Corporate Credit Union Restructure

Policy Task Force

REPORT AND RECOMMENDATIONS

Produced by a Joint Task Force appointed by CUNANAFCU
to provide input to NCUA's deliberations in reviginules and
regulations governing corporate credit unions.

September 3, 2009



INTRODUCTION

At the National Roundtable meeting in May of 20@%umber of credit unions raised the
need to present NCUA with a unified credit unioawion the future of the corporate
credit union system to maximize the influence @dir unions on NCUA'’s rulemaking
process on corporate credit unions. FollowingRbendtable meeting, the chairs of
CUNA and NAFCU appointed a joint Task Force to proglthat view. The Task Force
is comprised of members of the Corporate Credibbiiask Forces of NAFCU and
CUNA, representatives of the National Credit UnRoundtable, representatives of
smaller credit unions, and the Corporate Credibdr8tabilization Partnership. The
Task Force is co-chaired by the chairs of NAFCUid UNA’s Corporate Task Forces
and is staffed by CUNA and NAFCU staff. The Taskde approached its mission
beginning with the issues raised by NCUA’s AdvaNatice of Proposed Rulemaking
issued in January, and the various organizatiomsinsents in response to that Advance
Notice, but also considered other issues that hiaga since those comments were
submitted.

PRINCIPLES
The Task Force set out with a set of principles ¢fuéded its deliberations. They are:

* In considering the future design of the corporgttesn, the interests of natural
person credit unions (NPCUSs), including those thatose to use a corporate
and those which do not, are paramount.

» There is significant value to NPCUs in the corpemtstem, and it will be
beneficial to preserve that value in the futurewdver, that value is only worth
preserving if the system is so structured thatdeent losses to NPCUs, both
individually and systemically, will not reoccur.

» The goal for the future is a corporate systeme¢hedit unions will willingly
capitalize and use. This will require two elements

0 A business plan in which credit unions see suffitialue, and
0 A structure that credit unions perceive as suffittiesafe.

TASK FORCE CONCLUSIONS AND RECOMMENDATIONS.

The Task Force considered each of the major elesmarsed in the NCUA’s Advance
Notice of Proposed Rulemaking, and in the hundodd®mments submitted to NCUA,
and reached a number of conclusions and recommengatoncerning them. The Task
Force’s recommendations are purposefully strate@e. considered the major issues that
must be resolved in a future corporate structutbouit being prescriptive about how
specifically to implement the recommendations detailed way.

The Task Force stresses that the recommendatipnssiénts are to be taken as an
integrated set. Selecting the Task Force’s sugdafitection in some areas while not in
others will likely not lead to a corporate desigattwill be acceptable to NPCUs.



Services.

The Task Force finds considerable value in the masand settlement services
provided by corporates. Concentrating the corgactts for clearing and settling
payments with other major financial institutionsates opportunities for credit unions.
Although there are alternatives to some of thesaces from the Federal Reserve,
Federal Home Loan Banks, and commercial banksTalsk Force believes there is
significant value to credit unions in having thesevices provided by not-for-profit
organizations controlled by credit unions. Theglwan accessibility of these alternative
sources is open to question. Because the risksanhin these activities are much less
than those found in investments, the capital reguants of these activities are relatively
low.

Closely related to the settlement function is thentenance of short-term deposit
accounts and the provision of short-term creddraalit unions. Therefore, the Task
Force believes that corporates of the future shaldd offer short-term investments and
credit to credit unions. However, the Task Formectudes that longer term, on balance
sheet investments should not be offered by corpsrathis is the area that has
historically and recently created the greatestinstorporate credit unions. Purely for
settlement purposes, a maximum maturity of threethmowould be sufficient. However,
the Task Force believes that on-balance sheet degkisng and investing in instruments
of up to one year could be consistent with an aetd@ level of risk. Even within this
short maturity limit, care should be taken thaérest rate risk is appropriately managed.

To meet the longer-term investment needs of NP@hésTask Force believes that it
would be appropriate for CCUs to own credit uniervie organizations (CUSOSs) that
provide investment advisory and broker/dealer ses/to NPCUs. These CUSOs would
assist credit unions in selecting, purchasing aadaging longer-term investments to be
held on the balance sheets of the NPCUs. Such GU48a@uld only own longer-term
investments on a temporary basis as may be negdegatovide services to NPCUSs.

The Task Force is aware that its suggestions nglati services represent a substantial
reduction in flexibility to corporate credit unionempared to current rules. The
recommendations are intended to represent a lévislkathat the Task Force believes
credit unions would be willing to accept.

