees.

Credit union leagues, which are members of CUNA, are active nationwide
and provide trade association services at the state level. Most credit
unions in a state typically belong to that state’s league. The leagues have
close relationships with their respective corporate credit unions. The
state leagues themselves are members of their corporates, and many
have interlecking boards of directors. Included among the corporates’
boards of directors are individual officials from their member credit
unions.

Other entities associated with credit unions inciude NAFCU, in which 758
federal credit unions, including the largest federally chartered ones, are
members. The National Federation of Community Development Credit
Unions represents the community development credit unions. The
National Association of State Credit Union Supervisors represents the
government regulators of state credit unions.
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Credit unions, like banks and thrifts, are chartered by both the federal
government and by state governments. Federally chartered credit
unions are required to be federally insured. These institutions—=8,659 as
of June 30, 1990—are regulated and supervised by NCUA. Another 4,443
federally insured state chartered credit unions, referred fo as state
credit unions in this report, are regulated and supervised by both NCUA
and a state authority. (See app. II for data on credit unions by state and
charter.) As of mid-1980, there were 15 states and the District of
Columbia that required state-chartered credit unions to have federal
insurance, 33 states and Puerto Rico that required state-chartered credit
unions to have either federal or some other officially approved insur-
ance program, and 2 states that did not have a requirement in law on
share insurance.

Since 1934, when Congress passed the Federal Credit Union Act, the
organization with responsibility for federal oversight has been changed
a number of times.? In 1970, it was finally established as an independent
government agency—the National Credit Union Administration (NCUA)
with a single administrator. In 1978, Congress replaced the single
administrator at NCUA with a three-member board. Board members are
appointed to 6-year terms with the advice and consent of the Senate,
NCUA is now a highly decentralized organization, with over 80 percent of
its 900 staff members assigned to 6 regional offices. Appendix III pro-
vides an organization chart.

In the preface to its 1989 annual report, NCUA stated that its mission ‘‘is
to ensure the safety and soundness of credit unions and to provide a
flexible regulatory environment that will facilitate sound credit union
development, while efficiently and effectively managing the Agency’s
resources and the Share Insurance Fund,” The National Credit Union
Share Insurance Fund (NcuUsiF), which was established in 1970 to pro-
vide federal share insurance for credit unions for the first time, is
administered by NCUA. In 1970, NCUA was also given certain regulatory
and supervisory power over those state credit unions insured by NCUSIF.
It was authorized to examine them and to accept examinations made by
state regulatory authorities. In recent years, NCUA has examined federal
credit unions annually and a percentage of state credit unions.

81n 1934 supervisory responsibility was placed in a new credit union section within the Farm Credit
Administration, then an independent agency. The Farm Credit Administration was subsequently
moved to the U.S. Department of Agriculture. In 1942, credit union supervision was moved to the
Federal Deposit Insurance Corporation. In 1948, it was moved to the Federal Security Administration.
In 1963, the Federal Security Administration became part of the Department of Health, Education,
and Welfare (predecessor to the Department of Health and Human Services).
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Objectives, Scope, and
Methodology

The 1970 legislation also authorized NCUA to establish reserve (capital)
requirements for all state chartered credit unions that are not less than
reserve requirements imposed by statute on federal credit unions. NCUA
has exercised this authority by regulation (12 C.F.R. 741.7(a)). In many
other instances, however, state laws and regulations govern state credit
union activities and in certain instances provide greater powers than
those available to federal credit unions. (See ch. 3.) Nevertheless, to pro-
tect the insurance fund, NCuA has legal responsibility and authority to
require any insured credit union engaging in unsafe and unsound prac-
tices, or any such credit union that is in unsafe or unsound condition, or
is violating laws or regulations, to make the requested corrections or ter-
minate its insurance. (12 U.S.C. 1786)

The objectives of this review were specified in Section 1201 of the
Financial Institutions Reform, Recovery, and Enforcement Act of 1989.
This act required us to examine:

“(1)eredit unions’ present and future role in the financial marketplace;

(2)the financial condition of credit unions;

(3)credit union capital;

(4)credit union regulation and supervision on both the Federal and State levels;

(5)whether the National Credit Union Administration examinations of credit unions

.are comparable in frequency and guality to supervisory examinations of insured

banks and savings associations;

(6)the structure anrd financial condition of the National Credit Union Share Insur-
ance Fund, including whether supervision of that Fund should be separated from
the other functions of the National Credit Union Administration Board; and

(Mwhether the common bond rales regarding credit union mermbership continue to
serve their original purpose.”

It also required comparative information on other types of depository
institutions.

In addition, the Chair of the Veterans Administration, Housing and

Urban Development and Independent Agencies Appropriations Subcom-
mittee of the Senate Committee on Appropriations requested a study of
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NCUA’s oversight of credit unions. This request, as agreed, was incorpo-
rated into the legislatively mandated study.

Our work was done at NCUA headquarters in Washington, D.C.; NcuA
regional offices, in Austin, Texas; Itasca, Illinois; and Concord, Cali-
fornia. As part of our financial audit responsibilities, we reviewed the
independent certified public accountant’s andits of NCUSIF, NCUA's Cen-
tral Liquidity Facility, and the Ncua Operating Fund for fiscal years
1989 and 1990.

To assess NCUA regulation, supervision, and failure resolution, we
reviewed the legislation and NCUA regulations, policies, procedures, and
techniques and considered potential risks. In analyzing the supervision
of problem credit unions, we selected a judgmental sample of 39 problem
credit unions. We also made judgmental samples of 10 corporate credit
unions and 16 failed credit unions and reviewed them using similar tech-
niques to assess the overall quality of supervision and, where appro-
priate, the reasons for failure. (See app. VI for a detailed discussion of
the sample selections.)

To assess the condition of credit unions, we obtained from NCUA the sem-
iannual Financial and Statistical Reports (call reports) submitted by
insured credit unions and analyzed them for the period 1985 through
mid-1990. We analyzed the balance sheet and income statement data
using a wide range of financial ratios. While NCUA examiners are asked
to review the raw numbers submitted by credit unions and NcuA data
processing staff also make certain checks to help assure their accuracy,
we did not independently verify the accuracy of the data. To assess
issues related to common bond, we researched the legislative history of
the original Federal Credit Union Act, chartering manuals, and relevant
policy statements issued by NCUA from 1972 to 1990.

In addition to interviewing NCuA officials at all levels, we talked with
officials of industry-affiliated groups, such as CUNA, NAFCU, the National
Association of State Credit Union Supervisors, and others. We also met
with state regulatory officials. We sought the views of the bank industry
groups, such as the American Bankers Association and the Independent
Bankers Association of America. Officials at the Department of the
Treasury, Federal Reserve, Office of the Comptroller of the Currency,
Federal Deposit Insurance Corporation, Federal National Mortgage Asso-
ciation, and others were consulted on specific matters.
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Our work was done during the period April 1989 through December
1990 and in accordance with generally accepted government auditing
standards.
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Highlights

Background )

The 13,102 federally insured credit unions, as of mid-1990, had z2bout
$195.3 billion in assets, $180.7 billion in liabilities, and capital measured
according to generally accepted accounting principles (GAAP) of $14.3
billion.

Most credit unions are small; about half had assets of less than $2 mil-
lion. But the 375 with assets of $100 million or more held about 46 per-
cent of the industry’s assets.

NCUA reported that, as of September 30, 1990, National Credit Union
Share Insurance Fund’s (NCUSIF) reserve balance as a percentage of
insured shares was 1.25. Fund capitalization totaled $2.05 billion.

Key Findings .

The industry’s average capital was 7.3 percent of assets. It earned an
annualized net return on assets for the first half of 1990 of (.90 percent.
In comparison, bank capital averaged 6.43 percent of assets, and net
return on assets was (.69 percent. About 1.0 percent of credit union
assets were delinquent loans; about 2.46 percent of bank assets were
nonperforming. )

Real estate lending has increased significantly, rising from 5 percent of
assets in December 1985 to 21 percent in June 1990.

NCUA contracts with a private accounting firm to audit its financial
statements. Price Waterhouse has reported that the NCUSIF, CLF, and the
NCUA Operating Fund statements for the years ending September 30,
1989, and September 30, 1980 are fairly presented and conform with
GAAP. We found nothing to indicate that the auditor’s opinions or reports
could not be relied on.

NCUA relies on the financial and statistical reports submitted by credit
unions to monitor conditions between examinations. These reports are
submitted only semiannually, which is not frequent enough, and do not
contain sufficient data to adequately assess risk.

Key
Recommendations

NeuA should require that credit unions, those with assets of $50 million
or more, (1) file financial and statistical reports quarterly and (2)
expand the report format for such credit unions to obtain more data.
Congress should have annual oversight hearings on credit union and
NCUSIF condition at which the NCuA Board testifies.
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Condition of Credit Unions and NCUSIF

The financial problems facing depository institutions today are well doc-
umented. The collapse of the thrift industry and cost to the taxpayers of
meeting commitments to insured depositors continue to be of wide-
spread concern. Reports about the financial distress of commercial
banks and pressure on its insurance fund are an almost daily occur-
rence, as are reports of continuing problems in the thrift industry. In
contrast, few concerns have been raised about the overall health of the
credit union industry. This chapter discusses its condition, that of its
insurance fund—~cusiF—and the risks facing the industry and the.
Fund.

Credit unions are in a relatively favorable financial position. On
average, they are relatively well capitalized, profitable, and liquid.
NCusIF—the fund that guarantees credit union shares—is also healthier
than its banking counterpart. As of December 31, 1990, NCuA reported
that NCUSIF equity was $1.25 for each $100 in insured accounts. This
compares favorably with the Bank Insurance Fund (BIF). GAO’s prelimi-
nary estimate was that BIF reserves totaled no more than $.26 for $100
in insured deposits. The Federal Savings and Loan Insurance Corpora-
tion (FSLIC) became insolvent and was replaced with a new fund (the
Savings Association Insurance Fund).!

While credit unions are healthier than banks and thrifts, they still face
risks common to all depository institutions. And, the recent sharp
decline in the condition of bahks and their insurance fund highlights
how quickly serious problems can appear in depository institutions and,
consequently, their insurer. The business of lending and investing mem-
bers’ money is, by its nature, risky, and losses may leave institutions
with assets that are insufficient to cover deposits.

Large increases in real estate holdings in recent years leave credit
unions more exposed than they had been to interest rate and credit risk,
and the more general risk of entering into new product lines. Other risks,
common to all depository institutions and their insurance funds, are that
regulation will be inadequate, supervision will be lax, failing institutions
will not be promptly closed, insurance fund capitalization will be over-
stated because reserving for anticipated losses is too low, the capitaliza-
tion of the insurance fund will not be adequate, serious econornic
problems will have a significant impact on debtors’ ability to repay

!Savings associations that are placed in receivership or conservatorship between January 1, 1989,
and August 9, 1992, are to be resolved by the Resolution Trust Corporation, primarily at taxpayer
expense.
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Condition of the
Credit Union Industry

loans on schedule, and management will engage in fraud or not be suffi-
ciently competent. Finally, unlike other depository institutions, credit
unions have membership requirements. To the extent that a credit
union’s membership comes from one plant or company or localized mem-
bers of an occupation, this lack of diversification also increases its vul-
nerability to economic problems.

After discussing the condition of the industry and its insurance fund,
this chapter provides comments on the types of risks facing credit
unions. These are discussed in more detail in subsequent chapters.
Because NcUA’s ability to assess and anticipate the extent of risk in
credit union operations is greatly dependent upon credit unions’ finan-
cial reports, this chapter also recommends annual oversight hearings
and more frequent and detailed reporting.

Primarily through consolidation within the industry, the number of
credit unions in the United States has fallen rather dramatically over
the past 20 years, from a peak of 23,688 in 1970, the year federal share
insurance was authorized, to 13,102 federally insured and about 1,450
privately insured credit unions in June 1990. Total savings as of June
30, 1990, were $178 billion in federally insured associations and about
$19 billion in privately insured credit unions.

The consolidation in the industry has been accompanied by growth in
both total industry deposits and changes in types of lending. While
credit unions are still, on average, much smaller than commercial banks
or thrifts, the average federally insured credit union had grown from
$1.8 million in assets as of December 31, 1975, to $14.9 million in assets
as of June 1990, The industry is highly concentrated. The 780 credit
unions with assets of $50 million or more held, as of mid-1990, about 60
percent of the industry’s assets.

In the rest of this chapter, as elsewhere in the report, the term credit
union refers only to federally insured credit unions.

Growth of Credit Unions

The credit union industry has grown dramatically in recent years.
Assets, which totaled $12.5 billion in 1971, had risen to $61 billion in
17,712 credit unions by the end of 1980. Between December 1985 and
June 1990, assets of credit unions increased by 63 percent, from $119.7
billion to $195.3 billion. In 1986, assets and shares grew by 23.4 and
24.1 percent, respectively. Since then growth has continued, but at a
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slower rate. In 1989, assets and shares grew by only 4.8 and 4.7 percent,
respectively. In the first half of 1990, however, growth rebounded to 6.3
percent for assets and 6.5 percent for shares.

Table 2.1: Credit Union Growth (1985-
1990)

Dollars in billions

Assets Shares

Percentage Percentage
Year Doliar value growth? Dollar value growth®
Dec. 1985 $1197 $108.2
Dec. 1986 147.7 23.4 134.3 241
Dec. 1987 162.2 2.8 148.4 10.5
Dec. 1988 1753 8.1 159.6 75
Dec. 1989 183.7 48 167.1 47
Jurie 1890 1953 6.3 178.0 6.5

8Changes from end of preceding period.
Source: Data calculated from credit union financial and statistical reports provided by NCUA.

In contrast, during the December 1985 to June 1990 period, assets in
commercial banks grew by 24 percent and assets at thrifts, which
peaked in 1988, grew by 9.4 percent. Total insured deposits in the
United States grew by 25.9 percent. Credit unions’ share of total
deposits in credit unions, banks, and thrifts has increased somewhat
from 4.7 percent in 1985 to 6 percent in June 1990.

There were 13,102 credit unions in June 1990, with average assets of
$14.9 million. However, as shown in table 2.2, assets in the industry
were quite concentrated. The 780 large institutions, those with assets of
$50 million or more, held 60 percent of the industry’s total assets. The
375 institutions with assets of $100 million or more held 46 percent of
industry assets.
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Table 2.2: Distribution of Credit Unions
by Asset Size, June 30, 1990

Capital

. |
Dollars in millions

Number of

credit Percentage of Percentage of
Asset size ~ unions total® Total assets total®
Less than $.5 2375 181 $583 03
$51t0%1.99 - 3326 254 3,733 19
$2 t0 $9.99 4227 32.3 20,178 103
$10 to $49.99 2394 18.3 53,456 27.4
$50 to $99.99 405 3.1 28,392 14.5
$100 and over 375 29 88,921 455

2Totals do not add due to rounding.
Source: Data calculated from credit union financial and statistical reports provided by NCUA,

Capital provides a cushion against losses. The amount of capital a credit
union has is a measure of its capacity to withstand economic adversity
and to avoid recourse to NCUSIF. As of June 30, 1890, total capital in
federally insured credit unions equalled $14.3 billion, which was 7.3
percent of their $195.3 billion in total assets.2 Table 2.3 shows that
credit union capital ratios have improved in recent years and that
smaller credit unions consistently have somewhat higher capital ratios
than larger credit unions. Contributing to this difference are the current
reserving requirements. A credit union with assets of less than $500,000
(of which there were 2,375) has to reserve until regular reserves equal
10 percent of outstanding loans and risk assets.? One with $5600,000 or
more in assets has to reserve until a 6-percent level is reached. (Years in
operation also affects reserving requirements. Ch. 3 discusses the
reserving requirement.)

Credit union capitalization of 7.3 percent compares with capital of 6.43
percent of assets for commercial banks. Average thrift capital fell
during the 1980s. It was 5.5 percent of assets in 1980, 3.4 percent in
1985, and 2.5 percent on June 30, 1990.

