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NEW NET WORTH STANDARDS PROPOSED BY NCUA

NVcUA hasreleaseda long-awaited proposal to modify PCA
requirements and implement a net worth standard that takes
into account the risk posed by each credit union’s assets, rather
than an arbitrar&amount based on total assets. Here is a
summary of the NCUA proposal.

¢ Modify net worth and PCA requirements to bring the
NCUSIF in conformance with the Basel I1 Accords;

¢ Reduce the net worth ratio required to be considered well
or adequately capitalized;

¢ Implement a risk-based net worth measurement system
based on the Basel II guidelines that will supplement the
current system;

¢ Consider Modifying the CAMEL Rating System b
adding an “S” (Sensitwvity to Market Risk). e Sy Y

Basel Commiittee

Lets explore these issucs one ata time. Already, I can hear you
asking, ““Who is this Basel guy?” The Basel Committee con-
sists of bank rﬁgulators from The Group of Ten Countries. It
was established 1n 1974 with the }{]irpose of establishing uni-
form worldwide regulatory guidelines for banks. It meets in
Basel Switzerland and has no legal authority. It does have
pervasive moral authority. Its impact and recommendations
are almost uniformly accepted not only by The Group of Ten
Countties including the US.A. but ‘many nonmember
countries as well.

In 1988, the Committee introduced the Basel Capital Accord.
This was a framework for implementation of uniform wotld-
wide net worth standards anf has been adopted by virtually all
countties with active international banks. In June of 2004, a
revised framework, Basel II was issued by the Basel Com-
mittee and is expected to be implemented worldwide. If you
enjoy inflicting pain on yourself, you may read the whole
Basel I Accord at www.bis.org/publ/bcbs107.htm. It is
only 243 pages.

You may say you are not a bank, so why does this apply to you?
The United States is obligated and under pressure from the
international banking community to have all of its deposit
insurance funds including the NCUSIE, and all of those
financial institutions insured by them, implement the Basel 11
Accords. In this light, NCUA has proposed to adopt the
Basel I Accords an% has modified them so they would apply
effectively to credit unions.

Net Worth Requirement Lowered

The NCUA proposal recommends that the requirement for net
worth be adjusted downward. The reduced capitalization levels
proposed by NCUA are disclosed in Table 1 below. As you can
see, net worth of as little as 5% may get you a well-capitalized
rating versus 7% under the current régulation. However, where
NCUA giveth, it also taketh away. NCUA is proposing to change
the way the NCUSIF deposit and ALLL are treated in the net
worth ratio calculation.

TABLE 1
PROPOSED PCA THRESHOLDS FOR CREDIT UNIONS
Net Worth Proposed Net Traditional Net
Categories Worth Ratio* Worth Requirement
Well Capitalized 5% or Greater 7% or Greater
Adequately
Capitalized 4% to <5% 6% to <7%
Undercapitalized 3% to <4% 5% to <6%
Significantly Under-
capitalized 2% to <3% 4% to <5%
Critically Undet-
capitalized. <2% <3%
System-wide Net
Worth Ratio Based on
6/30/04 Call Reports 12.47% 13.23%

* Adjusted per the Basel 11 recommendation regarding the NCUSIF
Deposit and ALLL

The accourmn% treatment for the NCUSIF deposit will remain
the same. The deposit will continue to be classified as an assetand
the ALLL will be deducted from loans and leases. However,
when calculating the net worth ratio, the NCUSIF deposit will be
subtracted from net worth and total assets. The will be
added to net worth and subtracted from total assets. NCUA
estimates that the new methodology for calculating net worth will
reduce net worth ratios system-wide by %pproximately 75 basis
points. In effect, the reguction from 7% to 5% for a well-
capitalized classification, is a little misleading because the change in
the way the net worth ratio is calculated will probably cost you
approximately 75 basis points. Still, the net effect of this proposal
would be to reduce the requirement by about 125 basis points.
contined on page 2
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NEW NET WORTH STANDARDS PROPOSED BY NCUA (continued from page 1)

Risk-Based Net Worth Measurement

NCUA is proposing a risk-based net worth standard to supple-
ment the net worth standard now in use. Risk-based net worth
will be measured and based on the risk posed by each indi-
vidual credit union’s assets, rather than arbitrarily by the total of
the assets. The current net worth requirement for credit
unions subject to NCUA oversight is an arbitrary standard that
requires a level of net worth based on the total book value of
the credit union’s assets. For example, for a $10 million asset
size credit union to be well-capitalized it would have to have a
net worth equal to 5% of total assets under the proposed new
rule. That would include 5% of all assets, even those that do
not present tisk such as cash and government securities.

