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FOREWORD

In the Fall of 1986 the Law Reform Branch of the Office
of the Attorney General was requested to assume responsibility
for undertaking a study of the law respecting credit
unions/caisses populaires in New Brunswick. The impetus for
the study came from two sources. On the one hand, the credit
union movement had, for several years, been making
representations to the Minister of Justice concerning proposed
reform of the existing legislation and regulations. On the
other hand, the Government had determined that it was
appropriate and advisable to undertake a general review of the
laws governing the operations of financial institutions in the
province. The first phase of that review was the study of loan
and trust company legislation which resulted in the enactment
of a new Act in 1987. The second phase was déetermined to be

that in relation to credit unions/caisses populaires.

The Law Reform Branch engaged the services of Professor
Richard Bird of the Faculty of Law at the University of New
Brunswick and Professor Norman Roy of the Administrative
Sciences Research Centre at the Univérsité de Moncton to
conduct the research of credit union/caisse populaire law and
operations. A committee of Law Reform and Justice Department
officials was established to act in a consultative capacity to

the researchers.
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The project was commenced with the preparation of a
preliminary list of suggested issues to be included in the
study. By letters dated November 6, 1986 the Minister of
Justice provided copies of the list to La Fédération des
Caisses Populaires Acadiennes, the Credit Union Central of New
Brunswick, the Stabilization Boards and each credit union and
caisse populaire with the invitation to suggest'other issues to
be added to the list. The recipients of the letters were also
invited to submit written briefs concerning such matters. By
subsequent letters dated January 29, 1987, the Minister
provided those same parties with a final list of issues that
had been revised to reflect the résponses to the earlier
letters. The Minister again invited the recipients to submit

written briefs to assist the researchers in their work.

The Minister's invitations elicited responées from La
Fédération and from several credit unions and caisses
pepulaires. Most of the caisses populaires chose to have La
Fédération represent them in the matter. La Fédération,
through the instrumentality of its Legislation Committee,
prepared and submitted very extensive briefs addressing most of
the issues that had been identified. Those briefs, together

with the ones provided by individual credit unions and caisses

../3



Vet ¥




populaires, were of considerable benefit to the researchers and
the committee of officials. The Credit Union Central chose to
restrict its brief to a criticism of the procedure governing

conduct of the study.

Requests by La Fédération and La Caisse Populaire de
Shippagan to be permitted to make verbal presentations in
relation to their written briefs were accommodated. At the
invitation of the officials committee, the President and
General Manager of the Credit Union Central appeared to present
the Central's brief referred to above and to answer questions
concerning several of the issues under study. The views which
they expressed were presented as personal opinions since the

Central had not developed any policy positions to be presented.

The research conducted by Professor Bird and Professor
Roy has been very extensive. The materials included in the
study were voluminous and were drawn from sources within New
Brunswick and from other Canadian.jurisdictions. As
experienced and knowledgeable researchers who have not been
direétly involved in either the regulation or operation of
credit unions/caisses populaires, they have been able to
approach the task with complete objectivity, without any
preconceived solutions or biases.
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While the researchers consulted extensively with the
committee of officials in the course of their research, the
report which they have presented does not purport to express
more than their findings and recommendations. It should not be
viewed as representing official policy or recommendations of
the Law Reform Branch, the Department of Justice or the
Government. Such recommendations and policy will be developed
only after interested parties have had an ample opportunity to

study the researchers' report and to react to it.

Since there are demonstrable differences of opinion
within the credit union movement in relation to several
substantial issues, it is to be expected that the researchers'
recommendations will not be supported by all interested
parties. It is to be hoped, however, that the reasons offered
by the researchers in support of their recommendations will be

duly considered and addressed in the responses to the report.

Those who wish to make representations on the report are
invited to do so in writing by June 1, 1988. The written brief
should identify the specific recommendations to which the
representations relate. Those who wish to have the opportunity

to appear in person to speak in support of their written
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submigsions should include that request when submitting their
briefs. Arrangements will be made for personal appearances

after the June lst deadline when all such requests have been

received.