24Capital” is defined in this report as GAAP capital; that is, capital according to generally accepted
accounting principies. In the credit union context, it is the sum of regular, investment valuation, and
other reserves and undivided earnings. It excludes the allowance for loan and investment losses and
also shares. Because credit unions are cooperatives, capital is at times defined by NCUA and the
industry as shares plus GAAP capital.

3NCUA defines in regulation how regular reserves, outstanding loans, and risk assets are to be calcu-
lated. For example, certain investments with maturities of less than 3 years are excluded. (See ch. 3.)
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Table 2.3: Capital in Credit Unions as a .
Percentage of Assets (1985-1990)

Medium

o Total Large credit credit Small credit
Year industry unions? unions? unions®
Dec. 1985 : 6.5% 57% 6.6% 8.3%
Dec. 1986 6.2 57 6.3 7.8
Dec. 1987 6.6 6.2 6.6 79
Dec. 1988 6.9 6.4 7.0 84
Dec. 1989 7.3 6.8 7.5 9.2
June 1890 7.3 6.8 7.6 9.1

2 arge credit unions are defined as those with assets of $50 million ¢r more.
Piedium sized credit unions are defined as those with assets between $10 miltion and $50 million.

¢Small credit unions are defined as those with assets of less than $10 million.

Saurce: Data calculated from credit union financial and statistical reports provided by NCUA.

Banks, particularly largér banks, have different asset portfolios—and .

thus face additional risks. We therefore compared credit unions and
banks of similar size. At the same time, it must be recognized that signif-
icant differences can exist in asset portfolios between credit unions and
these banks because of lending constraints on credit unions. Credit
unions with assets equal to or less than $100 million (12,727) had
capital-to-asset ratios averaging 7.7 percent; banks in this size category
(9,500) had ratios averaging 9.09 percent as of June 30, 1990.

Although 78 percent of credit unions had capital in excess of 6 percent
of assets in June 1990, there were 87 institutions that were insolvent;
that is, their capital, calculated on the basis of GaAP, was zero or less.
These insolvent institutions held $1.8 billion in assets, or 0.9 percent of
industry assets. As shown in table 2.4, the number of insolvents and the

" share of industry assets they held has been stable in recent years. In

comparison, in June 1990, there were 35 insolvent commercial banks,
which held 0.04 percent of bank assets.

The warehousing of insolvent institutions in the thrift industry,
allowing insolvent thrifts to continue operating, increased costs signifi-
cantly when they ultimately failed. We were therefore concerned about
the 87 insolvent credit unions as of mid-1990. We found that 43 of the
87 had reported insolvency for only one prior period and that 30 had
reported insolvency for three or more prior reporting periods. Further
analysis of the 30 revealed that 18 were small but that 12 had assets of
$10 million or more. Twenty-four of the 30, however, and 11 of the 12
with assets of $10 million or more were receiving NCUSIF assistance.
Credit unions receiving assistance are reserved for in NCUSIF financial
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statements to the extent that any losses are anticipated; such reserving
is not counted as part of NCUSIF’s capital. (A detailed analysis of NCUA’'s
handling of insolvent credit unions, and also those considered to be in
“weak” or “‘unsatisfactory” condition, is contained in ch. 5.)

Table 2.4: Insolvent ahd Low Net Worth
Credit Unions (1985-1990)

Insolvent Low net worth?

Percentage of Percentage of
Year Number total assets Number total assets
Dec. 1985 83 1.0 731 64
Dec. 1986 64 1.0 748 6.4
Dec. 1987 73 0.7 714 6.3
Dec. 1988 a0 07 547 45
Dec. 1989 99 0.8 408 3.6
June 1980 a7 09 415 39

8 ow net worth credit unions are those with GAAP capital greater than 0 and less than 3 percent of
assets.

Source; Data calculated from credit union financial and statistical reports provided by NCUA.

There has been a significant decline in recent years in the number of low
net worth credit unions and in their market share. As of June 30, 1990,
415 institutions were in this category compared with 731 at the end of
1985. These 415 low net worth institutions, with capital greater than 0
but less than 3 percent of assets, held $7.6 billion (3.9 percent) of total
credit union assets. The decline in the number and assets of low net
worth credit unions probably reflects to a considerable extent the signif-
icant consolidation within the industry. Mergers have been high in the
past decade, and low net worth credit unions are those most likely to
seek or require merger partners. There were 467 mergers in fiscal year
1990, 386 of which were done without NCUSIF assistance. In 1988 and
1989, mergers totaled 514 and 455. Particularly because industry capi-
talization as a whole has improved (see table 2.3), this percentage
decline in the assets held by weakly capitalized credit unions should
result in a considerable reduction in aggregate risks to NCUSIF.

Nevertheless, the percentage of industry assets in these institutions
remains noteworthy. Accordingly, we analyzed the data to determine
how long the December 1989 low net worth credit unions had been in
that category. Of the 406, 202 had reported low or no net worth as of
both December 1987 and December 1988. It should be noted in this con-
text that credit unions are chartered without capital. They are not
required to maintain a specified level of capital but rather to reserve a
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percentage of gross income until certain capital levels are met, (This sit-
uation, and our recommendations, are discussed in ch. 3.) Newly
chartered credit unions thus first appear in the low net worth category
and may stay there for several years or more. In 1985, 1986, and 1987,
there were 78, 59, and 46 credit unions chartered, respectively.

Analysis of data on commercial banks, which are subject to minimum
capital requirements, shows that as of June 1990, 148 low net worth
banks held 0.85 percent of the industry’s assets.

Industry Profits

Profits are an important source of capital for financial institutions, and
thus the profitability of an institution is a key indicator of its financial
viability. Profits are an especially important source of capital for mutu-
ally owned institutions, such as credit unions, since these institutions
cannot raise capital by selling equity.

To survive, credit unions must earn some minimum level of profits. Intu-
itively, however, one might expect credit unions not to be as profitable
as commercial banks or other “for profit” financial institutions that are
not member owned. As mutual associations, credit unions are not by
reputation profit-maximizers. They are expected to maximize benefits to
their members through higher yields on savings and lower rates on
loans.

In general, the credit union industry is profitable. On average, credit
unions earned a net return on assets of 0.92 percent during 1989 and an
annualized rate of 0.90 percent in the first half of 1990. This was down
from the 1.2 percent earned in 1985, but nevertheless compares favor-
ably with the net return on assets of commercial banks—0.52 percent in
1989 and the negative return (-1.34 percent) for thrifts in the same year.
Bank net return on assets, annualized, was 0.69 percent during the first
half of 1990.

Table 2.5 shows that the credit unions with capital of 6 percent or more
consistently earned the highest return, and that those with low net
worth have trended toward unprofitability as a group. As noted earlier,
credit unions’ only source of capital—outside of an unassisted merger or
NCUSIF assistance—is retained earnings; they are thus more constrained
in obtaining capital than nonmutual banks and thrifts. (NCUA's use of
assistance, including forbearances from certain reserving and other
requirements, is discussed in ch. 5.) Newly chartered credit unions,
which must build capital internally, are generally in the low net worth
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group. However, on average, only about 40 new charters were issued
annually in fiscal years 1986 through 1990; because they are generally
small in their early years, they should not have a major effect on aggre-
gate performance of the group.

Table 2.5: Profitability of Credit Unions by Level of Capitalization (Net Incorne/Average Assets) (1985-1989)

Better capitalized Mederately Low net worth {net Insolvent (net

Industry {net worth of 6% and capitalized (net worth more than 0 worth of 0% or

Year average over) worth of 3 to 6%) but under 3%) less)
Dec. 1985 1.2 15 1.1 05 1.1
Dec. 1986 1.0 1.4 09 04 -19
Dec. 1987 ‘ ‘ 09 1.2 ) 07 0.2 T -13
Dec. 1988 1.0 1.2 08 0.1 -18
Dec. 1989 0.9 1.2 0.7 -0.5 -4.1

Source: Data calculated from credit unien financial and statistical reports provided by NCUA.

Liquidity

Credit union liquidity has been relatively high throughout the past
decade. Loans as a percentage of shares were over 90 percent in the late
1970s, dropped to under 80 percent in the early 1980s, and continued to
decline, reaching about 692 percent of assets in mid-1990. Unloaned

. funds are generally invested in assets maturing in less than 1 year. In
June 1990, for example, $47 billion of the $62 billion of credit union
investments—75 percent—would mature in less than 1 year. Commer-
cial banks at that time held $486 billion, 14 percent of their assets, in
investments with remaining maturities of 1 year or less and $434 billion
in securities maturing in over a year.

Liabilities

As with other types of depository institutions, the major liabilities are
deposits, referred to by credit unions as shares.¢ In June 1990, credit
union liabilities totalled $180.7 billion. Deposits of various types
accounted for $178.2 billion. These accounts include regular share (sav-
ings} accounts, share draft {checking) accounts, certificates of deposit,
and individual retirement accounts (IRA), as shown in table 2.6.

4For consistency of presentation with other depository institutions, liabilities are defined here on the
basis of GAAP. Credit unions do not define shares as liabilities.
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_ 
Table 2.6: Credit Union Shares and Other Liabilities as a Percentage of Total Liabilities {1985-1930)

Figures in percent

Regular and nh:': r?tee{ Ali other
Year other shares Share drafts shares Share certificates IRAs liabilities®
Dec. 1985 597 89 b 17.1 109 22
Dec. 1986 61.7 9.1 b 13.7 12.5 1.8
Dec. 1987 61.1 94 e 14.1 13.3 2.1
Dec. 1988 58.3 9.2 b 17.0 133 22
Dec. 1989 457 9.5 8.0 212 13.8 ' 18
June 1990 45.5 96 8.2 . 208 138 19

a“All other fiabifities" includes promissory notes, reverse repurchase agreements, other notes and
interest payabie, accrued dividends (declared but not yet posted to accounts), and accounts payable.

®Not applicable.
Source: Data calculated from credit union financial and statistical reports provided by NCUA.

Assets

The majority of credit union assets are loans. In June 1990, credit
unions held 63.4 percent of their assets in loans, compared with 61.9
percent at commercial banks. However, law and regulation tend to
restrict credit union loans to consumer loans and investments in higher
quality issuers. (See ch. 3.) In addition, common bond membership
restrictions limit those to whom credit unions can lend and from whom
they can accept deposits. (See ch. 9.) These differences, compared to the
lending and investing activities of banks and thrifts, have contributed to
less risky, and in recent years more profitable, operations for credit
unions. Asset losses have been lower and credit unions have avoided the
liquidity problems often associated with unduly rapid and expensive
growth funded by “‘hot money,"” such as brokered deposits. Table 2.7
compares the asset mix in credit unions, commercial banks, and savings
assoctiations. Table 2.8 shows the types of credit union investments.
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Table 2.7: Comparison of the Loan
Portfolios of Credit Unions, Commercial
Banks, and Savings Associations as a
Percentage of Total Assets (June 1990)

Credit Commercial Savings
unions banks associations
Total loans 63.4% 61.9% 77.8%
Personal loans? 411 17 46
Real estate loans 213 227 709
Other loans® 0.2 75 0.2
Agriculture and commercial loans ¢ 20.0 25¢
Other assets? 36.6 38.1 222
Total 100.0 100.0 100.0

a'Parsonal loans’ for credit unions include unsecured loans, car loans, and certain other loans to mem-
bers. It excludes $530 million in lcans to nonmembers, which may include personal loans. For commer-

cial banks, personal lcans are defined as loans to individuals. For savings associations, personal loans

include loans for home improvement, education, and autos.

bOther loans'’ for credit unions is computed by subtracting real estate and personal loans from total
loans. Far banks, “‘other loans" is computed by subtracting personal, agricultural, real estate, and com-
mercial loans from total loans. For thrifts, other loans are “'contra” loans.

®For credit unions, personal loans, real estate, and other loans may include loans for agricultural and
commercial purposes. About 0.7 percent of agsets were categorized as commercial loans in reports to
NCUA. For savings associations, only commercial loans are included in the 2.5 percent figure.

d"Other assets” is computed by subtracting loans from total assets. Thus, for credit unions and banks,
other assets includes all investments and assets other than loans.

Source: Data calculated from credit union financial and statistical reports provided by NCUA and from
bank reports provided by the Federal Reserve. The Office of Thrift Supervision provided the savings
association numbers,

Clearly, credit unions are much more heavily concentrated in personal
loans than are other depository institutions. At the same time, commer-
cial lending appears to be, overall, relatively insignificant. Some loans
made by credit unions for commercial purposes are not reflected in
these statistics, however. NCua rules do not require any commercial
(referred to as business) loans smaller than $25,000 or those loans
secured, for example, by first or second homes to be reported as com-
mercial or agricultural even though that may be their purpose. We rec-
ormmend in chapter 3 that these exclusions be limited. We also
recommend that, because of the risks of commercial lending, there
should be a limit on the amount of such loans a credit union may hold.

Change in Loan Mix
Toward Real Estate Loans

Table 2.8 shows the composition of credit union assets over the past
several years. Personal loans made up 42 percent of total credit union
assets in June 1990. This is still the largest single category of assets and
is the type of loan traditionally made by credit unions, However, in
recent years the proportion of personal loans has fallen significantly,
from 57 percent of assets in December 1985 to 42 percent in June of
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1990, while real-estate-based loans increased from 5 peréent to 21
percent.

Table 2.8: Asset Compositicn of Credit
Unions as a Percentage of Total Assets
(1985-1990)

Figures in percent

Dec Dec. Dec. Dec. Dec. June
1985 1986 1987 1988 1989 1990

Total loans 62.2 58.3 61.4 64.9 66.8 63.4
Personal 56.9 44 8 436 441 440 419
Real estate 48 12.4 16.5 19.6 217 21.3
QOther loans? 05 1.1 1.3 1.2 1.1 0.2

Cash 24 24 22 22 23 2.3

Total investments 33.0 36.9 33.9 305 28.4 3.8
U.S. government and agencies 8.8 9.3 98 94 79 89
Corporate credit unions 7.7 8.5 71 68 86 10.4
Bank & thrift deposits 139 154 125 10.2 95 9.9
NCUA insurance deposit 08 07 08 08 08 08
QOther investments®? 18 30 37 33 39 18

Fixed and other assets® 29 28 29 3.0 3.1 3.0

Total assets (billions) $119.7 $147.7 $162.2 $175.3 $183.7 $195.3

a“Other loans” includes loans involving repossession of collateral, any note or contract receivable
resulting from the sale of assets acquired in liquidation of loans, etc., and loans to nanmembers.

b Other investments” includes credit union service organizations, state and federal funds, local govern-
ment obligations, shares in NCUA's CLF and privately issued mortgage-backed securities.

®Fixed assets™ includes land and buildings and other real estate owned; “other assets” in¢ludes lease-
hold improvements, prepaid expenses, and accrued ingome,

Source: Data calculated from credit union financial and statistical reports provided by NCUA.

Real estate lending consists primarily of first mortgage, home equity,
and second mortgage loans. Credit unions have moved into real estate
lending, as authorized by changed regulations (see ch. 3), for several
reasons. First, the Tax Reform Act of 1986 phased out the deductibility
of interest payments for consumer loans but not mortgages, making
home equity loans and second mortgages more attractive to credit union
members who could use the deductions. Second, credit unions have been
forced into new markets as membership and share deposits have grown
at the same time banks and auto financing companies have increased
their consumer lending activities. Third, mortgage lending has been per-
ceived by some to be a relatively safe and lucrative business. Currently,
real estate loans comprise nearly one-third of loans outstanding and
about one-fifth of credit union assets. Commercial real estate lending is
not separately reported.
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As shown in table 2.9, real estate first mortgages as a percentage of
total loans have risen from 7.8 percent of loans in December 1985 to
19.3 percent in June 1990. Of first mortgages, 43 percent were
adjustable-rate loans.

The “other real estate” lending, comprising primarily second mortgages
and home equity loans, has also increased dramatically over the last b
years. Since December 1986, when “other real estate” lending was first
reported separately, such lending has increased from 8.6 percent of total
loans to 14.3 percent in June 1990. About half of all funds in real estate
loans as of June 30, 1990, were in fixed-rate loans.