NCUA is proposing to adopt a two-tier net worth requirement
that will use traditional net worth adjusted to the Basel 11
Accords and risk-based net worth to determine capital
adequacy. Here’s an example. I'm thinking about one of our
ﬂﬁ%\/l o® clients that we will call credit union A. It has a
mature field of membership, lots of older savers, and only a
few borrowers. Its investment portfolio consists largely of
short-term deposits at vatious corporate central credit unions.
Almost 75% of credit union A5 assets are in these nearly risk-
free corporate relationships.

A second client that we will refer to as credit union B comes to
mind. It has been very successful in marketing its lending
services, and is basically fully loaned. It retains sufficient
deposits at corporate to maintain a liquidity position and
everything else is loaned out.

Even though both A and B present very different risk profiles,
under the current capital requirements of NCUA and most
states, both answer to the same net worth requirement (7%o)
under the current rule for well-capitalized.

This makes no sense to alot of people, including me. Undera
risk-based net worth system, credit union A \Vlﬂ% its large, low-

risk investment portfolio, would not require the capitalization level
of credit union B, whose assets are, for the most part, at higher
risk.
The prcg]posed risk weight for typical credit union assets are
disclosed in Table 2 (seeg]eft) where you can see the risk weight
for cash or government securities is proposed to be zero. That
means the credit union in its risk-based net worth calculation
needs to have no net worth to offset cash on hand or
ﬁ?vemment—issued or -guaranteed securities. Likewise you can see
at for your cox]anrate credit union deposits you need only weight
those assets at 20%. So, effectively you would need 5% of 20%
of your corporate deposits as risk-based net worth. Clearly, this is
%o to have a huge impact on credit unions. The ’%ro osed tisk-
ased net worth requirements are presented in Table 3 below;
where we can see that to be considered well-capitalized a risk-
based net worth equal to 8%6 of assets would be required.

TABLE 3
PROPOSED RISK-BASED NET WORTH REQUIREMENTS

Proposed Risk-Based
Net Worth Ratio
8% or Greater

8% or Greater

Net Worth Categories
Well Capitalized
Adequately Capitalized

Undercapitalized 6% to <8%
Significantly Undercapitalized <6%
Critically Undercapitalized. NA

System-wide Estimated Risk-Based
Net Worth Ratio Based on 6/30/04
Call Report

23.63%

How large an impact this has on your credit union depends on
your mix of assets. Overall, NCUA estimates that net worth
under the groposed rule for the credit union system in June of

have been 12.47%. Risk-based networth is estimated
to have been 23.63% for that same date. NCUA is proposing to
combine the net worth and risk-based net worth so as to be
considered well-capitalized; for example, a credit union would
need a net worth ratio of >5% and a tisk-based net worth ratio of

There is one additional caveat: Basel II addresses both credit risk
and operational risk. As you can see in Table 2, there is a
component of operating risk thatis included in the risk-based net
worth ratio. The calculations for the operational tisk component
are very vague at this point and hopetully will be clarified in the

Modifying the CAMEL Score to Incorporate

The Basel I Accords do not address IRR. The Accords apply

atory IRR criteria to be ovetly burdensome,

TABLE 2 2004 woul
PROPOSED RISK WEIGHTS
Cash on Hand 0%
US Gov't Secutities 0% >8%.
US Gov’t Guaranteed 0%
D%posits in Financial Institutions 20%
and Corporate Credit Unions
Residential Real Estate Loans 35% near future.
Most Other Consumer Loans 75%
Past-Due Real Estate Loans 100% Interest Rate Risk
Past Due Consumer Loans 150%
Operational Risk 15% of average gross implementing a re
income over 3 years expensive,?ngd hig

solely to creditand %(I)Jjﬁ)erations risks. The Basel Committee found

y complex. In otherwords, wntinued on pg 3
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NEW NET WORTH STANDARDS
PROPOSED BY N CUA (continued from pg 2)

FREE RISK-BASED NET
WORTH ESTIMATE AVAILABLE

it oave them a headache to think about it. The Committee

effectively transferred that headache and responsibility to
NCUA.