Communications should be directed to:

Director of Law Reform

Office of the Attorney General
P. 0. Box 6000

Fredericton, N. B,

E3B 5H1

Telephone: 453-2668

Bagil D. Stapleton, Q.C.
Director
Law Reform Branch
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CHAPTER I

Philosophy of the Credit Union/Caisse Populaire Movement
and Direction of Report

Credit Unions and Caisses Populaires are the financial arm of the
cooperative movement. Like other cooperatives, at the heart of the movement is
the guiding principle of seif-help. Through mutual cooperation, those members
of the community (bonded together geographically or having a common bond of
occupation or association) having surpius money can make it available to those
in need of money. The former are encouraged to save and the latter are
provided credit under mutual administration to their mutual advantage. One
group is to receive a fdir rate of return on their savings while the other is
provided credit at reasonable rates of interest. This central idea of an
organization founded on the principle of self-help rather than profit has
traditionally been a primary feature of the credit union/caisse populaire
movement. Should there be surplus earnings from tliis arrangement, they are
distributed back to those that created them in the form of patronage refunds to
the borrowers and patronage dividends to the lenders. Either way, any surplus
belongs to the members.

Management and membership in credit unions and caisses populaires are
strictly along democratic principles. Share capital requirements are usually
kept at a minimum to encourage individuals to join the movement. Thus, for a
nominal amount (usually $5) one can become a member of a credit union or caisse
populaire. Through the rule of one person/one vote rather than control based

on investment, management along democratic principles is assured.



Sometimes credit unions and caisses populaires extend cooperative
principles into the community through education. As such, the movement often
plays an important social role in the community, not only in the financial
field, but in all aspects of life. This has been particularly true in the
Acadian sector of the Province.

While credit unions and caisses populaires are part of the
cooperative movement, they are also a significant part of Canada's financial
system. They compete with the "four pillars" of the system. The four pillars
have beén identified as the chartered banks, insurance companies, trust
companies, and securities firms. The differences between the four pillars and
credit unions and caisses populaires have, with time, become less and less
clear and the latter are sometimes referred to as "near-banks". The more that
these institutions offer similar services and actively compete with one
another, the more arguments that can be made for a similar legislative
framework. Credit unions and caisses populaires as deposit-taking institutions
often resemble their branch bank counterpart with chequing accounts, daily
interest savings, and automated teller machines. In fact, it appears that the
latter twe originated in the credit union/caisse populaire movement. -Just as
there has been concern to protect depositors in the other financial pillars,
similar concern has existed in the credit union/caisse populaire movement. In
addition, as the competitive element has spread among the four pillars, so too
has it affected the credit unions and caisses populaires. To some extent they
are competing for the same deposits and, to be competitive, they must be able
to offer conetitive services at competitive prices. Such competition‘often
influences attitudes towards such topics as investment powers, loan policies,

patronage dividends, liquidity and deposit insurance,
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While credit unions and caisses populaires have much in common with
the other financial pillars, there are important differences. In the case of
the other financial pillars,‘the services are provided by the owners of capital
who put their money at risk to provide services to others for profit. For
example, in the case of loan companies, New Brunswick legislation réquires the
minimum paid up capital to be $3 million. The purpose of such a requirement is
to provide a measure of protecticn to depositors. That protection results from
the rule that should some of the loan company's investments and leans prove to
be bad or uncollectible, it is the shareholders who will first suffer, not the
depositors for, in the case of liquidation, the depositors will be paid back
before the shareholders. On the other hand, should there remain a surplus, it
will belong to the sharehoiders. In the case of credit unions and caisses
populaires, the depositors are also the shareholders. ﬁere it 1s somewhat
artificial to think of a person's share capital or surplus earnings as
providing a measure of protection for one's deposits. If a member has $5 in
share capital, $95 on deposit and if his share of the undivided surplus is g5,
the member has $105 at risk no matter what nomenclature is used. As long as
the shareholder and depositor is the same person, share capital requirements do
not serve the same purposes as in many other institutions. This aspect, that
the depositors are also the owners of the share capital and surplus, creates
the greatest problem and, concurrently, the greatest challenge to the credit
union/caisse populaire movement in meeting the competition of the other
finanecial "pillars".

The philosophy of the cooperative movement and its position in the
financial system is also relevant when considering the regulatory framework in

which it is to operate. On the one side there is the argument that credit



unions and caisses populaires, as self help organizations that are owned by the
lenders and borrowefs and managed by them should, for the most part, be free to
act in their own self interest. Any regulation should be facilitative rather
than restrictive so that they may grow and develop as their members best see
fit. TFrom this viewpoint, credit unions and caisses populaires are like any g
other cooperative and if one followed this philosophy completely, one might
even make a case for bringing credit unions and caisses populaires under the
more general Cooperative Associations Act.

However, mést agree that any deposit-taking institution should be
subjéct to greater regulation and more stringent control than other
organizations. The main reason is to assure, as much as possible, that the
savings of an individual that are put on deposit will be there when that : g
individual would like their return. In one sense, because there is no separate
fund of owner's capital to protect depositors in credit unions and caisses
populaires, control of the use of funds put on deposit is all the more
important. On the other hand, one can argue that since every member has an
equal say in the management of the credit union or caisse populaire he should
be allowed to decide, in his own self interest, how the funds are to be
managed.