The increasing reliance on variable—rather than fixed-rate—loans
shifts some of the risk of rising interest rates from credit unions to their
borrowers. The extent to which risk can be transferred is limited by
interest rate caps and the ability of borrowers to make larger payments.

Table 2.9: Types of Real Estate Lending
by Credit Unions as a Percentage of
Total Loans {1985-1980)

91crp1677 91-09-492

Percent Total real estate lending

First Other real Dollars in
Year mortgages estale Percent billions
Dec. 18852 7.8 a 78 358
Dec. 1986 127 86 213 18.3
Dec. 1987 16.5 10.4 269 26.7
Dec. 1988 18.4 11.8 30.2 34.3
Dec. 1989 189 13.5 325 39.8
June 1990 19.3 14.3 336 41.6

#Not applicable.
Source: Data calculated from credit union financial and statistical reports provided by NCUA.

As shown in table 2,10, credit union investment in real estate varies
regionally. Credit unions in the northeast (Albany) region hold, on
average, 45 percent of their loan portfolios in real estate loans. Forty
percent of the loans held by west coast (Pacific) region credit unions are
real estate loans. In contrast, 24 percent of the southwest (Austin)
region and 25 percent of the midwest (Chicago) region loans are real
estate based. These differences relate in large part to the powers
granted to state-chartered credit unions.
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. |
Table 2.10: Real Estate Lending by Region and Type as of June 1990

Total real estate lending _ Percent

Dollarin Percentage ot First mortgages Cther real estate lending
NCUA region® billions totaltoans  Fixedrate  Variablerate  Fixed rate Variable rate
All credit unions® $41.6 335 11.0 82 5.6 87
Albany 85 446 15.4 116 6.2 11.4
Capital 53 320 1.7 53 7.2 7.7
Atlanta 6.3 336 100 10.2 34 10.0
Chicago 5.1 24.8 B7 6.9 30 6.3
Austin 48 | 2386 9.3 50 47 45
Pacific 115 404 114 95 8.2 114

3A map showing the states in each region is in app. V.

PTotals may not add due te rounding. B
Source: Data calculated from credit union financial and statistical reports provided by NCUA.

While larger credit unions have higher amounts of real estate lending,
such loans are held by credit unions of all sizes. Insolvent or poorly capi-
talized associations also had significantly higher percentages of real
estate loans than those with capital exceeding 6 percent of assets.

In addition to making real estate loans, some credit unions have

acquired mortgage-backed securities. These securities do not incur ail
the risks associated with making and holding real estate loans, but they
still depend on the value and repayment of the underlying mortgages for
repayment. Credit union holdings of mortgage-backed securities cannot,
however, be determined from the semiannual financial and statistical
reports credit unions submit to NCUA.

Many credit unions use mortgage banking services provided by others.
These services help credit unions to offer mortgage loans to members
and provide a continuing source of new funds by the sale of such loans
to private investors through the mortgage banker. Providers of these
services include CUNA Mortgage Corporation (an affiliate of Credit Union
National Association, a trade organization), about 25 credit union ser-
vice organizations (CUSO), and such government-sponsored enterprises
as the Federal National Mortgage Association (Fannie Mae) and the Gov-
ernment National Mortgage Association (Ginnie Mae). We believe credit
unions should benefit from the expertise and the liquidity provided by
these arrangements. However, as has been noted by NCUA, most credit
unions have been making loans that are permanently held in their own
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portfolios; in many or most cases, the loans have terms or documenta-
tion that limit their salability in the secondary market. This is a matter
of concern because it creates liquidity risks (long-term loan assets that
are largely funded by short-term deposits). In our opinion, the rapid
growth of real-estate-based lending by credit unions merits continuing
and increased attention by NcuA, (In ch. 3, we recommend certain
improvements related to real estate lending.)

Credit Quality ‘ Credit unions do_ not repqrt on the _credit quality of real estate loans.
However, some information is available on the delingquency status of
total loans. Credit unions are only required to report delinquencies that
are 2 months or more in arrears. Table 2.11 shows the pattern of delin-
quent loans for credit unions since 1985. In every category, the delin-
quency rate for loans has declined. Total delinquent loans fell from 2,1
percent of total loans in December 1985 to 1.6 percent in June 1990, By
this measure, the credit problems facing other depository institutions
have not—to date—emerged as a factor for credit unions. Credit union
real estate lending as a significant percentage of industry assets is rela-
tively new, however, and has not been through a full economic cycle.

|
Table 2.11: Delinquent Loans (1885-1980)
Dailars in billions

Percentage of total loans

2-6 months 6-12 months 12 months or Dollar amount
Year delinquent delinquent more Totai delinquent® delinquent
Dec. 1985 1.2 05 04 2.1 $1.6
Dec. 1986 1.3 06 0.4 22 1.9
Dec. 1987 11 0.5 0.4 1.9 19
Dec. 1988 1.0 0.4 0.3 1.8 2.1
Dec. 1989 1.1 0.4 0.3 1.8 22
June 1980 0.9 04 03 16 20

*Totals may not add because of rounding.
Source: Data calculated from credit union financial and statistical reports provided by NCUA.

Credit quality is captured differently in bank reports to regulators. They
report on assets that are nonperforming.® Delinquent loans were about 1
percent of credit union assets; nonperforming loans for ail commercial

5Nonperforming loans is defined as noncurrent loans and leases (90 days or more past due) and
owned real estate.
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banks totaled 2.46 percent of assets as of June 1990. For banks with
assets of $100 million or less, the total was 1,73 percent.

e Because large credit unions represent the greatest risk to NCUSIF, we
COHdltIOI’l of the . made a special analysis of their condition. First, we assessed the 375
Largest Credit Unions . with assets of $100 million or more. They hold a significant per-

centage—46 percent—of the industry’s assets. Table 2.12 shows that
these credit unions, when compared to those with less than $100 million,
had somewhat less capital and a higher percentage of assets in both first
mortgages and all real estate lending. In the other areas we analyzed,
they are roughly comparable.

Table 2.12: Selected Credit Union ]
Statistics by Size of Credit Union, as of Credit unions with Credit unions with
June 30, 1990; Over and Under $100 All credit $100 million or less than $100
Million in Assets unions more in assets  million in assets
Number 13,102 375 12,727
Capital-to-asset ratio 7.3% 6.9% 7.7%
Net income as a percentage of
assets® 04 0.5 0.4
Real-estate-based assets as a
percentage of assets 21.3 25.7 17.6
First mortgages as a percentage
of assets 122 15.3 9.7
Commercial loans as a
percentage of assets 0.7 0.9 0.6
Loans as a percentage of assets - 635 62.7 64.1
Investments as a percentage of
assets 38 324 313

2Data are for the first half of 1990 and are not annualized.
Source: Data calculated from credit union financial and statistical reports provided by NCUA.

Data on even larger credit unions——those with assets of $500 million or
more and $260 million or more—are shown in table 2.13.
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Table 2.13: Selected Credit Union m
Statistics by Size of Credit Union, as of Credit unions with Credit unions with
June 30, 1990: Over $250 Million and All credit $500 million or $250 million or
Over $500 Million in Assets 7 unions more in assets more in assets
' Number 13,102 28 100
Capital-to-asset ratio 7.3% 6.7% 6.4%
Net income as a percentage of
assets? 0.4 05 05
Real-estate-based assets as a
percentage of assets 21.3 25.8 259
First mortgages as a percentage
of assets 12.2 15.1 15.1
Commercial loans as a
percentage of assets 6.7 1.1 - 08
Loans as a percentage of assets 63.5 62.5 62.2
nvestments as a percentage of
assels 31.8 326 328
Delinquent loans as a percentage
of assets 1.0 0.7 0.6

8Data are for the first six months of 1980 and are not annualized.
Source: Data calculated from credit union financial and statistical reports pravided by NCUA.

~ We determined that, of the 28 largest credit unions, 3 had capital of less
than 3 percent; NCUA had established reserves for 1 of the 3. Another

_nine had capital between 4.3 and 5.6 percent of assets. Of those 100
with assets of $250 million or more, 6 had capital-to-asset ratios of less
than 3 percent. Another 27 had ratios between 3.6 percent and 5.7 per-
cent of assets. Because NCUSIF sets aside reserves for losses anticipated
over the upcoming 2 years, any risks posed by these institutions should
be accounted for. (See reserving discussion later in this chapter.)

: Another way to assess the condition of the industry is by looking at
Regulfltory Ratmgs trends in regulatory ratings. Credit unions are rated on their condition
Remain Constant by NCUA and state regulators using a “CAMEL” system that evaluates

their capital adequacy (C), asset quality (A), management (M), earnings
(E), liquidity (L), and their overall condition. The ratings are 1-excellent,
2-good, 3-fair, 4-weak, and 5-unsatisfactory. Credit unions with an
overall rating of 4 or 5 are considered problem credit unions. (Ch. 4 dis-
cusses the CAMEL system in detail.) Table 2.14 shows that there has been
a downward trend in the number of problem credit unions over the
decade. Problem credit unions totaled over 7 percent of the industry in
1983 and again in 1988, In 1990, they totalled 5.2 percent of the
industry.
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]
Table 2.14; Distribution of Credit Unions by CAMEL Rating )

Date 1-excellent and .

{as of 9/30) 2-good 3- fair 4- weak 5- unsatisfactory Total
1983 11,030 3,808 995 129 16,063
1984 10,718 3772 782 90 15,362
1985 10,736 3,553 681 61 15,031
1986 10,010 3,985 716 78 14,789
1987 9,133 4,458 838 9 14,520
1988 8341 4,644 926 96 14,007
1989 8,310 4,444 723 71 13,548
1990 8,055 4279 625 53 13,018

Note: The Early Warning System was used through September 30, 1887. The ratings mean virtually the
same thing, according to NCUA officials.

Source: NCUSIF annual reports for 1883, 1987, and 1990.

The percentage of industry shares in problem credit unions declined ear-
lier in the decade but since 1985 has remained relatively steady, as
shown in table 2.15. (Ch. b discusses the characteristics of the 4 and 5
rated credit unions, NCUA's policies and practices with respect to them,
and the number that are now receiving NCUSIF assistance.)

]
Table 2.15: Percentage of Shares by CAMEL Rating

Date 1-excellent and

(as of 9/30) 2-good 3- fair 4- weak §- unsatisfactory
1983 81.1 13.0 5.4 ]
1884 819 134 4.2 5
1985 : 829 13.2 36 3
1986 790 16.1 47 2
1987 76.5 18.6 47 D2
1988 73.8 19.9 6.0 3
1989 75.4 198 48 -2
1990 73.0 221 47 2

Note: The Early Warning System was used through September 30, 1987. The ratings mean virtually the
same thing, according to NCUA officials.

Source: NCUSIF annual reports for 1983, 1987, and 1930.

. . . The Federal Credit Union Act provides that the financial transactions of
Financial A udits NCUA and the two funds it manages shall be subject to audit by cao

under such rules and regulations as may be prescribed by cao (12 U.S.C.

1752a(f), 1789(b), and 1795(h)). NCUA contracts with independent public
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accountants to do the audits of NCUSIF, CLF, and the NcUA Operating
Fund. To fulfill our audit responsibilities, avoid duplication, and make
the most efficient use of our resources, we review the auditor’s work
and reports.

NCUA has contracted with the public accounting firm Price Waterhouse
for these financial audits in recent years. In the opinion of Price
Waterhouse, the financial statements have presented fairly the financial
positions of these funds as of September 30, 1989 and 1990, and the
results of their operations and cash flows for the years then ended, in
conformity with Gaap. The audits, which are performed under generally
accepted government auditing standards, also include reports to the
NCUA Board on internal accounting controls and on compliance with laws
and regulations. The reports have not disclosed any material internal
control weaknesses or noncompliance with laws and regulations.s

We made a review of the auditor’s work in accordance with generally
accepted government auditing standards. To determine the reasonable-
ness of the auditor’s work and the extent to which we could rely on it,
we

reviewed the auditor’s approach and planning of the audit;

evaluated the qualifications and independence of the audit staff;
reviewed the financial statements and auditor’s reports to evaluate com-
pliance with generally accepted accounting principles and generally
accepted government auditing standards; and

reviewed the auditor’s working papers to determine (1) the nature,
timing, and extent of audit work performed, (2) the extent of the audit
quality control methods the auditor used, (3) whether a study and eval-
uation was conducted of the entity’s internal accounting controls, (4)
whether the auditor tested transactions for compliance with applicable
laws and regulations, and (5) whether the evidence in the working
papers supported the auditor’s opinion on the financial statements and
internal accounting controls and compliance reports.

In addition, in light of deteriorating conditions in other federal deposit
insurance funds, we placed additional emphasis on (1) gaining an under-
standing of NCUA’s methodology for establishing a reserve for insurance
losses based on information gathered through its regulatory process and
(2) reviewing the auditor’s testing of the reserve for insurance losses,

6 Appendix V contains NCUA's financial statements, its auditor’s opinions and related reports, and
our opinion letter.
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However, we did not independently verify all regulatory information
provided to us.

We found nothing to indicate that Price Waterhouse’s opinions on the
fiscal years 1989 and 1990 financial statements are inappropriate or
cannot be relied on, nor did we find anything to indicate that the
auditor’s reports on internal accounting controls and on compliance with
laws and regulations are inappropriate or cannot be relied on.

NCUA'’s Methodology for
Determining NCUSIF
Reserves

An important aspect of our work in reviewing the NcUsIF financial audit
is to ensure that appropriate reserves have been established for antici-
pated losses. These amounts are thus not counted as part of NCUSIF's
capitalization.

NCUSIF establishes reserves for anticipated credit union losses in accor-
dance with gaaP. The cost incurred when establishing reserves is
reflected in the Fund’s income statement as a loss provision expense for
the period when the anticipated loss is recognized, not when funds are
actually disbursed. NCUA officials believe that credit unions with com-
posite CAMEL ratings of 4 or 5 pose the greatest risk to the Fund. These
credit unions are thus the basis from which the reserve valuation is
determined.”

NCUA makes reserving projections for a 2-year period. NCUA’s Director of
Examination and Insurance has told us that he does not think it is fea-
sible to make projections about a credit union’s performance further into
the future. He also noted that NCUA's policy goal, established in June
1989, is to allow no more than 2 years for a troubled credit union to
return to solvency before closing it. In chapter 5 we assess NCUA'S pro-
gress in reaching its goal.

NCUA uses two methods in calculating its reserve needs. The first method
involves all CAMEL-rated 4 and 5 credit unions with insured shares of $20
million or more. Loss estimates for these credit unions are determined
and adjusted monthly by the applicable NCUA regional manager and
reviewed and adjusted, if necessary, by officials in NCUA headquarters
on a case-by-case basis. The financial condition of the credit union and

1'A(:cording to NCUA’s Examiner’s Guide, the potential for failure is present but not pronounced in
credit unions with a composite 4 CAMEL rating, while the probability of failure is high in credit
unions with a composite 5 CAMEL rating. See chapter 3 for a discussion of the rating system.
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Condition and
Performance of
NCUSIF Has Been
Satisfactory Since
1985

various external factors, such as geographic location, occupational affil-
iation, and field of membership, are taken into consideration in esti-
mating the loss.

Another method is used for cAMEL-rated 4 and 5 credit unions with
insured shares of less than $20 million. The shares of these credit unions
are pooled by region, and a percentage gf loss is determined on the basis
of the historical loss factor of NCUSIF. The loss factor is the ratio of
NCUSIF losses to the deposits of all composite CAMEL 4 and b credit unions
under $20 million. The loss factor, which is recalculated yearly,
according to NcusiF officials, was .64 percent for fiscal year 1989. In
June 1989, ncusiF modified this reserving method, on the basis of a rec-
ommendation from its independent auditors, to establish a specific
reserve {(as is done in the first method, described earlier) when an identi-
fiable loss of greater than $1 million is projected for a credit union with
less than $20 million in insured shares.

In both cases, the reserve levels established and the methods used to
determine reserve needs are reviewed at fiscal year end by NCUA's inde-
pendent auditors during the annual audit of NCUSIF.

