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ISSUE BRIEF: SUPPLEMENTAL CAPITAL
February 10, 2012

SUMMARY
An interest by policymakers in increased capital at most types of financial institutions coupled with reduced capital ratios and strong headwinds against net income all point to the heightened need for supplemental capital for credit unions. Without access to additional forms of capital, many credit unions will be forced to curtail the growth of member service and burden members with higher loan rates and fees and lower dividend rates for years to come. 

The recent financial crisis led to a substantial drop in the average credit union capital ratio – from 11.4% at the end of 2007 to 10.1% as of the end of 2010. At the beginning of the downturn, 90% of credit unions had net worth ratios of 9% or greater. At the end of 2010, only about 75% of credit unions had this level of capital. While the credit union movement as a whole remains very well capitalized, a number of credit unions are close to or past the prompt corrective action (PCA) triggers as a result of the financial crisis. These credit unions will need to raise capital at a time when the outlook for credit union net income – the source of retained earnings – is not particularly strong. 

Because a credit union’s only source of capital is the retention of earnings, maintaining a given capital ratio can only be accompanied by asset growth if there is sufficient net income, and increasing a net worth ratio requires even higher levels of net income or slower growth rates. This would not be the case if retained earnings could be augmented to some degree by supplemental capital, which would increase a credit union’s capital ratio as soon as it is issued. Under appropriate rules and guidelines that preserve the cooperative ownership and governance of credit unions, access to supplemental capital would be good for credit unions, their members, and the economy. Given the importance of adequate capital to the nation’s federal deposit insurance systems, extending authority to credit union regulators to permit access to supplemental capital would also provide additional protection to the U.S. taxpayer.

EFFECT ON CREDIT UNIONS
Credit unions stand out as the only depository institutions in the U.S. without the ability to issue some form of capital instrument to augment retained earnings to build capital. All other U.S. depository institutions and most credit unions in other countries are permitted various forms of supplemental capital. Given the recent declines in capital ratios and net income, the case to amend the Federal Credit Union Act to provide access to additional capital for credit unions has never been more pressing. Legislation could provide the NCUA with the same authority and flexibility to adjust capital requirements in response to changes in economic conditions as Congress has provided to federal banking regualtors.

MCUL/CUNA POSITION
While there are a variety of alternative capital options in the marketplace, not all of the forms available to other depository institutions will be appropriate because of credit unions’ unique cooperative structure. The MCUL and CUNA believe supplemental capital would need to be created so that it in no way harms the unique credit union structure. The following points are important when discussing supplemental capital:

· Capital is king for all financial institutions. As credit unions battered by the financial crisis recover in the coming few years, rebuilding capital ratios will be paramount. 
· Without access to supplemental capital, and with earnings power facing headwinds, credit unions and their members will face a protracted period of reduced member service, disadvantageous member pricing, and very slow growth, unless Congress allows credit unions to access supplemental forms of capital.
· Supplemental credit union capital will reinforce and strengthen the regulatory incentive for credit unions to remain exceptionally safe and sound, and, will allow credit unions to do even more to serve all their members. This would benefit all credit unions whether they use the authority or not. 
· Credit unions remain the most highly regulated and restricted of all insured financial institutions and stand out as the only depository institutions in the United States without the ability to issue some form of capital instruments to augment retained earnings to build capital. 
· Credit unions historically have had the lowest default/delinquency rates in virtually all categories of loans and have maintained average net worth ratios well in excess of those held by banks. 
· By law – not regulation, as is the case for other insured depositories – credit unions must maintain a 7% net worth (or leverage) ratio in order to be considered ―well capitalized. The law also specifies that only retained earnings constitute net worth for credit unions. 
· All other U.S. depository institutions and most credit unions in other countries are permitted various forms of alternate or supplemental capital. 

STATUS
HR 3993 was introduced on February 9, 2012 by Representatives Peter King (R-NY) and Brad Sherman (D-CA) to allow credit unions access to supplemental forms of capital. Current law restricts credit unions to building their capital levels through retained earnings. Under the newly introduced legislation, supplemental capital would have to be uninsured and subordinate to other claims against a credit union. 
The legislation would also:
1. Rectify a flaw in a 1998 law that is discouraging manageable asset growth by financially healthy credit unions
1. Ensure credit unions can continue to accept new deposit shares--even during tough economic times when demand for loans and other income-generating services are low
1. Allow credits unions to help keep private sector credit flowing at affordable rates even in recessionary times
Additionally, the NCUA would be authorized to set maturity limits on this capital and restrict the ability to raise supplemental capital to credit unions that are sufficiently capitalized and well-managed. The MCUL encourages credit unions to educate our Congressional delegation on the need for supplemental capital and ask for them to co-sponsor HR 3993. 
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