In the past, the approach has been, and should continue to be, to
allow credit unions and caisses populaires as much as possible to develop in
the manner they think best in the cooperative tradition. Pursuant to this f
philosophy, unless there is a good reason to the contrary, the principle of
personal freedom to decide one's own destiny should prevail. The case to the
contrary to this approach appears to be based on the growth of some credit

unions to near bank status. It would appear that some view their deposits with



a credit union as an alternative to a bank and the share requirements a mere
technical formality. Such depositors are willing to leave the matter of
management to professicnals hired by the credit union or caisse populaire and
have come to expect dividends as a matter of right, whether profits are earned
or not, just like the interest one would receive at a bank and also to have
their deposits and share capital fully insured. To be competitive with other
financial institutions, this attitude may require that credit unions and
caisseés populaires offer services that are as equally attractive, in other
wotds, as much depositor protection as their competitors. The expectations of
and the role to be played by government depends in large part, on which view
one holds of the movement. In a truly cooperative setting, little regulation
may be necessary for the movement to flourish. From the near bank view,
substantial regulation (and possibly deposit guarantee) may be necessary to
maintain depositor confidence. In either case, there are limits which no
prudent credit union or caisse populaire would go bevond. In the interest of
the movement, it is proposed to define those limits as much as possible and
maintain supervision of them to assure the public that tﬁese limits are not
exceeded. Apart from those limits, it is recommended that the credit
union/caisse populaire movement be encouraged and permitted to provide and

develop financial services for its members in the cooperative tradition.



CHAPTER 2
Protection of Deposits

I. Loan Policies

The primary objective 6f credit unions and caisses populaires is to
provide a means of savings and to provide lcans to their members at reasonable
rates of interest. These funds are obtained from a variety of sources,
including loans made to the cyedit union or caisse, share capital and most
importantly, from deposits made by members. The desire to accommodate the
needs of members requiring a loan must be weighed by the credit union or caisse
against its obligation to protect the assets of depositors. A good loan
portfolio will provide a return for depositors, a bad portfelio could mean the
loss of a depositor's savings. In fact, the loan portfolio is the single most
important asset of the credit union or caisse populaire. In 1986 loans
accounted for 79%Z of ail credit union and caisse populaire assets or 86% of
share capital and deposits in New Brunswick. (New Brunswick Credit Unions,
Annual Report, 1986) By comparison, all other controls and regulations
designed to protect depositors are of relatively minor importance. In theory,
a sound loan portfolio should make most other regulatory restrictions

superfluous,

A Diversification

In general, the granting of loans is a policy decision that should be
left to the individual credit unions and caisses populaires. Proper training
and good management practices are more likely to bring about the success of a

credit union or caisse populaire than anything else. However, it is not



inappropriate to establish the outer limits that no credit union or caisse
populaire would prudently go beyond if the best interests of depositors are to
be taken into consideration. The current philosophy towards prudent management
is to maintain a diversified portfolio so that should a certain categéry of
loans prove to be uncollectible, it will not cause the insolvency of the credit
union or caisse. This diversification is effected by limiting the size of
loans to any one member (limitations both in absolute terms as well as a
percentage of assets); by limiting the size of loans that can be made without
security (presently referred to as character loans); by restricting the size of
certain types of loans and the total amount of loans of that type that can be
made (e.g., business loans).

The reason for maintaining a policy of diversification becomes
obvious when one considers that if members are going to receive their full
deposits and share capital back, losses can only be made good from profits.
Consider 10 loans of $100 each made from deposits and share capital totalling
$1000 where the borrowers are each charged interest at the rate of 107Z.
Assuming the credit union or caisse has no expenses and one loan proves to be
uncollectible in total during the year, the credit union will only have 9 loans
x $100 + 107 = $990 to meet the claims of deposits that still total $1000. The
credit union is $10 short because the loss has exceeded revenue by that amount.
Diversification spreads this risk and in doing so reduces the impact of any one
default. The security of the members' deposits is essential to the health and
success of the credit union/caisse populaire movement. Here the best interests
of the depositors and the movement merge and thus it is proposed that the rules

requiring diversification continue to be required by law.