We have reviewed this work and determined that NCUA's reserving
methods appear to be reasonable. The discussions in chapter 4 on the
frequency with which CAMEL 4 and 5 ratings preceded failure and in
chapter 5 on persistent insolvencies and NCUA’s progress in meeting its
policy goals with respect to 4- and b-rated credit unions also indicate
that NCUA is not improperly warehousing failing institutions.

As of December 31, 1990, the fund level for NCUSIF was reported by NCua
at $1.25 of reserves for every $100 of insured shares.? This fund balance
compares very favorably with those of other federal deposit insurance
funds, such as the Bank Insurance Fund (BIF), which had $.26 per $100
of insured deposits as of December 31, 1990. Since NCUSIF was recapital-
ized in 1984, this fund has appeared adequate to meet the insurance
needs of the credit union industry.

NCUSIF’s capital consists of its retained earnings and a 1-percent deposit,
which credit unions are required to maintain with NCUSIF. Operations are

8 According to NCUA practices, this percentage, as includad in the NCUSIF annual reports, is based on
insured shares as of the prior June 30. The reserves total included $152 million payable to the fund in
January 1991. )
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financed by annual insurance premiums and by earnings on NCUSIF's
investments. The Federal Credit Union Act does not give NCUA the
authority to waive the 1-percent deposit—the most essential component
of NCUSIF’s capital structure—as it does for annual premium payments.
If necessary, NCUSIF may use the deposit funds to meet its deposit insur-
ance expenses, in which case the amount used must be replenished by
the credit unions. -

The Federal Credit Union Act defines the “normal operating level” of
- the NcusIF fund balance to be 1.30 percent of insured shares or such
lower level as the NCUA Board determines.® The act also provides that in
any year in which NCUSIF's equity exceeds its normal operating level,
- NCUA must make distributions to contributing credit unions sufficient to
reduce the equity to the normal operating level. (We discuss the
financing arrangements for NCUSIF and recommend improvements in ch.
7)

Since 1985, NCUSIF’s earnings on its investments have been sufficient to

cover operating and loss expenses;

make additions to its retained earnings;

maintain its equity in accordance with statutory provisions;
waive annual premiums; and

make, in some years, distributions to insured credit unions.

'The major expense incurred by NCUSIF is insurance losses. Insurance
losses result from the process of resolving failing credit unions. Insur-
ance losses for fiscal year 1989 increased by 56 percent to $93.6 mil-
lion'd but declined slightly to $90 miilion in fiscal year 1990. Losses per...
every $1,000 of insured shares increased sharply from $.38 ini fiscal .
year 1988 to $.58 in 1989 and declined to $.51 in 1990, NCUSIF losses are
recognized when reserves are established for anticipated future losses °

- from specific credit unions that pose the greatest risk to the Fund. = - ‘

In fiscal year 1989, 65 federally insured credit unions were liquidated,
54 of these involuntarily, resulting in a loss to NCUSIF of $51.4 million. In
fiscal year 1990, there were 91 liquidations, 83 of which were involun-
tary, resulting in a loss to NCUSIF of $24 million. In fiscal year 1989, 455
credit unions were merged; of these, 60 were NCUA-assisted mergers,

¥NCUA currently defines the normal operating level as a range of 1.25 to 1.30 percent.

100 this amount, $39.2 million was attributed to the failure of Franklin Community Federal Credit
Union in Lincoln, Nebraska. This was the single most costly failure in NCUSIF’s history.
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Risks Facing the
Industry and NCUSIF

which cost NCUSIF $7 million. In 1990, there were 467 mergers, 81 of
which were assisted at a cost to NCUSIF of $5.8 million. In addition, there
were 22 and 25 credit unions in 1989 and 1990, respectively, that failed
and were resolved through purchase and assumption transactions at a
cost to NCUSIF of $15.7 million and $18.9 million. (In such transactions,
some of the assets and, in most cases, all of the shares of an “assumed”
credit union are transferred to a “purchasing” credit union.)

Assistance is also provided to open credit unions in the form of cash
(loans and cash advances secured by capital notes) and noncash assis-
tance (capital guaranty accounts, which replace a credit union’s deficit
in undivided earnings.) Outstanding assistance totaled $166 million as of
September 30, 1990. In addition, NCUSIF purchased 41 assets from
troubled credit unions for $9.6 million. Finally, as of September 30,
1990, NCUSIF was guaranteeing $35.9 million of CLF loans to credit
unions, on which there had been no provision for loss. This is down from
$61 million in 1989. (An assessment of NCUA’s resolution of fallmg credit
unions is contained in ch. 5.)

While the condition of credit unions and their insurance fund is reason-
ably good, there are nonetheless risks. Most of these risks are common
to all depository institutions, but some are unique.

Situation in the Early
1980s

Before discussing the risks, it is useful to recall the condition of credit
unions in the early 1980s. NCU4, in its 1981 NCUSIF annual report, said
that the industry was *“well positioned for the current economic environ-
ment.” This proved optimistic, because difficulties soon developed. NCUA
has attributed the difficulties primarily to the “tremendous upheaval
cutting across the U.S. industrial scene.” In its 1983 annual report, NCUA
reported that 82 percent of credit unions were occupationally based.
Noting that many of these were tied to sagging industries, such as steel,
lumber, and heavy equipment, NCUA said “The credit union movement
was severely impacted as the recession took its toll on one corporation
after another and the credit unions they sponsored.”

The rapidity of the decline in NCUSIF in this period serves as a reminder
that credit unions are not exempt from risk. In its 1985 NCUSIF annual
report, NCUA attributed the difficulties to sudden plant closings, a series
of poor investment decisions by credit unions, the narrowing of credit
unions’ interest rate advantage over banks and savings associations, and
inflation and recession. Credit union liquidations ranged between 128
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and 169 annually in the 1976-1979 period, then rose to 239 in 1980 and
a peak of 251 in 1981.

NCUA's response was twofold. It increased its use of cash assistance and
guarantees to open credit unions in part to facilitate mergers and, in
April 1982, approved a significant broadening of the merbership
requirement. Rather than restricting membership to people with a single
common bond, it authorized multiple common bonds in a single credit
union. NCUA's then-chairman called the multiple group policy “the most
significant deregulation that has occurred,” saying that it enabled
“credit unions to take their eggs out of one basket so the credit union
won't rise or fall with its sponsoring organization.” (Ch. 9 discusses the
coramon bond requirements in detail.)

The costs of these liquidations and mergers in the early 1980s caused
capitalization of NCUSIF, which was established with no capital but had
grown through premiums and investments to a peak of $.32 per $100 of
insured shares, to decline to a low of $.26 in 1982. The industry, how-
ever, was able to recapitalize NCUSIF without any taxpayer money. (See
ch. 7.)

Present Risks

Intermediation Risks

Credit and Investment Risk

Most credit unions are profitable and reasonably well capitalized. These
desirable attributes reduce but do not eliminate risks generic to financial
intermediation, that is, the function of linking savers and borrowers by
accepting deposits and making loans and other investments. Lending
and investing member funds expose credit unions to asset quality (credit
and investment), interest rate, and management risk. Even well capital-
ized and profitable credit unions can expect to face increased risks in
coming years stemming from the increasing volatility in financial mar-
kets and growing competition within the financial services industry.

There is always, of course, the general risk that economic conditions will
adversely affect the ability of a large number of debtors o meet their
commitments as planned.

Loans comprise the majority of the assets held by credit unions. The
quality of these loans is measured by the probability that they will be
paid off, with interest, under the terms of the original loan agreement.
This probability is largely determined by two interacting factors: (1) the
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underwriting standards used to initially determine whether the loan
applicant is able and willing to repay the loan as planned and (2} the
possibility that evenis may occur that will reduce the applicant’s ability
and willingness to do so. Such events include loss of employment or
death of the borrower; the amount of equity held; changes in the local,
regional, or national economy that adversely affect the value of the
underlying collateral; and, in the case of variable rate loans, increases in
interest rates. Changes in the condition of the borrower or of the general
economic environment are beyond the control of the lending institution,
but the underwriting standards used to originate the loan are not.

By virtue of their common bond of membership credit unions are, in
theory, believed to have better information about the credit worthiness
of borrowers. Loosening of the common bond requirement has dimin-
ished what impact this may traditionally have had. In any event, it does
not eliminate the need for prudent underwriting standards. The failed
and problem credit unions in our samples generally exhibited poor
underwriting practices. (See app. VIIL.) Good underwriting standards
(for example, a reasonable ratio of loan-to-value) can even provide some
protection to the institution from changing conditions that were unfore-
seen at the origination of the loan. (Ch. 3 discusses needed regulatory
changes in this area.)

. There is little evidence in credit unions’ financial and statistical reports
to NCUA that poor loan quality is a major problem now. However, the
only information reported is the number and value of delinquent loans,
in three rather large categorical breakdowns. Moreover, loans need not
be reported as delinquent until they are 2 months or more late. Given
that NCUA only receives the financial and statistical reports on a semian-
nual basis, a surge in delinquencies may not be reported to the regula-
tors for up to 8 or 9 months after it begins.!* Before enough data are
reported to identify an institution with a problem, more than a year may
have elapsed.

Potential asset quality problems facing credit unions have changed with
increased real estate lending. Short-term personal loans require dif-
ferent and less structured underwriting standards than do larger long-
term mortgage loans or long-term, open-ended equity lines of credit. In
general, and especially for first mortgage loans, real-estate-based credits
are for larger amounts than other types of credit union loans, and the

114 time lag of up to 9 months is possible because the report is not due to NCUA until nearly a month
after the end of each reporting period.
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Interest Rate Risk

term is longer. Offsetting these disadvantages is the collateral value of
the underlying property. Until recently, strong or rising real estate mar-
kets generally ensured that the collateral value of the underlying prop-
erty would be stable or increasing. However, recent housing market
trends in some parts of the country demonstrate that real estate collat-
eral value should not be relied upon to the exclusion of berrowers’
ability to repay out of earned income. Because of this increased expo-
sure to credit risk, the regulators need more detailed credit quality
information more frequently than may have been true in the past.

Credit union assets other than loans could also be exposed to credit risk.
However, the relatively conservative nature of the investments allowed
to most credit unions reduces the potential for investment losses due to
failing asset quality. Possible exceptions are credit union investments in
mutual funds and uninsured loans to (deposits in) banks, savings and
loans, and other credit unions. There is no way to identify the approxi-
mate potential for such losses from the financial and statistical reports.
In the next chapter, we discuss investment regulations and recommend
an improvement.

Another risk that financial institutions face is the risk that the interest
rates will change in ways that reduce the value of the institution’s port-
folio. Any combination of a reduction in the value of assets and an
increase in the value of liabilities will result in falling net worth or
capital.

The most dramatic example of the negative effect of interest rate
changes is provided by the thrift industry’s experience in the late 1970s
and early 1980s. The rise in interest rates was devastating to savings
associations, which had asset portfolios composed primarily of long-
term, fixed-rate mortgages funded primarily by liabilities, which were
short-term deposits. As interest rates increased, the savings associations
had to pay higher rates on their short-term deposits, while most of their
assets continued earning the same low rates at which they were
originated, thereby narrowing interest margins and cutting profitability.
At the same time, the market value of savings association assets, that is,
the price for which these long-term, low-yield mortgages could be sold,
fell. Since an institution’s capital, or net worth, is equal to the value of
its assets minus the value of its liabilities, rising interest rates caused
many thrifts to become insolvent on a market-value basis, as well as
unprofitable. The consequences of this chain of events contributed,
together with the risky use of new powers, fraud, and inadequate super-
vision, to the financial collapse of the thrift industry’s insurance fund.
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Management Risk

Law and Regulatory Risk

Credit unions’ growing share of interest rate-sensitive investments
increasingly exposes them to the same kind of risk that devastated the
thrift industry. A number of techniques exist to reduce this risk,
including use of adjustable-rate mortgages and hedging activities. As
shown in table 2.10, about half of credit unions’ real estate loans now
have adjustable rates. None of these techniques are costless, however.
Adjustable-rate mortgages, for example, can reduce, but not eliminate,
interest rate risk, but only by shifting part of it to the borrowers. As a
result, the risk to the institution that the borrower will be unable to
make payments increases.

Assessment of the interest rate risk facing an institution is a complex
process. The regulators need considerable information about the
maturity structure of both assets and liabilities. At present, this infor-
mation is not collected by Ncua through the financial and statistical
reports. It is thus uniikely that NCUA can adequately assess the exposure
of credit unions to interest rate risk on an off-site basis.

Our work in banking has shown that a key cause of bank and thrift, as
well as credit union, failure is poor management and inadequate internal
controls. To identify such management, and also to detect fraud, the reg-
ulator must depend primarily on the examination process. However, reg-
ulators of banks have included some data items on the reguired financial
reports that can provide indicators of certain problems. These include
information on the number and amount of loans to directors and man-
agers and on loans to one borrower that approach or exceed the regula-
tory limits on such loans.

The failure of Franklin Community Federal Credit Union in November
1988, NCUSIF's most costly failure, illustrates management risk.
According to its financial reports, it was a $2 million credit union. Nev-
ertheless, NCUA estimates that its failure will cost NCUSIF $39.2 million.
NCUA believed, until closure, that it was a small credit union that had a
central purpose of helping the poor. After closure, massive fraud was
uncovered that involved unrecorded share certificate obligations that
were not offset by corresponding assets. These certificates were con-
cealed from examiners and outside auditors.!2

The risky nature of financial intermediation and the potential costs to
savers and institutions alike if problems develop is one of the reasons
for a strong regulatory system. Moreover, the system must act to limit

12Ror more detail, see NCUA's NCUSIF 1989 Annual Report, p. 10.
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Supervisory and Insurance Risk

Structural Risks

Reporting Needs

the damage that could be caused to the deposit insurer, the financial
system, and/or the taxpayers should a regulated institution become
impaired or fail. The government must establish a structure for safe and
sound operation by promulgating a set of laws and regulations. (The
adequacy of current law and regulation for credit unions is discussed in
ch. 3. Ch. 6 discusses corporate credit union regulation issues.)

This is the risk that regulators will not effectively oversee credit unions
to ensure they are following the law and regulations and to close them
promptly and at least cost when they fail. The effectiveness of credit
union supervision and failure resolution is discussed in chapters 4 and 5. -
Corporate credit unions are addressed in chapter 6. Chapters 7 and 8
discuss other risks related to supervision and insurance.

These are risks unique to the credit union industry and its oversight and
insurance. They include the special role of the corporate credit union
network, in which some 10 percent of credit union assets are invested.
Chapter 6 discusses these institutions and recommends changes to
improve industry safety and soundness. Risks related to the insurance
function are discussed in chapter 7. Chapter 8 discusses the risk that, as
a combined charterer, regulator/supervisor, and insurer, NCUA will not
promptly resolve failing credit unions. Other structural risks are also
discussed in chapter 8. Another risk, unique to credit unions, arises
because credit union membership is limited to people sharing a coramon
bond. Credit unions with narrow common bonds are especially vulner-
able to the economic distress of their sponsoring or associated entity,
such as a plant, local occupational group, or governmental entity. The
advent of multiple group charters and other expansions of the common
bond requirements in the past decade has, however, given threatened
credit unions more of an opportunity to merge, rather than close. (See
ch. 9 for a detailed discussion of coramon bond.)

NCUA must be able to monitor at fairly frequent intervals the activities
of the institutions it supervises and insures, and estimate the amount of
risk to which each institution is actually exposed. Two tools available to
NcUA for this purpoese are periodic on-site examinations and the financial
and statistical reports submitted semiannually by each credit union. (See
ch. 3.)

The needs of NCUA for timely and complete data are increasingly impor-
tant, We have identified a number of potential problems with the data
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collected on the credit unions by NCUA. First, the twice-yearly submis-
sion of financial and statistical data is too infrequent. Problems that
develop quickly may not be noticed by NCUA until a significant amount
of time has passed. Admittedly, more frequent filings may pose some
hardship for many small credit unions, but in larger credit unions,
where the potential losses to the share insurance fund are greater, more
frequent reporting is clearly desirable. All banks and savings institu-
tions file reports quarterly. Second, larger credit unions tend to have
operations that are too complex to understand adequately in the abbre-
viated reports that credit unions are required to file. The larger credit
unions—those with assets of $50 million or more—should be reporting
on a quarterly basis. After experience is gained, quarterly reporting for
smaller credit unions as well could be required.

