BANKING - THE DCU WAY

April 27, 2015

Mr. Gerard Poliquin

Secretary of the Board

National Credit Union Administration
1775 Duke Street

Alexandria, Virginia 22314-3428

RE: Risk-Based Capital Proposed Rule

Dear Mr. Poliquin,

On behalf of Digital Federal Credit Union, thankuylor the opportunity to comment on the
National Credit Union Administration’s (NCUA) RidBased Capital Proposed Rule (Proposed
Rule). As industry responses have indicated, taerenany areas in question within the
proposed regulation. These include the overdtmate for the approach being taken and
numerous technical questions related to specifi@ildeof the proposal.

NCUA'’s Lack of Authority for a Two-Tiered System

There continues to be concern regarding the NCl@athority to create a two-tiered system.
The overriding issue related to this is the legaharity of the NCUA to establish an
additional regulatory requirement related to RisBaded Net Worth (RBNW) for a “well
capitalized” credit union meeting the definition“cbmplex”. While there are numerous legal
arguments related to if the legal authority existenplement this regulation, the intent of
Congress when the law was enacted should preBaised on comment letters from Former
Speaker of the House, Honorary Newt Gingrich (May2014¥, and Former Senate Banking
Committee Chairman, Honorary Alfonse M. D’Amato (V4 20145, the current proposal is
inconsistent with the intent of Congress. Whodretitd understand the intent, than the two
congressional leaders responsible for the pasdagR d 151.

Despite the belief that this Proposed Rule goesidyhe authority provided to the NCUA by
Congress, the following comments are based orikbihlood that the NCUA chooses to move
forward with implementation of a Risk-Based Cap{RBC) rule.

! http://imww.ncua.gov/Legal/CommentLetters/CLRisk20%@7AD’'Amato.pdf
2 http://Aww.ncua.gov/Legal/CommentLetters/CLRisk20523NGingrich.pdf
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Unnecessary Reqgulation

There is no clear basis for disregarding the ctippesmpt corrective action (PCA) regulations
and adopting a completely different model. Theeseano issues identified as part of the
NCUA'’s most recent review of the regulation perfedras part of the NCUA's rolling three-
year review of regulations in 2012. This analysés performed subsequent to the NCUA’s
December 19, 2011 response, included in the Jady&@12 United States Government
Accountability Office (GAO) Report to Congress (GAQ-247§. This response by Chairman
Matz, indicated:

“It is also worthy to note that consumer creditand performed very well during
the worst financial crisis since the Great Deprssand NCUA was highly
successful overall in mitigating failures and |as® consumer credit unions.
The 85 consumer credit union failures occurred avievo and a half year period
during the height of the economic crisis. As natethe report, the level of
annualized failures is relatively low, only mardigaigher than pre-crisis levels,
and involved institutions with less than 1% of tat@dit union assets. NCUA
was effective in prioritizing our supervisory resoes during the economic crisis
to prevent the failures of larger credit uniond tteeme under stress, and in
mitigating losses for those that did...”

In late January 2013, the NCUA'’s Office of Gené&Zalinsel released the list of regulations
being reviewed, indicating “Regulations under revie 2013 include rules governing member
business loans, fair credit reporting, privacy @hgumer financial information, appraisals and
share insurance. ..... Additionally, NCUA will expaitsl review of federal credit union bylaws,
which began in 2012.” Based on this releasepitld/appear the PCA review was completed in
2012, since it was not expanded into 2013.

The NCUA suggests that the Proposed Rule was witittde more consistent with Other
Federal Banking Regulatory Agencies (Other Agencig@se overall credit union industry has
consistently been devoted to servicing their mesddferently than banks. Credit unions have
proven to be an economic force in local marketssaiténed the effects of the recent economic
downturns to its members. The overall credit unmaustry is not looking to be more consistent
with banks and has devoted time to being cooperatinature.

Asset Size Should Not Define a Credit Union as Corgx

The Federal Credit Union Act (FCUA) provides thHae NCUA may only adopt RBNW rules for
“insured credit unions that are complex, as defimgthe Board based upon the portfolios of
assets and liabilities of credit uniorfs While the increased threshold of $100 millionresents

3 http://www.gao.gov/assets/590/587409.adifited States Government Accountability OfficReport GAO-12-247 — January
2012
4 http://ww.ncua.gov/Legal/Documents/fcu_act.(lage 82)
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progress, it still disregards the composition aieds and liabilities of individual credit uniona.
more detailed definition of “complex” is warranted.

In addition to the above considerations, | reconurttie NCUA increase the proposed asset
threshold from $100 million to $1 billion. Thisréshold should be used in combination with
actual operational complexity as measured by th&JNN€ Complexity Index. The NCUA
discussed a Complexity Index as part of the suppieat information. Thus, it is proposed that
all federally insured credit unions with assetserril billion be considered non-complex, and
that only those credit unions with assets abovbilfibtn and a Complexity Index value of 20 or
higher be required to meet risk-based capital [grous.