At present, pursuant to section 44 of the Act, the Regulations divide
permitted loans into three classes: personal loans, real estate mortgage loans
and business loans. The first category has four sub-categories, three of which
relate to the manner of repayment. The fourth sub-category of personal loan,
"a loan made in connnection with farming, fishing or forestry", may be viewed
as being closer to a business loan than a personal loan (N.B. Reg. s.11l). No
more than 50% of the assets of a credit union or caisse populaire can be placed
in mortgage loans (N.B. Regs. s.12(4)), no more than 60Z in mortgage and
business loans combined (N.B. Regs. s.12(5)); no more than 20% in business
loans alone (N.B. Regs. s5.13(3)), no one individual business loan may exceed 5%
of assets (N.B. Reg. s.13(4)) and no unsecured personal loan ('character" loan)
may exceed $5000. (N.B. Reg. 14(3)).

It is recommended that new limits be enacted that would ensure at
leastAa minimum diversification of the loan portfolio of each credit union and
caisse populaire. Because these limits are likely to change over timef they
are best handled by regulation. It is also hoped that these limits will be
recognized by individual credit unions and caisses populaires as the outer
extremes and that each individual credit union and caisse populaire will
deveiop policies that will suréass these limits towards even greater
diversification.

Any limitations are somewhat arbitrary. However, tying loan limits
to equity, whether share capital or surplus has some justification provided
that one is justified in distinguishing between deposits on the one hand and
share capital or surplus on the other. For example, if one objective is to
maintain a ratio of deposits to equity of 20:1 or, put another way, equity
should be at least 3% of total assets,then prohibiting any single loan from
exceeding 5% of assets would mean that if that one loan should prove a total

loss, repayment of deposits is still possible. The previous example




ii1ﬁstrates the tenuousness of the system more than it reflects the wisdom of
choosing a figure as high as 5%. On the other hand, a JTower figure may be
impractical for small credit unions or caisses. Hopefuliy larger oneé would
always want even greater diversification and would never loan 5% of assets to
one member as a prudent management philosophy. In addition, appropriate
security should mean that a total loss should seidom occur. There is another
~way of Tooking at the 1imi£ation as well. If deposits, share capital and
surplus are Tooked upon as, in reality, one account, at interest rates of 10%,
one total loss of 5% of assets wipes out about 50% of operating revenue for the
year. Eithef way the guestion 1is approached, the 5% test as a minimum standard
is justified. The position of the chartered banks on this issue is
informative: |

The size of individual Toans is another factor in
solvency probliems. In the 1970s, many institutions
granted individua? loans that were very large. The
Inspector General of Banks, in 1982 testimony to the
House of Commons Standing Committee on Finance, Trade
and Eceonomic Affairs, revealed that there were four
lecans outstanding to a single borrower that exceeded
$500 million and 15 other JToans also in excess of %500
million to connected companies with closely

related risks. He observed that such large loans
created "fragility within the banking system," adding
that he was "concerned that the system was running

ahead of what [he] considered to be prudential

Timits." He also indicated that he had informed the
banks that total loans to any borrower should not exceed
50 per cent of a bank's shareholders’ equity and
preferred shares. In some cases, the amount of the loans
had been eguivalent to 75 to 100 per cent of the lending
bank's capital. (The major banks subsequently announced
that they were restricting loans to a single borrower

to 15 per cent, and those to associated borrowers to

25 per cent, of the bank's total capital.) "A Framework
for Financial Regulation", 1987 at p. 48).

[t is therefore broposed that credit unions and caisses populaires

not be permitted to loan more than 5% of their assets toc any one member.



The gquestion must also be asked whether prudent management would
dictate that under any loan policy, a credit union or caisse populaire should
not make loans to any one member exceeding a specified monetary amount.

For example, should credit unions and caisses populaires be prohibited from
making real estate mortgage loans to any one member exceeding, say, $100,0007
Most people would say 'no" provided that the credit union or caisse populaire
received adegquate security and concluded that it was reasonable to expect that
the mortgagor would make the necessary paymeénts to retire the loan. Unless
such a limitation were abnormally high, it might force some of the more
affluent members to take their business elsewhere. Thus, it is not proposed to

establish any general monetary limits on loan policies.

In the interests of the movement, two general points remain. Credit
unions and caisses populaires vary greatly in size, experience, personnel, and
services offered. Because they are so varied, it is virtually impossible to
draft one set c¢f rules that will adequately serve all credit unions and
caisses. It is therefore proposéd that while each credit union and caisse have
the power to draw up their own lending policies within the limits described
(for example, the lending limits imposed on managers or loan committees) these
éolicies should be subject to the approval of the new proposed deposit
insurance corporation. The second point that must be reinforced is that
legislation cannot replace good management. It is hoped that the federations
will continue to provide training and assistance in the management of credit
unions and caisses with particular reference to locan policies.