The major operating risks faced by credit unions are (1) credit risk, pri-
marily resulting from bad loans, caused by either poor underwriting or
declining economic conditions; (2) interest rate exposure, due to a mis-
matched maturity structure of assets and liabilities; and (3) manage-
ment risks. NCUA does not currently collect through the semiannual
financial and statistical reports the kind of information necessary to
monitor the exposure of individual credit unions to these risks. Other
financial institution regulators have reporting requirements to help
assess this exposure, and NCUA could build on their experience in tai-
loring the requirements to the credit union industry. While data col-
lected from individual credit unions can never provide an absolute
foreknowledge of future weaknesses and failures, better and more fre-
quent information could improve chances of identifying some problems
earlier. Specific items that should be considered for revision or addition
to the reports, for example, are data on loan delinquencies, maturity dis-
tribution and repricing of assets and liabilities, large loans to one bor-
rower, and loans to officers and directors. Expanded reporting, like
quarterly reporting, should be required first only for larger credit
unions, those with assets of $50 million or more.

Conclusions

Credit unions currently enjoy a relatively favorable financial condition,
particularly when compared with banks and savings and loans. So does
their insurance fund. Industry profits are relatively good, and most
credit unions have capital of 6 percent or more. At the same time, credit
unions are changing. Their activities are becoming more bank-like and
the environment in which they operate is increasingly competitive and
riskier. The stresses that have led to growing difficulties for other types
of depository institutions are likely to confront credit unions as well. For
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these reasons, Congress should have annual oversight hearings at which
the nCuUA Board testifies on the condition of credit unions and NCuUsiy and
assesses risk areas and reports on NCUA's responses to them.

The information collected by NCcuA through the semiannual financial and
statistical reports is not as frequent or as detailed as it should be in
order for NCUA to fully assess the risk exposure of individual credit
unions or the industry.

We recommend that Congress

hold annual oversight hearings at which the NCua Board testifies on the
condition of credit unions and NCUSIF and assesses risk areas and reports
on NCUA's responses.

We recommend that NCUA

require that credit unions with assets greater than $50 million file finan-
cial and statistical reports quarterly; and

expand the information required from credit unions with assets greater
than $50 million on the financial and statistical reports in the areas of
asset quality, interest rate sensitivity, management, and common bond.

Smaller credit unions should, in the future, as experience is developed,
also be required to file quarterly and in more detail.

In its comments, NCUA agreed with the recommendations concerning
better and more frequent reporting and cited actions it has already
taken, as well as planned. (See app. XII.)
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Key Flndlngs pewer over federally insured state-chartered credit
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A,d ﬁy real estate and commercial lending are not ade-
. mm loes not mqume approval for branch offices, disclosure that divi-
dénd : ca;nnof, be guaranteed in advance, or annual independent audits.
K ey « Give NCUA authority to compel state credit unions to follow federal regu-
. lations when state powers constitute a safety and soundness risk.
Recommendations « Establish minimum capital levels that are not less stringent than those
for other insured depositories and provide an appropriate phase-in
period.

» Limit the amount, excluding specified exemptions, that can be loaned or
invested in a single obligor to not more than I percent of the credit
union’'s assets. Unless approved by NCUA, limit borrowing authority for
purposes other than liquidity.

» Strengthen regulations on real estate and commercial lending.

+ Require NCUA approval to open branches; require credit unions to dis-
close that dividends on shares and other accounts are not guaranteed.

+ Require large credit unions to obtain annual independent certified public
accountant audits and to make annual management reports on internal
controls and compliance with law and regulations.
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NCUA Requires
Transfers to Reserves
but Not a Minimum
Capital Level

As federally insured credit unions grow and evolve into more diversified
financial institutions, it is important that the systems intended to ensure
their safety and soundness and minimize the risk to NCUSIF change as
well. Regulations that address risks, supervision that detects unsafe and
unsound practices and stops them, and prompt resolution of problem
and failing credit unions are all essential. This chapter assesses the ade-
quacy of regulation.

NCUA has regulatory power over all federal credit unions. It has some
regulatory power over those state-chartered credit unions that it
insures. In several areas, federal regulations do not apply to these state-
chartered credit unions, and some operate under regulations that give
them additional powers or authorize higher levels of participation in
certain activities.

We found that federal regulation of all insured credit unions needs
improvement. There is not, but should be, a minimum capital require-
ment; credit unions must only set aside a percentage of gross income.
Real estate and commercial lending regulations need to be made tougher.
The amount that can be lent to one individual or invested in one entity is
rmuch too high. And credit unions do not have to disclose that dividends
can not be guaranteed or to get regulatory approval to open a branch.

Credit unions do not have to maintain a minimum level of capital, unlike
all other federally insured depository institutions. The Federal Credit
Union Act as amended in 1970 and NCUA regulation require only that
federal credit unions set aside percentages of gross income until they
reach prescribed levels of “regular reserves.” This reserving arrange-
ment serves as a capital building requirement. Unlike stock institutions,
credit unions—as cooperatives—can generate capital only through
retained earnings.

Under the present arrangement, however, there is no assurance that the
required annual transfers to regular reserves will ever achieve the
stated levels. The requirement also fails to serve as a limit on growth.
Growing credit unions must only set aside an amount equal to a portion
of their gross income, not maintain a minimum capital amount based on
their total assets or risk assets. We recognize that credit unions are now
relatively well capitalized. (See ch. 2). Nevertheless, we believe that
credit unions should be required to achieve and maintain some minimum
level of GAAP capital (regular reserves plus retained earnings) in order to
demonstrate and help ensure that they are economically viable and that
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their members’ money, and ultimately the insurance fund, is as safe as -
possible.

The percentage of gross annual income that must be transferred annu-
ally to regular reserves varies according to the size and age of the credit
union and the prescribed amount of regular reserves. As amended in
1977, the act specifies that:

“(1) A credit union in operation for more than four years and having assets of
$500,000 or more shall set aside (A) 10 percentum of gross income until the regular
reserve shall equal 4 percentum of the total of outstanding loans and risk assets,!
then {(B) 5 percentum of gross income until the regular reserve shall equal 6
percentum of the total of outstanding loans and risk assets.

{2) A credit union in operation less than four years or having assets of less than
$500,000 shall set aside (A) 10 percentum of gross income until the regular reserve
shall equal 7-1/2 percentum of the total of outstanding loans and risk assets, then
(B) 5 percentum of gross income until the reguiar reserve shall equal 10 percentum

of the total of cutstanding loans and risk assets.
L]

(3) Whenever the regular reserve falls below the stated percentum of the total of
outstanding loans and risk assets, it shall be replenished by regular contributions in
such amounts as may be needed to maintain the stated reserve goals.” (12 US.C.
1762 (a)).

State credit unions are required by NCua regulation to maintain such
regular reserves, which are not less than those required for federal
credit unions. (12 C.F.R. 741.7(a))

The absence of minimum capital standards was of concern to the “Credit
Union Reserves Study Commission,” a group established by the Credit

lin October 1987, NCUA requested comments on proposed changes to its definition of “loan and risks
assets.” At that time NCUA’s definition of risk assets was essentially limited to loans to members,
which excluded a significant percent of assets. Some 300 comuments were received. At an April 1988
meeting, the NCUA Board decided NCUA should work with interested entities to develop a system-
atic approach to the issue of capital in credit unions. In November 1989, it issued a new regulation
that broadened the definition of ''risk assets” to include all assets with maturities of over 3 years
unless they meet specified exemption criteria. Exempted assets include cash, guaranteed or insured
loans, and shares ot deposits in a central or corporate credit union with remaining maturities of 3
years or less. In addition, assets with maturities greater than 3 years are exempted if they are carried
on the credit union’s records at the lower of cost or market, or are marked to market value monthly.
(12 C.F.R. 700.1(k})) Thus, for reserving purposes, assets are weighted at either 100 percent or at 0
percent.

The definition of “‘regular reserves” used in the calculation of the transfer amount was also changed.
Totals of the regular reserves plus the allowarnces for loan and investment losses are to be combined
when determining the applicable percentage of gross income to be transferred to the regular reserve,
(12CF.R.702.2)
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Union National Association and NAFCU to study the issue, after NCUA
decided that further study was needed. The commission, which included
regulatory liaisons from NCUA and the National Association of State
Credit Union Supervisors, concluded that NCUA should replace the
existing reserving requirement with a net capital contribution in order
to insure the maintenance of minimum capital levels. Under its proposed
“net capital contribution” system, law and regulation would set a capital
threshold, and credit unions with capital-to-asset ratios below that level
would be required to add certain amounts to capital until the threshold
was reached. The lower the credit union’s net capital-to-assets ratio, the
greater its net capital contribution requirement would be.2

We recognize that the present required reserving arrangement and
absence of minimum capital levels have not resulted in an undercapital-
ized industry. In fact, as our analysis in chapter 2 shows, most credit
unions are relatively well capitalized. In addition, NCcua provided data to
us that shows that 7,960 credit unions were not reserving as of
December 31, 1989.2 Nevertheless, credit unions should be required to
meet minimum capital standards and those that do not should be
required to have approved capital plans and/or be put under operating
limits and special oversight, or be closed.

There are two primary problems with the present arrangement. First,
there is no guarantee that reserves will ever reach the legislated levels
(6 percent or 10 percent of loans and risk assets, depending upon a
credit union’s length of operation and size). Because the reserving per-
centages (10 percent and 5 percent) are based on gross income, a credit
union can arrange its operations to minimize gross income and reserving.
It could operate indefinitely without ever reaching the level at which
reserving is not required. As the Credit Union Reserves Study Commis-
sion report emphasized, the current arrangement is also vulnerable to
swings in interest rates. (For example, in times when interest being
charged on loans was declining and a credit union’s gross income was
declining, the amount added to reserves would decline.} In addition, the
reserve requirement does not serve as a check on growth. An undercapi-
talized credit union may grow, regardless of its capital amount, and not
have to add appreciably to capital.

2Net capital was defined as total capital (all reserves, allowances, and undivided earnings) less
expected loan, investment, and fixed asset losses. The method for calculating expected losses was set
out. Report of the Credit Union Reserves Study Commission (Feb. 1989).

30f these credit unions, 2,012 were insclvent or had zero or negative income or regular reserves. The
remaining 5,948 credit unions are solvent institutions with positive income and regular reserves.
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Limit on Loans to and
Investments in Single
Obligors Needs to Be
Reduced

For these reasons, we believe a capital requirement, as opposed to the
present reserving requirement, is prudent. Because credit unions cannot
build capital as stock institutions can, such a requirement should be
phased in to give those not meeting the new standard an appropriate
amount of time to do so. The existence of a minimal capital requirement
would also provide the basis for use of the “tripwires™ to strengthen
supervisory intervention, as discussed in chapter 7.

We are not taking a position in this report as to how the calculation
should be made. The Credit Union Reserves Study Commission recom-
mended that the minimum capital amounts assessed be based on “net
capital’” rather than risk-weighted assets. The latter calculation, it felt,
was too complex and the net capital assessment would be equally useful
in assessing risk. However, we are concerned that this net capital
approach does not provide for the increased risk in certain types of
loans. However, we recognize that the net capital approach would be
easier for the many small credit unions to use. Whatever standards are
set, however, should not be less stringent than those set for other
insured depository institutions and should, we believe, appropriately
recognize risk.

A widely accepted way of seeking to assure the safety and soundness of
financial intermediaries is through diversification of risk. One method is
to limit the amount of loans that an institution can make to one bor-
rower, referred to here as a lending limit. For that purpose, state and
federal laws and regulations set lending limits for credit unions, banks,
and thrifts. The lending limit applicable to credit unions allows them
much greater risk-taking because it does not require as much asset
diversification. (In another respect, many credit unions already and
unavoidably lack the ability to diversify risks because of the constraints
imposed by the common bond requirements.) (See ch. 2.) In this discus-
sion, we include as loans all credit union investments in securities other
than obligations of the federal government and obligations guaranteed
by the federal government and investments in a corporate credit union.
For example, we include investments in state and local government obli-
gations, commercial paper, and federal funds (unsecured advances to
other depository institutions). Investments in corporates are not subject
to the limit because the corporate system is cooperatively owned by its
members and is organized in part for the purpose of accepting large
amounts of unloaned credit unicn funds for investment, This role under-
lines the need for corporates to be managed conservatively and regu-
lated and supervised by NCUA, as discussed in chapter 6. The exemption
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from the limit is predicated on implementation of our recommendation
that credit unions may invest only in federally insured corporates (and
other credit unions) and on other recommendations in chapter 6.
Another exemption should be made for the overnight funds kept on
deposit with correspondent institutions to meet cash needs, clearing
account needs, share draft reserve requirements, etc., as pointed out by
NCUA in its comments on a draft of this report. (See app. XII.)

The Federal Credit Union Act limits federal credit union loans and line-
of-credit advances to a member to 10 percent of the credit union’s
unimpaired shares and surplus. (12 U.S.C. 1757 (6)(A)X)) It does not
require that lending be collateralized. This is a far greater percentage
than permitted at banks and thrifts because credit unions classify
shares as equity, and the limit, therefore, is a percentage of the sum of
GAAP capital plus deposit liabilities, not just GAAP capital.

The national bank lending limit, in contrast, states that the total loans
and extensions of credit to a person outstanding at one time and not
fully secured shall not exceed 15 percent of the unimpaired capital and
paid-in surplus of the institution. Another 10 percent may be lent if it is
fully secured. (12 U.S.C. 84(a)) FIRREA required that this lending limit,
with specified exemptions, also applies to all savings and loan associa-
tions. (12 U.S.C. 1461) (Previously, savings and loans had been per-
mitted to lend up to 100 percent of their capital to a single borrower.)

To illustrate the difference, we compared the lending limits for a hypo-
thetical federal credit union and a hypothetical national bank of the
same asset size {see table 3.1). In this case, the credit union’s lending
limit is $9,000. The bank’s limit is $750 or, if collateral is provided for
additional loans, $1,250. From a viewpoint of asset diversification, the
credit union’s limit permits it to commit 9 percent of its total assets to a
single borrower, whereas the bank can commit a maximum of only 1.25
percent of its assets. The situation is even more risky if we consider the
implications for solvency. If the credit union experiences an overall loss
on its $9,000 loan, it becomes insolvent by $2,000 and exposes the
NCUSIF to a loss. By contrast, the bank should be able to absorb a total
loss on its loan with its capital.

“Shares in a solvent credit union are unimpaired. The law does not apply to loans to other credit
unions; it states that such loans in total shall not exceed 25 percent of a credit union’s paid-in and
unimpaired capital and surplus. Nor does it apply to loans to credit union service organizations,
which are governed by 12 U.S.C. 1757 (TX¢). It imposes a E-percent limit.
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Table 3.1: Comparison of National Bank
and Federal Credit Union Lending Limits

. |
Federal ¢credit union National bank

Assets * $100,000 $100,000
Liabilities and net worth:
Shares 83,000 Not applicable
Reserves . 7,000 Not applicable
Capital and paid-in surplus? Not applicable 5,0002
Cther liabilities 10,000 95,0002
Lending limit
unsecured $9,000 $750
secured 500
Total $9,000 $1,250

Lending limit as a percent of assets

unsecured 9% 0.75%
secured NA 50
Totai 9% 1.25%

#The bank's earned surplus {(undivided profits) is not included in calculating the fending fimil, and so is
included in other liabilities.

Source: This hypothetical example was developed on the basis of limits set out in 12 U.5.C.
1757(5)A)x) and 12 U.S.C. B4(a).