Recommendations:

» Services by corporate credit unions should beiogstr to:
o Payments
0 Settlement
o Other correspondent services such as coin andnay;réoreign exchange,
etc.
0 Short-term investing
0 Short-term credit.



* Deposits in and on-balance sheet investments aslbald by corporate credit
unions should be subject to a maximum maturityfribbnths.

» Corporates should be permitted to offer brokerfeleahd investment advisory
services through CUSOs to meet the longer termsinvent needs of credit
unions without involving the balance sheet of tbeporate.

» Capital requirements for credit unions investingamporates for “longer”
maturities (three months to a year) should be gréhain for the other services
provided by the corporate.

» Permissible investments for corporates should aekil investment authorities
for federally chartered natural person credit usiplus other limited investment
types approved by NCUA for investment by corporat®CUA should review
the approved list of investment types annuallyaddition, there should be
significant concentration and credit restrictiomscorporate investments.

* The new investment requirements and limits willd&v be phased in as current
corporate portfolios are allowed to amortize orunat

Capital.

A crucial element to protect the interests of NP@uUtheir corporates in the future will
be the sufficiency of capital. It is also the cts# most of the capital of a future
corporate system will need to be supplied by NPGlU&ast initially. The Task Force
concludes that in the future corporates shouldubgest to both a basic leverage (capital
divided by total assets, measured as daily avaragassets) and a risk-based capital
requirement. These required capital ratios shbaige both Tier 1 (reserves, undivided
earnings, and perpetual or very long-term contabwapital) and Tier 2 (medium-term
contributed capital) components. Contributed @sitould be required for membership
and service use. In order to attract sufficiempited, the corporate of the future will have
to present a sufficiently compelling business aaseering both the value of services
provided and strong risk control.

Recommendations:

Contributed capital must be required of memberitredons. In the event a
corporate is more than well capitalized, it shdagdpoermitted to return a
portion of contributed capital on a pro-rata basidong as the corporate
remains more than well capitalized.

NPCUs should be required to acquire a certain ainafufier 1 capital
based on the NPCU's asset size in order to belmagcorporate. The size-
based capital requirement should be subject tdlara@p, which could be
indexed for inflation. Additional contributed cégdishould be required
based on the amounts and types of business a NB&idth a corporate,
with the capitalization requirements dependingharisks to the CCU of
offering the service. This additional service-lwhsapital could be either
Tier 1 or Tier 2, depending on the service, andikhoot be subject to a cap.
The capital requirements by size or services shbeldrescribed by
regulation, and should be the same across all catlggy NPCUs



discontinuing service usage or membership in aaratp should not be
eligible for early capital refunding, except as\pded to all member credit
unions. In the event of a merger of corporatesP8Contributed capital
should continue under the same maturity and canditin the merged
corporate.

* There should be some form of mandatory, corpoateific PCA,
specifying what actions NCUA must take for any avgte credit union that
is less than adequately capitalized.

Structure.

The Task Force concludes that efficiency will reqd reduced number of corporates in
the future. A major concern over the next few gaaihowthe system will consolidate.
The cooperative structure is not terribly effectivencouraging voluntary mergers. Too
often a merger is the result of a failure of a ¢radion or corporate rather than of the
successful culmination of a business plan to growvtze acquired. Many of the
components of the Task Force’s recommendationsntigether, will increase the
pressures to consolidate. These features argrgle sier and continued national fields of
membership (see below), common capital requiremeatporate PCA, and significant
limits on risk taking. The limits on risk-takinglvmean that competition among
corporates in the future will be driven by efficogn This will place a premium on
economies of scale, creating substantial pressaresnsolidation. PCA will require
NCUA to facilitate mergers in cases where corp@rate not adequately capitalized.
Nevertheless, the Task Force believes that theatlé decisions of how many and which
corporates survive in the future should be decliledredit unions and the play of these
forces, not by NCUA.

Recommendations:

» Corporates should continue to serve national fiefdeembership. Potential,
strategic competition will continue to exist amarggporates, but the
requirement to separately capitalize any CCU a NB€ldngs to will limit
the virulence of that competition in the short run.

* There should be only one tier in the corporateesystHowever it will be
important to retain the national data switch arfteoppayments and settlement
functions currently at US Central, perhaps as a QldBhoused in one or
more corporates.

* The Task Force calls on all credit unions to lookdpportunities to advance
the consolidation of corporates. Board membergforates have the
responsibility to look for effective combinatiora the benefit of members.
In managing the transition to a new corporate systee NCUA should
facilitate as opposed to deter mergers of corpsyatghout specifically
picking winners and losers.