Requirements for Capital Adequacy is Unclear

The Proposed Rule requires that “complex” credibns “must have a process for assessing its
overall capital adequacy in relation to its riskfde and a comprehensive written strategy for
maintaining an appropriate level of capital” ankde‘thature of such capital adequacy assessments
should be commensurate with the credit union’s, siamplexity, and risk-profile.” The
requirement for credit unions to have a comprelvensritten strategy poses excessive
regulatory burden to credit unions (sS&gnificant Under Estimation of the Regulatory

Burden discussed later in the letter) and the ruling sswague. There are no clear guidelines
and/or criterions of an NCUA'’s defined “compreheesivritten strategy” for credit unions and
NCUA examiners within the proposed regulation. sTigsults in inconsistently applied
requirements throughout the NCUA and its regioGsedit unions already have adequate capital
adequacy policies, processes and procedures ia, glarefore the NCUA should remove the
requirement of a written strategy from the RBC rufairthermore, this proposed requirement
appears to be a strong resemblance to the CapatahiRg and Stress Testing rules issued last
year for credit unions with assets of $10 billiamwore.

Significant Under Estimation of the Regulatory Burden

The Proposed Rule’s Paperwork Reduction Act estéimtiite additional data collection
requirements for an estimated 1,455 complex creddns to be a one-time 40 hour burden, or
$1,276 cost per credit union. The Proposed Ruds dot incorporate the estimated burden for
establishing a comprehensive written strategy faintaining an appropriate level of capital and
other changes to the credit union’s operationsrdtian data collection. The effects of this
proposal will be a much greater burden on compleritunions upon the implementation year
and for ongoing years. The NCUA's final rule onp@al Planning and Stress Testing estimated
750 hours of paperwork burden in the initial yermdl 250 hours in subsequent y&ars

Other than submitting a plan to the agency, inislear how the requirements of this proposal
differ from the final rule on Capital Planning aBttess Testing. Using the cost estimate
previously utilized by the NCUA, a more reasonadémate (compared to zero) would be
$23,926 per credit union or $34.8 million to thdustry for the initial year of the final RBC

5 http://www.ncua.gov/Legal/Documents/Requlations/FIR40424CapitalPlanningStressTesting (Rige 24315)
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rule. Additionally, there would be an ongoing aahcost of $7,975 per credit union or $11.6
million to the industry. Over a five year peridde cumulative cost to the industry would be
approximately $81.2 million.

Decrease the Minimum Capital Requirement

The NCUA'’s effort to decrease the minimum RBC regmient from 10.5% to 10.0% in the
revised Proposed Rule is appreciated, but furmduation is necessary. The NCUA'’s basis for
the minimum capital requirement was mainly derifredh Other Agencies’ regulation. The
ruling does not consider the uniqueness of craddns when deriving the minimum RBC
requirement.

The overall credit union industry is not lookinglte more consistent with banks and has devoted
time to being low-risk, cooperative institutionghe strong performance of credit unions
throughout the financial crisis demonstrates tlere need for significant RBC requirements.
This is consistent with Chairman Matz’s statemarthe GAO Report to Congress (GAO-12-
247) as referenced above. The NCUA should furdieerease the minimum RBC requirement
prior to implementation of a final rule.

Implementation of the Final RBC Rule Should be Beyied 2019

Thank you for recognizing an effective date of ¢éggim months was not reasonable. The
Proposed Rule has an effective date of 2019, aioappately four years. It is unclear when the
NCUA will implement the changes needed on the Ralport system to require information for
calculating the RBNW under the final RBC rule. @tlgencies provided seven years with a
phase-in requirement. Should the NCUA choose mtimoe utilizing Other Agencies as a
guideline for this Proposed Rule, the final rulewl have a similar seven-year implementation
period or beyond.

The year of the liquidation of the Temporary CogierCredit Union Stabilization Fund
(TCCUSF), which is scheduled to occur in 2021, #théwe an additional consideration for the
NCUA to further delay the implementation of thealifRBC rule. The final rule’s
implementation date should coincide with TCCUSHiligtion to enable this distribution to
become part of the calculation in determining alitnenion’s RBNW.

Align Risk-Weights for Credit Unions Not Banks

The revised RBC Rule from the original proposal imasny positive changes, such as the
removal of the cap for the allowance for loan Ieszed changes to real estate loans risk-weights.
Nonetheless, many of the risk-weights within thegmsed regulation continue to warrant further
evaluation. The NCUA ignores the unigueness alitteions and how credit unions handled

the effects of the recent economic downturns tagsnbers. Credit unions are known for
promoting and conducting responsible lending andageng its financial statements. The
diversification and growth opportunities providedthe cooperative nature of credit unions
provide a sustainable future for the industry drelrhembers of credit unions.
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The Proposed Rule is inconsistent with Congresgsction that “design of the risk-based net
worth requirement should reflect a reasoned judgraleout the actual risks involvefl. The
following outlines risk-weight concerns under thepbsed Rule that require additional attention
and reevaluation.