We believe lending limits for credit unions should be developed that will
result in a degree of asset diversification similar to that of banks and .
thrifts. NCUA provided us with data that indicates that while most states
have lending limits similar to those applicable to federal credit unions, a
significant number have higher limits. Maine, Indiana, Missouri, Wis-
consin, Kansas, Nebraska, New Mexico, and Texas, for example, have an
overall lending limit of 10 percent of assets, Oklahoma has no general
limit.>

In setting lending limits, special provision must be made for new credit
unions, which begin business with zero reserves because they have accu-
mulated no undivided income. An adjustment could also be needed for
credit unions that have experienced losses such that their reserves
become very small, causing lending limits based on reserves to be
impractically low. Setting the lending limit as a percentage of total
assets would accomplish this. We are recommending a lending limit of 1
percent of total assets, which would be roughly comparable to the single
obligor exposure permitted for national banks. An exception should be

5Loans to insiders fall under stricter limits at federal credit unions. Oklahoma permits such lending
up to 20 percent of a credit union's unimpaired capital and surplus.
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* made to permit continued higher exposure to credit union service orga-
nizations, as provided for in the Federal Credit Union Act. (See ch. 9.)
Higher exposure—perhaps 2 percent. of assets—could be worked out for
exposures resulting from fully collateralized and short-term repurchase
agreements.

- Data are not available to indicate the potential impact of lowered
lending limits on the operations of federal credit unions. For credit
unions that are engaged exclusively in making traditional consumer
loans, the effect would probably be minimal. However, credit unions
making commercial or agricultural loans might have to lower the
amount they could lend to single borrowers, which seems an appropriate
outcome. In addition, as NCUA points out in its comments, a higher limit
should be provided by regulation for the secured consumer loans of
small credit unions. (See app. XIL.)

Credit union asset powers have expanded significantly in the past

ASSGt Powers decade (see ch. 9) and the amount of real estate loans as a percentage of
total loans has increased sharply in recent years. These loans bring new
risks to credit unions. Although commercial lending averages a small
percent of credit unions loans, it is associated with low net worth credit
unions. Tightened regulation in both areas is needed.

Real-Estate-Based Lending Real-estate-based lending, a relatively new area for most credit unions,
Is Increasing and has b_ecome a major activity. First mortgage loans constitute about half
Stren g thened NCUA of this lending. Other loans that take a security interest in the property

) on some other basis, such as a second mortgage or a property lien
Regulation Is Needed related to a home equity line of credit, make up the other half, and the
“other loans” share of total credit union real-estate-based lending is
rising. As discussed in chapter 2, considerable risks are associated with
real-estate-based lending, risks that exceed those associated with tradi-
tional credit union lending.

Although federal credit unions were first allowed to make 30-year resi-
dential mortgage loans in 1977, the activity became much more impor-
tant to the industry in the 1987-1989 period. From year-end 1986 to
year-end 1988, outstanding real-estate-based loans held by federally
insured credit unions more than doubled from $18 billion (12 percent of
total industry assets) to $40 billion (22 percent of assets). About $23
billion is in first mortgages, and the remaining $17 billion is in other
real-estate-based lending. About $21 billion had adjustable rates. While
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larger credit unions have higher percentages of real estate loans, such
loans are held by associations of all sizes. Insolvent or less well capital-
ized credit unions also had significantly higher percentages of real-
estate-based loans than those with GAAP capital exceeding 6 percent of
assets.

NCUA officials attribute the recent growth in real-estate-based lending to
several factors. The Tax Reform Act of 1986 phased out the deduct-
ibility of interest paid on loans other than real-estate-based loans. This
provided an incentive for consumers who itemize deductions to arrange
for second mortgages or home equity lines of credit in situations where
they previously would have applied for automobile or other types of
personal loans. Mortgage lending can, they said, be a relatively safe and
profitable lending area for credit unions with the needed expertise.
Finally, officials said, banks and auto financing companies have
increased their share of consumer lending and raised competitive
pressures, '

The safety and soundness of credit union real-estate-based lending is a
function of two categories of factors, one relating to the nature of real
estate lending itself and the other to the capability of the credit union’s
staff and the effectiveness of supervision.

The Federal Credit Union Act historically set relatively short limits on
the maturities of loans made by federal credit unions. In 1977, however,
the act was amended to authorize these credit unions to make 30-year
residential mortgage loans for units housing one to four families; in 1981
they were permitted to make variable rate mortgage loans. Legislation
the following year removed statutory limits on the size and maturity of
mortgage loans, authorized the refinancing of first mortgages, and
extended the permitted maturity limits on second mortgages. Current
NCUA regulations

permit residential mortgage loans for periods up to 40 years (and longer
with permission of the NCUA Board);

permit loans for mobile homes, second mortgages, and home improve--
ments for periods up to 20 years {prior to October 1989, the limit was 15
years);

limit the maximum amount of all loans to a member to 10 percent of the
credit union’s shares and undivided earnings; and

require an appraisal of the collateral for real estate loans. (12 C.F.R.
701.21)
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The inherent credit, liquidity, and interest rate risks of real-estate-based
lending require underwriting knowledge that was not needed or was not
nearly so important in making and managing the consumer loans tradi-
tionally made by credit unions. The loan amounts are larger and the
transactions themselves are more complex. These characteristics,
together with the growing amount of real-estate-based lending, create a
situation that calls for NCUA to ensure that regulation of such lending is
adequate.

With the exception of a new FIRREA-mandated requirement for
appraisals, NCUA real estate regulations do not apply to state credit
unions.® State laws and regulations are, however, rarely more liberal,
according to information provided by NCUA. A few states have more
restrictive regulations. For example:

Pennsylvania limits total mortgage loans to 50 percent of a credit
union’s paid-in capital.
North Dakota sets the limit on mortgage loans at 30 percent of assets.

NCUA’s only guidance on the maximum amount of real-estate-based
lending any insured credit union should have was issued in October
1989, It stated that credit unions could “‘expect additional time and
attention during the regular examination” if loans secured by real estate
exceed 25 percent of total assets. This guidance was sent to the board of
directors of federal and state credit unions. A total of 1,514 credit
unions-—1,012 with federal charters and 512 with state charters—
exceeded the 25-percent limit as of June 30, 1990. (At that time there
were 13,102 credit unions, of which 8,659 had federal charters.)

NCUA's regulation of real-estate-based lending gives federal credit unions
and most state credit unions a high degree of latitude, considering the
risks. We believe that the risks associated with real-estate-based
lending, the relative newness of the credit union industry as a whole to
this area of business, and the small size of certain credit unions increas-
ingly participating in it combine to call for increased regulation.

We recognize that the Tax Reform Act of 1986 has made real-estate-
based lending for consumer purposes more desirable to many individ-
uals, including credit union members. We do not seek changes that

SFIRREA required that real-estate-related loans over a specified amount must be preceded by
cbtaining a current appraisal by a licensed or certified appraiser. NCUA has adopted $50,000 as the
amount over which a real-estate-based loan must be preceded by an appraisal.
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would hinder credit unions from meeting the legitimate borrowing needs
of their members. However, specific regulations that would enhance
safety and soundness include required minimum underwriting and mar-
ketability standards. For example, credit unions have no loan-to-value
regulation, one that governs the maximum loan amount given the value
of the related property.

Other areas where regulations would contribute to safety and soundness

“include the following;

Regulations could be added to maximize the potential sale of real estate
loans in the secondary market.

Regulations could specify the tools required to assess a borrower’s
ability to repay a loan, such as determining the debt ratio and obtaining
accurate financial information. (The current NCUA regulation suggests
but does not require that credit unions use the standard mortgage loan
application form prescribed by the Federal Home Loan Mortgage Corpo-
ration or other similar entities).

Tightening the loans-to-one-borrower regulation will also help minimize
the risks of real-estate-based lending,

We also believe that NCUA should explore the setting of a limit on the
total amount of real-estate-based lending to be held in the portfolios of
insured credit unions. In addition, credit unions can and do originate and
then sell first mortgages to secondary market institutions, such as the
Federal National Mortgage Association, Federal Home Loan Mortgage
Corporation, Government National Mortgage Association, and Credit
Union National Association. We believe use of the secondary market to
lessen overall real estate lending exposure can help credit unions both
serve members and lessen their exposure to high levels of real estate
lending, assuming the sales are made without recourse to the credit
union.,

Low Net Worth Credit
Unions Have Higher
Amounts of Commercial
Lending; Stronger
Regulation Is Needed

Reported commercial loans make up a small fraction of credit unions
assets—about 21,357 such loans valued at $1.4 billion as of June 30,
1990. However, credit unions with a relatively high volume of such
loans represent a disproportionately high share of distressed credit
unions, as shown in table 3.2. A recent NCUA study of credit unions in
New England also shows that many of those experiencing trouble have
high levels of commercial loans.
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Tabhle 3.2: Commercial Loans as Percent
of Assets as of December 30, 1986 and
1988 and June 30, 1990

Net worth 1986 1988 {June 30) 1990
Less than 0 9.81 10.42 11.18
0 to 2.99% 0.65 0.80 283
Jto6% 0.57 0.83 0.71
Greater than 6% 0.27 0.43 0.45
Industry 0.53 0.66 0.80

Source: Credit union financial reports as submitted to NCUA.

Credit unions have always been allowed to make commercial loans to
their members, In reaction to related problems at some credit unions and
concerns about the future impact of such lending on credit union safety
and soundness, NCUA issued a regulation in 1987 applicable to both fed-
eral and state-chartered credit unions (12 C.F.R. 701.21(h)).” The regula-
tion defined business lending and lowered the amount of such lending
that could be lent to a single member or group of associated borrowers
to 20 percent of a credit union’s reserves.? It did not set a total limit on
such lending by a credit union.

We believe this regulation was a sound first step on NCUA's part.? The
regulation defines commercial lending as any loan, line of credit, or
letter of credit, the proceeds of which would be used for a commercial,

-corporate, business, or agricultural purpose. It also specifies a number

of exceptions to the definition. Commercial loans that meet specified cri-
teria do not count toward the 20-percent limitation and are not listed as
commercial loans in the c¢redit union semiannual financial reports. The
exceptions include

712 C.F.R. 741.3 makes state credit unions subject to 701.21(h), as well as provisions regarding pro-
hibited fees (section 701.21(c)(8)) and nonpreferential loans (701.21(d}5)). State credit unions can be
exempted if their state adepts regulations that the NCUA Board deems equivalent.

8Reserves are defined as all reserves, including the allowance for loan losses, undivided earnings, and
surplus.

9The regulation also requires credit unions to adopt written commercial loan policies and specifies
what these policies must reguire, including: identification of the type of loans to be made; the trade
area to be served; the maximum amount of credit union assets, in relation to reserves, to be invested
in business loans, the types of leans, and the maximum for individual borrowers; analysis of the
ability of the borrower to repay the loan; and identification of senior managers prohibited from
receiving such loans. Credit unions are prohibited from making cormmercial loans to the following
nonvolunteers: any Board of Director member compensated as such, the chief or assistant executive
officer, and the chief financial officer, (12 C.F.R. 701.21(3X{i)) "Equity kickers” are prohibited. These
are arrangements under which a portion of the credit union’s compensation for the loan is tied to the
profits earned by the borrower.
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loans secured by a one- to four-family dwelling that is the member’s pri-
mary residence, secondary residence, or one other such dwelling owned
by the member;

loans fully secured by shares in the credit union or deposits in other
financial institutions;

loans made for business purposes, as defined above, to a borrower that
total less than $25,000; and

loans, the repayment of which is fully insured or fully guaranteed by, or
where there is an advance commitment to purchase in full by any
agency of, the federal, state, or local government. (701.21(h)(1))

Credit unions should, we believe, be sources of credit to meet the small
business needs of members. But they should not be providers of large
commercial credits. NCUA's 1987 regulation goes far to encourage credit
unions to focus their commercial lending toward smaller borrowers.
Given the risks in commercial lending, however, we believe it would be
prudent for NCUA to take several additional actions. The exclusion from
the definition of business loans of loans secured by one- to four-family
dwellings, for example, should be tightened to require that the exclusion
should apply to loans secured by the member’s primary residence only.
In addition, NCUA could require that all commercial loans be structured
so as to provide for repayment within the life of the related equipment,
if any, or within a period less than the general 12-year maturity limit on
loans other than for mobile home and residential real estate (12 C.F.R.
701.21(f)). We are also concerned that the regulatory limit of 20 percent
of reserves to a single member or group of associated borrowers can be
exceeded with approval of the NCUA Board (12 C.F.R. 701.21(h)2)(ii})),
and the Board has delegated this authority to the regional directors (the
Offices of Examination and Insurance and General Counsel must
concur). NCUA officials in Washington were unable to tell us how many
times this exemption was granted.

The lack of a limit on the total amount of commercial lending a credit
union raay undertake is also disturbing. Although the higher percentage
of commercial loans in insolvent credit unions may well reflect lending
before the 1987 regulation was in place, we see no reason for credit
unions to enter this risky area of business on a large scale. We believe
NCUA should set a limit on commercial lending.

Finally, although excluding certain types of commercial lending from
the 20-percent limit makes sense for policy reasons, it prevents analysts
from assessing credit union exposure to commercial loans. Tightening
the exclusions will help mitigate this problem.
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The Federal Credit Union Act specifies the types of investments federal
credit unions may make, and an NCUA regulation delineates the permis-
sible and prohibited off-balance-sheet activities. We consider the law
and regulation in this regard, with cne exception, generally appropriate
and adequate. (This exception is discussed in the next section.) They do
not, however, apply to state credit unions. NCUA has in place a regulation
intended to insure that the more risky investments of state credit unions
are properly reserved for, but improvements in its implementation are
needed.

The Federal Credit Union Act authorizes federal credit unions to make
investments in several general categories:

obligations of the United States, and specified government-sponsored
enterprises, any instrument issued by or fully guaranteed by any agency

- of the United States, or issued by -any wholly owned government

corporation;

shares or deposits of any central (corporate) credit union authorized by
the credit union'’s board;

investments in organizations providing services associated with the rou-
tine operation of credit unions, subject to a limit of 1 percent of total
paid-in and unimpaired capital;

shares of federally insured credit unions;

banks or institutions the accounts of which are insured by FpIC, or any
national bank or specified other entities operating in accordance with
the laws of the state in which the credit union does business; and
obligations of or issued by any state or political subdivision, subject to a
limit of no more than 10 percent of total paid-in and unimpaired capital
and surplus with any one issuer (exclusive of general obligations).!?

NCUA has alse put into place regulations on federal credit union off-bal-
ance-sheet activities. With certain limitations, federal credit unions can
enter into cash forward agreements, defined as agreements to purchase
or sell a security with delivery and acceptance being mandatory and at a
future date. With permission from the NCUA regional director and by
meeting other requirements, credit unions can buy options to sell gov-
ernment securities at specified prices within specified time frames to

1012 U.8.C. 1757(7) and (8).
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manage their real estate loan interest rate risk.”! (12 C.F.R. 701.21(i))
The regulation also lists prohibited activities, including buying or selling
of standby commitments or futures contracts, and selling securities not
owned by the seller. (12 CFR 703.4)

The law and regulation regarding investment vehicles seem adequate to
us but do not apply to state credit unions. We asked NCUA what invest-
ment regulations apply to state credit unions. The data subsequently
developed by the NCUA regional directors showed that 32 states grant
state credit unions investment powers in addition to those permissible
for federal credit unions. Several examples follow,

Illinois permits credit unions it charters to invest up to 5 percent of their
shares and undivided earnings in the stock or obligations of other finan-
cial institutions. Florida permits similar investments but has set no
limits.

Indiana permits credit unions it charters to make unlimited investments
in municipal securities.

North Dakota, Kentucky, New Mexico, and California permit invest-
ments in corporate bonds and/or stocks (the first two impose limits, the
others do not),

Rhode Island (only credit unions over $10 million in assets), West Vir-
ginia, South Carolina, and California allow credit unions they charter to
make any investments that banks or other financial institutions can
make. (Note: “other financial institutions” was not defined.)