Insurance of Shares and Deposits in Corporates

The Task Force concludes that, upon terminatiche@gxisting temporary corporate
deposit guarantee program, insurance coverageR@Nshares and deposits in CCUs
must be limited to the maximum coverage for persdaposits in NPCUs. This means
that the vast majority of deposits in corporatel$ e uninsured. The Task Force
strongly holds this view for two reasons. Firgyer again should the share insurance
fund protecting members of NPCUs be burdened vigghificant losses arising from
CCUs. The extension of coverage beyond the regudarance limit, which was
regrettably necessary recently, should never dgarontemplated. Second, the absence
of deposit insurance will induce NPCUs to more elpsnonitor the risk positions of the
CCU(s) they belong to. Deposit insurance is dexigo protect uninformed consumers
who lack the resources and information to propasigess the riskiness of the depository
institutions in which they place funds. In shagnmirast, credit unions are institutional
investors in corporates. They are perfectly capabhlssessing the policies, practices
and balance sheet positions that define the rigkaafrporate credit union. Their
investments being at risk will create the rightdsrof incentives for them to monitor and
hold accountable their CCUs. In other words, mbeadard will be minimized. For
similar reasons, corporate credit unions shouldoegtermitted to cross guarantee each
others deposits.

Recommendations:

* NCUSIF insurance of corporate accounts should doelgtlimited to whatever
the maximum per account coverage is for membensiniral person credit
unions.

» Corporate credit unions should not be permittectréate cross guarantees of
deposits.

NCUA Oversight of Corporate Credit Unions

The recent failureof the corporate credit union system had a nurabeauses, many of
which have been brought into sharp focus with 20Hadsight. Corporates did not hold
sufficient capital to be able to liquidate posisamhen they first began to deteriorate,
investment authorities allowed too much concertdratif corporate investments,
corporate management took on too much risk in tieengt to boost returns to meet
competitive demands and grow, credit unions, engyhe high returns, did not do
sufficient due diligence of their investments iritlcorporates, corporate boards allowed
excessive risk taking. All of these elements dbated to the large losses credit unions
will incur over the next several years. Therelenpy of blame to go around. The
recommendations the Task Force is presenting aigrl, as a group, to create a

! The Task Force recognizes that almost all of CB&ie not “failed.” But, although only two corpazat
credit unions have been placed in conservatorfiiphuge losses imposed on NPCUSs as a result of the
operation of corporates, one of which served alldther corporates, means that the systeeif has

failed.



structure and set of incentives that will substdhytreduce the likelihood of such a
catastrophe again. However, another cause ob#ses$ was the less than adequate
supervision of corporates by NCUA.

* NCUA'’s oversight of corporates in the future mustilmproved, with adequate
qualified staff with special knowledge of the coewpbperations of corporate
credit unions.

Corporate Governance

Corporate boards of directors are also not witlfiawit in the recent problems faced by
the system. In the future, the system will needrtsure that CCU board members have
sufficient expertise to govern their corporate,sistent with the powers available to a
CCuU.

CONCLUSION

The Task Force’s presents its recommendationamarehensive whole. The interplay
among its suggestions on services, capital, strei@nd other issues is part of the design
to create a robust system in the future. Subsiashi¢iviation from the basic principles of
any of the major components of the proposed systiirikely render the rest of the
recommendations less effective. For example, gengilonger term investments would
require substantially more capital. Also, mainitagna two-tiered system would not
produce the sort of consolidation that the Taslc&delieves is necessary. Therefore,
the Task Force strongly encourages the NCUA nptdio and choose among the
interrelated components of its recommendations.

The Task Force is keenly aware that the suggestiamsnaking represent a substantial
departure from the status quo of the current cafgosystem. Its recommendations
represent a level of risk that it believes credibas would find acceptable, and hence
represent a system that the Task Force expectsridit unions would be willing to
capitalize. The recommendations would substaxtiatit the range of activities and
investments that corporates would be able to pur3ie Task Force recognizes that
these more binding constraints would likely reqeubstantial changes in corporate
business models in order to operate. Whether viable corporates can operate under
the provisions the Task Force believes are negesstibe up to the corporates to figure
out. However, in light of the recent costs to NBGifithe corporate stabilization, the
Task Force believes a proposed corporate systenmtpases more risk than that
represented by its proposal would be very unlikelgenerate sufficient support and
capital from credit unions.

Finally, the proposed system implied by the TasicEs suggestions represents a future
corporate system that the Task Force believestitatal person credit unions would
support and use. Not covered in this report agecthcial questions of the transition
from the current system to the new one. That itianswill need to be handled in
manner that both preserves the valuable paymedtdata switch abilities of the current



system and manages the wind-down of the troubkeesiment portfolios of some
corporate credit unions in a way that minimizesifatcosts to credit unions.
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