Real Estate Loans

The Proposed Rule risk-weights the entire reakestartfolio with consideration of
concentration risk of the portfolio to total assetshe credit union. The Proposed Rule does
not consider the types of real estate loans waheredit union’s portfolio. For example, a
credit union’s real estate portfolio’s adjustaldeerloans and/or shorter term loans, such as
10-year fixed rate loans, have far less risks tharportfolios’ 30-year fixed rate loans. The
Call Report currently has information disclosed@ine level of detail for a credit union’s

real estate portfolio. Therefore, the NCUA shduldher segment a credit union’s real estate
portfolio to then risk-weight the varying risks tih a credit union’s real estate portfolio.

Credit Union Service Organizations (CUSO)

The Proposed Rule risk-weights an unconsolidategsiment in CUSO at 150%. The
comparison of such a credit union investment tce©&ygencies investments is not
justifiable. | recommend a maximum 100% risk weilght a CUSO investment. This would
be consistent with the risk weight assignment dank to CUSOs.

Mortgage Servicing Assets (MSA)

The revised Proposed Rule did not change MSA’swisight of 250%. The NCUA should
decrease the risk-weight of such an asset as shigjhaveight does not accurately reflect the
risk to capital of a credit union. Additionalljy@d NCUA should consider the two alternative
methods of carrying MSA under generally acceptexacting principles. A credit union is
allowed to account for MSA at fair value or at tbever of cost or market. Using either
methodology, the maximum value would be reflectetha market value. In either situation,
any reduction in market value or impairment wouddréflected as an earnings adjustment to
reflect any deterioration in value.

Treatment of Mutual Fund Investments

The “full look-through” approach described in th@posed Rule fails to apply risk-weights
to mutual fund investments in a consistent manméné holding of the same securities by
credit unions directly. For instance, a creditwmihat holds “U.S. Treasuries and
Government Securities” would assign a risk-weigh2% to such holdings. In contrast, an
investment fund, with similar U.S. Treasuries ara/&nment Securities, would have a risk-

6S. Rep. No. 193, 105th Cong., 2d Sess. 13 (1583¢p.)
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weight of 20% assigned to this asset. This digparithe treatment of the same asset when
held by two different entities unnecessarily distnates against a credit union’s investments
in mutual funds by penalizing the credit union aaking the same investment indirectly that
they could otherwise make directly. Further, tbdeal layer of risk that the Proposed Rule
assumes will be present for indirect investmentsisa factor with mutual funds. Mutual
funds provide daily redemption at net asset vahdegenerally provide sold share proceeds
to the investor on the next business day.

The NCUA should revise the RBC regulation so thatual fund risk-weights are consistent
with the risk-weights on the underlying instrumente suggest a full look-through
approach that is attuned to the distinctions betvweaelerlying assets that would allow low-
risk mutual funds to carry risk ratios ranging beén the 0% and 20% based upon the actual
risk ratio of their holdings.

We also suggest that the Proposed Rule be clati@ticate the timing of “the most
recently available holdings reports” that are taubed by credit unions employing the full
look-through approach for their analysis of investinfund assets.

NCUSIF Deposit

The credit union system has capitalized its owras#p, federal insurance fund, years ago. This
structure and its current value should not be ooéd. The 1% deposit made by all federally-
insured credit unions to the NCUSIF is an assetlwbihould be properly included in any risk-
based capital calculation. This amount is fulfiurelable should a credit union convert to private
insurance (where allowed), or convert its structara bank. This balance is considered an asset
in accordance with Generally Accepted Accountirgn8ards. The NCUSIF deposit should be
included in the RBC calculation.

A Separate Interest Rate Risk Rule

It is appreciated that the Board removed the pomiothe regulation associated with the interest
rate risk component. The current Supervision anahiiration process is a more adequate way
to address concerns with a small group of potentidllers. Adding additional regulatory
burden to credit unions strictly based on assetisinot necessary.

Should the Board decide to issue a proposal ifiufuee, similar to the process utilized for the
derivative rule, the issuance of an Advance NaticBroposed Rulemaking is encouraged. This
will enable the Board to receive constructive fesaky prior to a decision related to issuing a
proposal.

Other Supplemental Forms of Capital

The NCUA'’s efforts are strongly supported and urggeextend this work to incorporate
supplemental capital for all credit unions. Theahéor capital modernization continues as credit
unions experience the challenges with no alteraatior growth opportunities beyond their
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ability to generate retained earnings. Credit usiseek supplemental capital as a tool to increase
loan portfolios and other growth opportunities itsrcooperative plans and goals. If the
Proposed Rule is finalized, it should include seppntal capital within the framework of
determining the level of Risk Based Capital of @eddrunion.

In closing, thank you once again for this opportiyito comment on the revised Risk-Based
Capital Proposed Rule. | look forward to additioc@mmunication related to improving the
effectiveness of capital adequacy for credit unions

Sincerely,

S Rege—

James F. Regan
President and Chief Executive Officer
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