NCUA regulations do not prohibit these riskier investments but do
require that as a condition of federal insurance, state credit unions
establish a special reserve for investments permitted by their states that
go beyond those authorized by federal law and regulations. (12 C.F.R.
741.7(a)(3)) The insurance agreement stipulates that the amount of the
special reserve (known as the “investment valuation reserve”) must be
at least equal to the net excess of hook value over current market value
of the investments not authorized by federal law. As of December 31,
1989, there were about 4,600 state credit unions with total investments
of $17.5 billion. Analysis of the December 1989 Call Report shows that

11 Regulations also permit federal credit unions to: (1) enter into repurchase and reverse repurchase
transactions, (2) invest in Yankee and Eurodollars at the financial institutions specified in the law,
and (3) invest in bankers acceptances. (12 C.F.R. 703.3) In a repurchase agreement, securities are sold
subject to a commitment by the seller to repurchase them at a stated price on a specified future date.
A reverse repurchase transaction represents the purchase of securities subject to future sale back to
the original selier at a fixed date and price.
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Limitation on
Investments in
Corporate Credit
Unions L

Borrowing Authority
Needs to Be Reduced

Prohibition Against
Guaranteeing
Dividends

191 -of these credit unions, located in 30 states, had investment valua-
tion reserves totaling about $50 million. We do not know if this amount
is'the correct amount.

The NCUA investment valuation reserve requirement can function to con-
trol the added risk of additional state investment powers if it is

-enforced. Supervision in this area is discussed in chapter 4.

- Chapter 6 discusses the important role corporate credit unions now have
“as investment vehicles for natural person credit unions. It also addresses

the need for federal regulation and oversight over them. As discussed
and recommended there, this can be accomplished by limiting credit
union investments in other credit unions to those that have federal
insurance. (See ch. 6.)

Credit unions can borrow up to 50 percent of their capital (defined as

- shares and undivided earnings). Because credit unions are member-

based cooperatives, we do not believe it is appropriate, generally
speaking, to permit them to grow with borrowed funds. Accordingly, we
believe that borrowing up to this level should be limited to meet
liquidity needs. Provisions could be made for exemptions from this limi-
tation with the advance approval of the NCUA regional director under
guidelines to be established by NCUA. This might be appropriate, for
example, if a sound and well-managed credit union is loaned up and

" needs additional resources to meet the borrowing needs of established
menmbers.

The savings credit union member/owners place in their associations
(share accounts) are considered equity investments, and the returns on
these accounts are considered dividends. The Federal Credit Union Act
specifies that the boards of directors of federal credit unions may
declare dividends on accounts after providing for required reserves. (12
U.8.C. 1763) NCUA has stated that “the legal prohibition against guaran-
teeing dividends in advance is inherent in the cooperative structure of
credit unions and is embedded” in this section of the act. The current
NCUA regulation states that a federal credit union “shall accurately
represent the terms and conditions of its share, share draft, and share
certificate accounts in all advertising, disclosures, or agreements,
whether oral or written.” (12 C.F.R. 701.35(b)) It adds that the credit
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union may determine the type of disclosure, (12 C.F.R. 701.35(c)) State
credit unions are not bound by these requirements.

There is now no regulation requiring that credit unions inform their
members that dividends on share or other accounts are based upon
available earnings and cannot be guaranteed in advance. This is a key
distinction between shares in credit unions and deposits in other deposi-
tory institutions, for which the yield (interest) can be set and guaran-
teed in advance, Prior to 1982, NCUA regulation 701.35 had a specific
disclosure requirement. The requirement was removed, we were told, as
part of the deregulation process.

In May 1990, Ncua issued a proposed revision to regulation 701.35 “to
clarify that dividends on member share accounts are based on available
earnings and are not guaranteed, and to require notice of this fact when
accounts are opened and in any advertisements, solicitations, or similar
statements that set forth a dividend rate.” In its proposed rule, NCUA
emphasized that one of two key aspects of the operation of credit unions
is that the return on member savings is based on performance (the other
is that each member has one vote). These key aspects, it said, “reinforce
the member-service orientation of credit unions and help protect the
credit union system against the sorts of outside influences, from
majority stockholders, entrepreneurs and others, that have caused or
contributed to problems in other segments of the financial services
industry.” Ncua felt it necessary, “in order to preserve and further this
important distinction, and to address occasional cases of improper guar-
antees” to reinstate a regulatory requirement that federal credit unions
disclose that dividends are based on earnings and are not guaranteed.
Ncua also noted that while the regulation as drafted would apply only to
federal credit unions, safety and soundness considerations might war-
rant expansion to state credit unions as well,

NCUA asked for comments on its proposed regulation by July 24, 1990.
An NCUA summary of the responses noted that 225 commenters
responded: 164 from federal credit unions, 40 from state credit unions,
13 from credit union leagues, 2 from state regulatory authorities, 3 from
national credit union trade associations, and 3 others. Only 11 were in
total agreement. The NCUA summary said reasons given for supporting
the proposed regulation included: it sets credit unions apart from other
financial institutions, it promotes safety and soundness, and it rein-
forces the fact that shares represent equity rather than liability.
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Two areas of misunderstanding were noted by NcUA officials in the neg-
ative comments, First, they said, many commenters believed federal
credit unions can guarantee dividends on all accounts or on certificate
accounts. NCUA officials said that this was not true. The other area of
misunderstanding related to the erroneous assumption that the regula-
tion limited ‘‘available earnings” to current earnings, rather than cur-
rent, and undivided earnings. Undivided earnings are those from a prior
period that have yet to be distributed. Many commenters felt that the
disclosure requirement would confuse members, give the appearance
that credit unions were risky investments, impair marketing, and give a
competitive edge to banks and savings associations. Federal credit
unions responding urged that any disclosure requirement be applicable
to state as well as federal credit unions.

We reviewed the comment letters and selected several whose content
illustrate the above summary. CUNA commented as follows:

“One of the Board’s objectives in issuing the proposal is to help preserve the distine-
tions between member-owned credit unions and for-profit financial institutions, We
think this goal is commendable and fully consistent with efforts to maintain the
unique characteristics of credit unions, such as recognizing that share accounts are
members’ equity, not liabilities. Another objective of the proposal, to ensure that
credit union members understand that dividends are paid from available earnings, is
endorsed by CUNA’s Truth-in-Savings program.”

CUNA recommended some specific changes relating to the circumstances
under which disclosure should be required and to the flexibility in
designing the disclosures. CUNA, as did the National Association of State
Credit Union Supervisors, opposed the extension of any disclosure regu-
lation to state credit unions. The other national trade association, NAFCU,
commented that the proposed disclosure regulation appeared to be an
overreaction to the savings and loan crisis, one that could “erroneously
suggest to the public that credit unions are too weak to guarantee their
rates.”

Comments received from individual federal credit unions include the
following:

“Credit unions have been guaranteeing rates for 8 years . . . Prohibiting the guaran-
tees could cause a negative impact on some credit unions . . . If prohibited, we will
have to re-educate our members and credit union staff.”

“There is no doubt that membership shares . . . do follow the requirement that divi-
dends are based on earnings and are not guaranteed . . . the remainder of our
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Branching Regulation
Needed

accounts are deposits [such as}. . . Certificates of deposits, Money Market Checking,
IRA Accounts . ..”

“*QOur experience with new accounts and large depositors has been that, when you
pointedly disclose to them in writing that rates are not guaranteed, or, that there is
a possibility that the specified rate may not be paid, depositors lose confidence and
are unnecessarily upset. This especially occurs when the member “comparison
shops’’ other financial institutes and no mention is made of the possibility of loss of
earnings.”

“From a competitive standpoint, we would like the public to see credit union prod-
ucts equal to or better than those of other financial institutions in the marketplace.
Frequent disclosures that dividend rates are not a sure thing will handicap us.”

*When I was a NCUA Chairman, we eliminated the disclosure rule, believing that it
was an unnecessary burden for credit unions. Further, the disclosure only confused
members who didn't understand what their credit unions were disclosing. Nothing
has changed since 1982 when we dropped the disclosure.”

Although Ncua requested comments by July 24, 1990, and provided a
suramary of comments received to NCUA Board members in August 1990,
no action had been taken as of March 1, 1991, We were told the NCUA
Board had not officially addressed the disposition of the proposed regu-
lation. In its comments on a draft of this report, NcUA indicated that it
will not take action but will defer to Congress. '

We appreciate the concern expressed in many credit unions’ responses
that disclosure could put credit unions at a competitive disadvantage.
We believe, nonetheless, that if credit unions are unique among deposi-
tory institutions in that their depositors are member/owners, they
should understand the implications of the cooperative structure.
Member concern for the safety and soundness of their institution is sup-
posed to be a hallmark of credit unions. We recognize that the provision
of federal share insurance has diluted the significance of this factor.
However, we believe that all federally insured credit unions should
make adequate disclosure that all account dividends are in fact depen— ,
dent upon earnings.!? :

Credit unions are not required to get. permission from NCuUa before
opening a branch office. In contrast, banks and thrifts must get permis-
sion from their federal supervisor in advance of establishing a new

12Provision could be made for credit unions in states that permit nonmembers to have accounts. In
some states the yield on these accounts is considered interest and ¢can be guaranteed in advance.
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branch or moving their main office or a branch. Factors considered in
granting permission, according to banking agency officials, include
assessment of the institution’s capital and condition and the additional
risk exposure to the insurance fund, compliance with federal and state
branching limitations, and the institution’s community reinvestment
record. For example, a poorly capitalized bank might want to establish a
new branch to generate deposits in order to grow quickly. This applica-
tion would be turned down.

The number of credit unions with branches increases noticeably in rela-

- tion to asset size according to data collected by the Credit Union

National Association. For example, only about 10 percent of those with
assets of $2 to $5 million had branches, but 80 percent of those with

assets of $50 to $100 million had one or more branches, as of December
1988. This is the latest date for which such data are available, although

- an NcUa official informed us that he thinks branch operations, for large

credit unions, are very common. We recognize that when credit unions
were smaller institutions with more limited fields of membership, there
was no safety and soundness need to require federal approval for
branch openings. However, in the past decade the size of these institu--
tions has increased along with expanded fields of membership. Some
states, for example, charter credit unions whose field of membership
includes all state residents. (See ch. 9.)

Opening a branch can thus provide an opportunity for growth that may
not be adequately supported by capital or management strength. In our
review of selected problem credit unions, we noted that NCUA examiners
frequently found operating expenses were too high and often suggested
the credit unions close some of their branches. NCuaA could develop a rel-
atively simple form for all credit unions to use in requesting permission
to open a new branch and could utilize the review process to insure that
the new branch would not increase NCUSIF's risk exposure.

Additional Audit
Requirements Needed

The Federal Credit Union Act requires all federal credit unions to have a
yearly supervisory committee audit. A supervisory committee audit is
an examination of the internal controls, statements, records, and
accounting transactions as well as other financial and legal records,
which can be conducted by a credit union's supervisory committee staff
itself or by an outside accountant. Since December 1989, NcuAa has
required annual supervisory committee audits of state credit unions as
well. FIRREA amended the Federal Credit Union Act in August 1989 to
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require credit unions to receive annual independent audits under speci-
fied conditions. (12 U.S.C. 1782(a)(6)(A))

The act and federal regulations require that federal and state credit
union boards of directors appoint a supervisory committee to fulfill the
audit requirements. The regulations require that the audit determine
whether or not the financial condition of the credit union is accurately
and fairly presented in the financial statements and whether or not
“management practices and procedures are sufficient to safeguard mem-
bers’ assets.” The regulations also require effective internal controls,
including those to guard against “error, carelessness, fraud, and self-
dealing (conflict of interest).” (12 C.F.R. 741.2, 701.12 and 13)

The results of such supervisory committee audits can be used by credit
union management as a means of improving operations and by regula-
tors as a complement to safety and soundness examinations. The audit
reports, for example, can alert regulators to possible problems when cer-
tain conditions exist, such as

qualified opinions (other than a qualification based on classification of
shares as equity rather than as liabilities),

frequent changes of auditors, or

failure to have an audit er to submit audit reports to the regulator.

We discuss in chapter 4 the extent to which NCUA has utilized the results
of supervisory committee audits in its oversight of credit unions.

An impetus for the December 1989 regulation that state credit unions
have supervisory committee audits was the August 1989 amendment to
the Federal Credit Union Act to require that NCUA issue regulations
requiring an audit of any insured credit union by an outside independent
certified public accountant under any of the following three conditions:

when the annual supervisory committee audit has not been done,
when the annual supervisory committee audit is not complete or satis-
factory, or

when the credit union has experienced persistent and serious record-
keeping deficiencies. (12 U.S.C.A. 1782, West, 1989)

This requirement will contribute to improved credit union oversight if
adequately implemented. We asked NCUA how many times such audits
have been required. NCUA officials told us that during calendar year

1990, ncua regional directors had ordered audits at 134 credit unions.

Page 84 GAO/GGD-91-85 Credit Union Reforms




Chapter 3
Credit Union Law and Regulation

Conclusions

Because all federally insured credit unions are not required to have
annual independent audits by certified public accountants, NCUA does
not keep statistics on such audit coverage. Accordingly, we are unable to
determine how many credit unions are currently receiving such audits.'?

We have recommended that management reporting on internal controls

- and compliance with laws and regulations be a condition for federal

deposit insurance. We have also recommended that an annual indepen-
dent audit should be required for federally insured banks, as it is for
savings and loans.!* We see no reason why many credit unions should be
excluded from these proposed requirements. A majority of federally
insured credit unions are quite small, however. (Of the 13,103 as of June
30, 1990, 9,928 had under $10 million in assets and 5,701 had assets of
less than $2 million.) We recognize that it might be appropriate to grant
an exemption to such requirements for institutions on the basis of size
or some other cost-benefit considerations.

Regulations need to be strengthened in several key areas of credit union
operations.

The present reserving method provides no guarantee that the minimum
levels of capital needed to provide a reasonable cushion against losses
will be available and does not serve as a check on growth,

The lending limit applicable to federal credit unions allows them to loan
10 percent of shares and surplus to a single member or group of mem-
bers. State limits are even higher. These levels far exceed those appli-
cable to banks and thrifts.

Real estate loan underwriting requirements do not assure either that a
borrower’s ability to repay a loan is adequately checked or that the loan
can be sold in the secondary market. For example, there is no loan-to-
value ratio requirement.

13[n 1988, the Credit Union National Assaciation conducted a survey related to audit coverage. The
results of 794 responses, which are not projectable to the credit union industry as a whole, show that:
31 percent of the credit unions surveyed used a certified public accountant (CPA) to do some form of
audit services in 1988; 82 percent of these had full-scope independent audits. Larger credit unions
were more likely to have such audits than smaller ones—11 percent of credit unions with under $2
million in assets had one in 1988 compared to 88 percent of credit unions with assets of $100 million
or more. The only qualification of the full-scope audits was that member shares were classified as
equity, not liabilities. CUNA, 1988 Quarter IV Credit Union Panel Survey, May 1989.

14Bank Failures: Independent Audits Needed to Strengthen Internal Control and Bank Management
(GAO/ATMD-89-25, May 31, 1089).
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Recommendations to
Congress

Exclusions from the limit on commercial lending to a member inciude
loans secured by residential properties other than the member’s resi-
dence, and the regulation does not set maturity limits. There is no credit
union limit on commercial lending.

Credit unions do not have to obtain permission from NCUA to open new
branches.

Credit unions are not required to have annual independent audits or to
make annual management reports on internal controls and compliance
with laws and regulations.

Credit unions may borrow up to 50 percent of their shares and undi-
vided earnings for any purpose, an amount that is much too high.

In lieu of applying federal regulations to all state credit unions in areas
where state regulations are weaker, NCUA could be given the explicit
authority to require that a state credit union whose activities in these
areas present a safety and soundness risk follow the regulation appli-
cable to federal credit unions.'s

Congress should amend the Federal Credit Union Act, with respect to all-

credit unions, as follows: '

NCUA should be required to establish minimum capital levels for credit,
unions no less stringent than those applicable to other insured deposi-
tory institutions, providing for an appropriate phase-in period.

The amount that credit unions can loan or invest in a single obligor,
other than investments in direct or guaranteed obligations of the U.S.
government or in the credit union’s corporate, should be limited to not
more than 1 percent of the credit union’s total assets. Presently per-
mitted limits with respect to credit union service organizations should
continue, and exposures of not more than 2 percent of assets should be
provided for in repurchase agreement transactions. NCUA should be

authorized to set a higher limit for secured consumer loans made by

small credit unions and for overnight funds deposited with correspon-
dent institutions.