The Basel IT Accords leave the implementation of a risk factor
for IRR to what they refer to asa “robust” regulatory oversight.
NCUA has indicated that they are considering an enhancement
to the CAMEL ratio specifically for IRR The enhancement
under consideration would be adding to the CAMEL system
an “S” component, the “S” standing for Sensitivity to Market
Risk. NCUA has indicated thatitis only under consideration
and has given no insight as to how it would be implemented or
what gutdelines would be used for the score.

What is the Extent of the Impact?

Virtually all US. credit unions will be impacted. Even those
privately insured credit unions will find that their state regulator

may informally or formally adopt this proposal once it is
ﬁnglized. Y Y P prop

A summary of the impact was estimated by NCUA in their
proFosal based on call reports for June 30, 2004 as the ?Eply
to tederally insured credit unions. The results ofy ose
estimates ate provided in Table 4 below:

‘TABLE 4
IMPACT TO NET WORTH CLASSIFICATIONS
# of NCUA Insured
Credit Unions
Based on Based on
Current Proposed
Net Worth Net Worth | Net Worth | Differ-
Categories Ratios Ratios ence
Well Capitalized 8,983 9,105 122
Adequately
Capitalized 125 42 (83)
Undercapitalized 62 21 (41)
Significantly
Undercapitalized 23 9 (14
Critically Under-
capitalized. 17 33 16
TOTAL 9,210 9,210 0
Summary

Major changes are coming in the way net worth is calculated,
the way net worth requirements are applied, and the way PCA
is administered. Implementation require congressional
approval and NCUA rulemaking; credit unions should follow

e process closely and participate wherlejl!ﬁpropﬁate. Itappears
for the most part that credit unions find the proposed
regulations less restrictive and allow more flexibility in planning
for future growth and service to members. The movement
toward a risk-based component is ultimately sensible. Itis our
opinion here at Mark H. Smith Incorporated that this proposal
will be good for most all credit unions.

Mark H. Smith Inco%)rated will ai)rovide you with a free forecast
of theimpact the N

The forecasts will be based on your December 31, 2004 Call
Report data and will include:

A propos

may have on your credit union.

e Estimated Basel net worth ratio;

* Estimated risk-based net worth ratio;

e Traditional net worth ratio;

* Comparative balance sheet matrix, showing

ow all of the ratios are calculated;

* An estimate of how IRR may impact you; and

* An estimate of your PCA classification under
the proposed changes

To obtain your free estimate without any obligation

Call us at (800) 268-7795,
Send your e-mail request to mark@markhsmith.com,

OR complete the information below and fax this page to

(801) 963-8470.
Yes, please send my free analysis to:
Name
Credit Union
Address
City/ST/Zip[

Available Approximately April 15, 2005
Requests will be filled based on the order in which they arrive,

Advertisement

ALM 101 Live Seminars

With interest rates on the rise, your credit union could be
developing higher levels of interest rate risk in order to
maintain net income and capital levels. The importance of
training and building expertise in the ALM area is becoming
more critical each day. It is imperative that all credit unions
measure, evaluate, and manage IRR. This seminar will help!

Oakland, CA May 3 Newark, NJ July 11
Los Angeles, CA May 4 Philadelphia, PA  July 12
Seattle, WA June 3 Baltimore, MD  July 14
Portland, OR June 13 Richmond, VA July 15

There are over 20 Seminars being presented nationwide in
2005.

For information on additional cities and dates

call toll free: (800) 268-7795

or e-mail us mark@markhsmith.com

We look forward to hearing from you.

WRITTEN AND PUBLISHED BY

MARK H. SMITH INCORPORATED

WWW.MARKHSMITH.COM (800) 268-7795

2860 WEST 4700 SOUTH, STE. D
(801) 963-8470 (FAX)

SALT LAKE Cr1Y, UTAH 84118
MARK(@MARKHSMITH.COM