NCUA should be required to tighten the commercial lending regulation
and include an overall limit.

I5FIRREA required state-chartered savings asscciations, regulated by the Office of Thrift Supervision
and insured by the Savings Association Insurance Fund, to get permission from the Federal Deposit
Insurance Corporation, the fund’s manager, to engage in any activity or level of activity not author-
ized for federal savings associations. Such a requirement could be put in place for credit unions also,
but we believe giving NCUA explicit authority to impose such requirements when needed as dis-
cussed above should be sufficient. The additional powers available to credit unions are not as broad
and risky as those that have been available to savings associations.
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The borrowing authority should be modified to specify that credit
unions may not borrow for the purpose of growth, unless prior approval
of NCUA is obtained.

Credit unions should-be required to adequately disclose that dividends
on shares and other accounts cannot be guaranteed in advance but are
dependent on earnings.

All credit unions should be required to obtain NCUA permission before
opening a new branch.

Credit unions above a minimum size shouid be required to obtain annual
independent certified public accountant audits and to make annual man-
agement reports on internal controls and compliance with laws and
regulations.

NCUA sheuld be autherized and required to compel a state credlt union to
follow the federal regulations in any area in which the powers go
beyond those permitted federal credit unions and are cons1dered o con-

- stitute a safety and soundness risk.

Recommendations to
NCUA

NCUA should assess its real estate regulation and strengthen it to help
insure the sound underwriting of loans and their suitability for sale in
the secondary market.

NCUA should restrict the exclusions from its commercial lending limit set
forth in 1987 to help insure that credit unions are not used as vehicles
underwriting large commercial ventures.

Agency Comments and
Our Response

NCUa agreed with most of the 10 recommendations in this chapter,
although it proposed modifications or alternatives to some of them. Our
detailed response to its comments on each recommendation is provided
in appendix XII. We have recognized NCUA’s serious concerns related to
our recommended 1 percent of assets limit on credit union loans and
investments by adding that NCUA should be authorized to provide
exemptions for small credit unions and exemptions for cvernight
deposits at correspondent institutions for specified purposes.

NCUA indicated it will not take regulatory action to require that credit

unions disclose that dividends are not guaranteed in advance. Accord-
ingly, we have re-directed our recommendation from NCUA to Congress.
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Highlights

_ . Noua supervises all federal credit unions through examinations and off-
Background site monitoring of their condition. It examines scme state-chartered
credit unions but generally relies on state examination reports and its
own off-site monitoring reports.

: : « Off-site monitoring is based on credit unions’ Financial and Statistical
Key Flndmgs Reports; NCUA’s reviews of the reports are not adequately certified.
« There are no specific requirements for the use or distribution of off-site
monitoring reports. Supervisory committee audit reports, which could
be useful in off-gite monitoring, are not submitted to NCUA when
completed.
« NCUA, working with state supervisors, has acted to improve examina-
. tions of state credit unions, but it does not have a policy on examination
- frequency.
. Some state supervisory agencies are not sufficiently independent of the _
_-__”_credlt union industry, yet NCUA accepts the states’ examination reports.
-« NCUA was not always effective in.compelling sampled credit umions o
resolve problems; it did not take formal enforcement actltms Since o
study began, NCUA has taken steps m strengthen supervision. '

Ke I Reqmre documentatlon at the regmnal offlce level of examiners’ rewews. .
o of Financial and Statistical Reports.
Reconunendations e Issue requirements for use of each off-site monitoring tool. Require
: : credit unions to submit supervisory committee audit reports promptly to
- NCUA.

« Further strengthen oversight of state credit unions by (1) establishing a
policy goal for examination frequency of state credit unions and (2) not
accepting state examinations when the state regulatory authority lacks
adequate independence.

+ Require the NCUA Inspector General to conduct a review of NCUA's use of
enforcement powers at problem credit unions since mid-1990.
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Supervision of Credit Unions

As the charterer of federal credit unions and the insurer of all federal
and most state credit unions, NCUA has an important supervisory role.
NCUA sees its role as one of ensuring that credit union management
implements policies to ensure financial soundness and the safety of
members’ funds and complies with laws and regulations. NCUA empha-
sizes that each credit union’s board of directors and supervisory com-
mittee are directly responsible for those actions and that Ncua itself will
intervene only when the officials are unwilling to meet their
obligations.

NCUA uses a combination of off-site monitoring and on-site examinations
and other visits to supervise credit unions. Although the off-site moni-
toring tools are the same for federal and state credit unions, the fre-
quency of NCUA examinations depends on the institution’s charter.

Since 1987, Ncua has.made significant changes in supervision. Most -
important among these are the development of several off-site moni-
toring tools, new examination and condition rating programs, and a
better oversight program for state credit unions. Since 1989, it has taken
further steps to improve the implementation of its supervisory powers.
Nevertheless, we found that additional improvements are needed. The -
off-site monitoring tools contain useful data, but NCUA has not issued
guidance as to their interrelationships and use. Further, all these off-site
monitoring tools are based on credit union call Financial and Statistical
Report data, yet examiners’ reviews of the data for accuracy are not
adequately documented.

Finally, NCUA was not always effective in compelling the problem credit
unions we reviewed to address their problems. It did not use stronger
enforcement actions available and, at times, acquiesced to state supervi-
sors rather than take timely action against a state credit union. On the
basis of our work on depository institutions over the past years, we
have concluded that a comprehensive reform package is needed that
changes the way banks are regulated, supervised, and—when failing—
resolved. The recommendations relating to a formal system of phased
regulatory intervention, which we refer to as “tripwires,” are equally
applicable to credit unions. This “tripwire” system will help ensure that
NCUA takes the needed stronger actions. These recommendations are dis-
cussed in chapter 8.

INCUA Examiner’s Guide, vol. 1, pages 1-2.
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Under the Federal Credit Union Act, NCUA has clear authority to
examine federally insured credit unions and to take certain enforcement
actions when necessary to ensure that they operate in a safe and sound
manner. (12 U.S.C. 1784) Although the law does not specify examination
frequencies, in 1986, NCUA established a goal of examining every federal
credit union annually. In fiscal years 1988 to 1990, NCUA reported that it
met that goal (see table 4.1). NCUA and state supervisors jointly oversee
state credit unions. NCUA reviews state examinations, may also partici-
pate in examinations with state supervisors, and can conduct its own
examinations of state credit unions. The state regulators themselves
have varying examination frequency requirements. NCUA has no firm
policy on examining state credit unions or goeal for the number to be

examined. It examined about 13 percent of them in fiscal year 1989 and

21 percent in fiscal year 1990.

NCUA policy states that examiners are responsible for monitoring the
operations of credit unions assigned to them (an average of 30 each)
between examinations, using on-site supervisory contacts if necessary.
In four of NCUA's sixX regions, NCUA examiners are assigned both federal
and state credit unions; at two regions, other staff may be responsible
for some or all state credit unions.

Table 4.1: Credit Union Examinations
(FY 1988-19830)

Fiscal year
1988 1989 1990
Federal ¢credit unions
Number of credit unions 9,235 8939 8619
Number of NCUA examinations 9,275 9,069 8,672
State credit unions
Number of credit unions 4819 4,635 4,415
Number of NCUA examinations 350 5684 939

Note: The number of credit unions examined exceeds the total number at year end because some credit
unions had been liquidated or merged during the year.

Source: NCUA Office of Examination and Insurancs.

NCUA's relationship with state supervisors is summarized in a “‘docu-
ment of cooperation,” first developed in 1982, with the National Associ-
ation of State Credit Union Supervisors. The document acknowledged
the *“‘overlapping responsibility and jurisdiction” over federally insured
state credit unions. Since 1987, it has included criteria that NCUA
regional directors and state supervisors are to use in “discussing’’ which
state credit unions NCUA itself will examine. In addition, NCUA regional
directors and state supervisors discuss (1) arrangements for submission
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to NCUA of state examination reports and credit union data, (2) differ-
ences of opinion regarding ratings assigned to state credit unions, and
(3) NcuA’s provision to state supervisors of monitoring reports and
advance notice of actions to be taken against a state credit union.

NCUA describes itself as operating on a “highly decentralized basis”
through its six regional offices. NcUA's Office of Examination and Insur-
ance in Washington, D.C., oversees the examination and supervision
activities within the regional offices, but each regional director reports
directly to the NCUA Board, as does the director of the Office of Exami-
nation and Insurance. (See ch. 1 for a discussion of NCUA's structure and
app. III for an NCUA organization chart.) The Office of Examination and
Insurance provides guidance and training, monitors the performance of
the regional offices, provides reports for off-site monitoring, and sup-
ports the regions in other supervisory efforts. Although the policy, guid-
ance, and broad national goals are set at NCUA headquarters, each
regional director has discretion in implementing policy and in accom-
plishing goals.

All Credit Unions Receive
CAMEL Ratings

In October 1987, NCUA adopted a CAMEL rating system for federal credit
unions, and most states use the same or a similar system. The rating is
important because it guides the supervisor in the extent of follow-up
oversight needed and indicates to the insurer whether reserves for pos-
sible losses should be made. NCUA examination reports reveal the CAMEL
codes to federal credit union management. State officials may or may
not reveal the codes they assign to state credit unions, depending on the
state’s policy.

CAMEL is an acronym representing five credit union dimensions exam-
iners evaluate: capital adequacy, asset quality, management, earnings,
and liquidity management. Examiners assign a code of 1, representing
the highest, to 5, the lowest, for each dimension based on their analysis
of both quantitative and qualitative information.

The quantitative analysis is based on various ratios for each CAMEL com-
ponent except “management.” For example, examiners calculate at least
nine key ratios related to capital adequacy, including capital to assets,
net capital to assets, classified assets to capital, and total delinquent
loans to capital and to statutory reserves. Using a prescribed matrix, the
examiner then determines codes on the basis of the ratios. To evaluate
qualitative information related, for example, to capital adequacy, NCUA
directs examiners to consider trends, the board of director’s policies and
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procedures related to equity goals and funds management, whether or
not the board has established realistic goals to increase and strengthen
its capital position, and whether or not the funds management policies
are integrated with capital goals. The examiner can then raise or lower
the component code generated by the ratios by one point, on the basis of
his or her analysis of qualitative information.

The component code examiners assign for “management” is based com-
pletely on their judgment of how well credit union officials are operating
the institution within accepted practices and in a safe and sound
manner. NCUA’s definition of management includes salaried managers,
officers, committees, and the board of directors. NCUA guidance high-
lights six specific areas examiners should consider: condition of records,
acceptability of the annual audit and verification of member accounts,
policies and procedures, compliance with laws and regulations, budg-
etary process, and both long and short-term goals for the credit union.
Other factors to be considered include personnel policies and any insider
dealings.

The examiner also computes a composite CAMEL code for the credit
union, which is the arithmetic average of the five component codes.
NCUA instructs its examiners to override the composite code however, if
either of the following conditions exist:

if any component is rated 4 or 5, the composite cannot be higher than 3;
or

if three of the five components are rated 3 or lower, the composite
rating cannot be higher than 3.

In addition, an examiner can lower a composite code on the basis of his

own judgment but is required to explain the reasons in the examination
report.
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The composite CAMEL code examiners assign a credit union indicates its
overall health and the extent of supervision it needs.2 Thus, they are
critical in alerting both credit union management and the examiner’s
superiors that additional supervisory attention must be devoted to the
institution.

To review how well NCUA's CAMEL codes reflected credit union condition,
we reviewed NCUA data on the most recent CAMEL codes examiners
assigned to each of the 81 credit unions that failed in the first 6 months
of fiscal year 1990. We found that examiners had assigned codes of 4 or
5 to 62 of the credit unions. The last full examinations took place an
average of 10 months before the credit union failed. This is a clear
improvement over fiscal year 1989, during which 50 percent of the
credit unions had not been rated 4 or 5 prior to failure.

We were, however, concerned that 19 of the failed credit unions had
received CAMEL ratings of 1, 2, or 3 prior to failure and asked NCUA to
provide specific data on them to help us determine why serious
problems had not been identified. The data showed that 11 of the 19 had
failed because of problems of the members’ employer, such as bank-
ruptcy. Embezzlement or fraud—conditions examiners do not always
detect—were involved at four of the credit unions. NCUA officials
acknowledged that two, and perhaps three, of the credit unions had
been coded incorrectly. They said the 19th credit union was properly
rated a CAMEL 2 but was judged not viable; it had assets of under
$30,000. On the basis of this information, we do not believe there are
serious problems with the overall CAMEL rating system. NCUA’s contin-
uing efforts to update and improve it, which are discussed in the next
section, are appropriate. In addition, we found that NCUA had been

2 According to NCUA's Examiner’s Guide, 2 CAMEL 1 credit union is sound in almost every respect;
any critical findings are minor, A CAMEL 2 credit union is also basically sound but may have modest
weaknesses that are correctable in the normal course of business. If this occurs, the supervisory
response is limited. CAMEL 3 credit unions indicate “a combination of weaknesses ranging from fair
to unsatisfactory.” NCUA regards these credit unions as “vuinerable,” and, thus, they require more
supervisory attention than normal, although their overall strength and financial condition make
failure “‘only a remote probability.” CAMEL 4 credit unions require close supervision. They have
more than a moderate amount of asset weaknesses or a combination of other conditions that are
unsatisfactory; unless those conditions are corrected the credit unions’ viability may be threatened.
NCUA states that "a potential for failure is present but is not pronounced.” CAMEL 5 credit unions
require immediate corrective action and constant supervision. The volume and character of weak-
nesses are such that aid from the credit union’s shareholders or other sources is required and the
probability of failure is high. NCUA redefined its CAMEL code 5 in October 1989 stating that a code &
credit union would not survive more than 12 months, is insolvent, and that “routine supervision" is
not required because supervisory efforts will be directed at finding a merger partner or liquidating
the credit union.
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Further Improvements
in Off-Site Monitoring
Needed

alerted to the weakened condition of 12 of these 19 credit unions by one
of its off-site monitoring tools.

Off-site monitoring of credit union condition between examinations is
needed to identify deterioration or inordinate risk-taking and to
schedule supervisory visits, examinations, and appropriate interven-
tions. NCUA now uses four primary tools: (1) the CAEL-CAMEL Comparison
Report, which compares the results of financial ratios with the condition
ratings assigned the credit union during the previous examination; (2)
the Financial Performance Report, which provides condition ratios and
other information for a 5-year period; (3) the Risk Evaluation Report,
which uses nine ratios to highlight possible risks; and (4) the CURE
Report, which uses yet another set of financial ratios to identify credit
unions that might fail. These four reports are sent to the NCUA regions.
Three of these reports were developed in 1987; the Financial Perform-
ance Report was introduced in 1983. All are based primarily or exclu-
sively on the balance sheet, income, and expense data submitted
semiannually to NCUA—the financial and statistical reports, or call
reports. NCUA also produces gther reports on an ad hoc basis.

Call Report Is Basis for
Oft-Site Tools

It is critical that the data submitted on the call reports be accurate
because these data form the basis for off-site monitoring of credit union
condition and trends.

We asked Ncua officials how they check the reliability of the data sub-
mitted in these reports. Officials told us that NCUA examiners collect and
review the call reports for federal credit unions and contact the credit
union if any errors or omissions are noted. Following this review, the
examiner (or other regional staff) electronically transmits the informa-
tion to the NCUA headguarters unit that maintains the database for all
insured credit unions. According to an NCUA official, state regulators col-
lect and check the state credit unions’ call report data, and most, states
transmit the data directly to the NCUA database unit. NCUA regional staff
or examiners, he said, review the data in the course of monitoring state
credit unions. If errors are noted, they are to contact the state officials
and agree on corrections.

The Ncua Examiner’s Guide instructs examiners to review previously f
submitted call report data during examinations, discuss and resoclve any
apparent inaccuracies, and submit corrections. Record keeping and

other problems are typically present in poorly rated credit unions, so the
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CAEL-CAMEL
Comparison Report

review of the call reports is particularly important in those cases. These
checks are important and should eliminate technical errors and misrep-
resentations of asset quality, capital, or earnings. In theory, therefore,
the call reports should be relatively accurate. Examiners, however, are
not required to certify that they have review