The one exception to the current rule regarding monetary limits is

unsecured {("character") loans. The present limit is $5000 (N.B. Reg. s.14).
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In at least one brief to the committee it has been suggested that this
limitation should be replaced by a discretionary power vested in the federation
to which the credit union or caisse populaire belongs te limit the maximum
amount permitted under this category on an individual basis. Complete
statistics regarding loan losses by category are not available but it appears
that character loans have not created the major probléms. It is proposed to
increase the monetary maximum to $20,000. Of course,the 5% contrcl test will
also apply so that only credit unions and caisses populaires having assets of
at least $400,000 would be able to make loans of this size. In addition, it is
recommended that with such an increase that some limitation should be placed on
the smaller credit unions and caisses populaires. To maintain maximum
flexibility, the propesal that a discretionary power to approve individual loan
policies be vested in the new deposit.insurance corporation should provide
sufficient flexibility to balance the needs of borrowers and depositors. It
should be emphasized that even though it is recommended that an individual
credit union or caisse populaire be permitted to make unsecured leans up to
$20,000, there may be circumstances where individual credit unions and caisses
populaires would not be acting prudently in doing so. It is reemphasized that
outer limits are being proposed that are not to be exceeded. Prudent credit
committees will not consider these limits as a norm.

As has been already pointed out, credit unions and caisses populaires
are currently restricted by three controls with regard to business loans.
Business loans present the greatest challenge and the greatest risks for credit
unions and caisses populaires. By entering the business loan field they are
able to fulfill a major financial service required by their members. However,

in the past, business loans have been the source of the greatest losses. It



has been estimated, for example, that in Saskatchewan, 90% of all bad debt

write-offs are for business loans (Schroeder, Dennis, Deposits Fully

Guaranteed, 1983, p. 103). In the analysis of two specific instances in New
Brunswick, business loan losses accounted for 777 and 85% of the total losses.
The reason for this high ratio to other types of loans probably relates to the
low level of recovery on the bankruptey of businesses. Because of this risk,
credit unions and caisses populaires must proceed cautiously in the commercial
lending field.

In the interests of depositors, it might be argued that business
leoans should be prohibited outright. Evaluating the risk is difficult. Many
jurisdictions have required special approval procedures with the intent of
giving commercial leans close scrutiny by knowledgeable individuais. Even
then some might question whether the expertise is available to evaluate the
risk. Also, a major business failure could have a major impact on the
financial stability of a credit union or caisse populaire. The more géneral
solution, however, is often to legislate a maximum percentage of commercial
loans permitted in the loan portfolio. The Alberta Task Force on Credit Unions
recommended the maximum aggregate of the commercial loan portfolio not exceed
25% of tﬁe total loan portfolio (Alberta Task Force Report p. 61). New
Brunswick already restricts business loans to 207 of assets and it is
recommended that this restriction be continued but also add to the category,
the present fourth sub-category of personal loans, i.e., loans made in
connection with "farming, fishing or forestry". There is the possibility that
the transfer of farming, fishing or forestry category to the business loan
category may cause the commercial loan portfolio of some credit unions and

caisses populaires to exceed the 20% limit. Thus, credit unions and caisses
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populaires must be given some time to bring their loan portfolios within the
new guidelines. It is recommended that if the new proposals put any credit
union or caisse populaire over the new limits that they be given a one year
exemption from the new requirements. Even that may not be necessary, the one
caisse populaire that was thought most likely to have a problem with the
proposed change still would be 2 percentage points under the maximum acceptable
based on its December 31, 1986 unaudited financial statement.

As the Regulations require that loans be classified as previously
noted, by implication, only those classes of loans are permitted. One brief
has recommended that a new category be authcrized, "institutional" loans.
Proposed for inclusion in this category were, among others, municipalities,
non-profit corporations, crown corperations connected to hospitals, health care
institutions, schoel boards, senior citizen homes, nursing homes, government
agencies and religious organizations. The proposed broadening of lending
powers as suggested is informative of the development that has occurred in the
credit union/caisse populaire movement. Whereas formerly the movement aimed at
providing services to individuals, it is gradually moving toward a more general
mandate and more permanent social position. It is doubtful that many of these
loans would involve any more risk than business loans (and it is obvious that
many are much less risky) and, therefore, it is recommended that two new
categories, rather than one, be created. Oné category, the less riskier group,
would include, for example, municipalities and school districts. There is no
need for special controls on lending to this group. Section 46(1)(a) of the
Loan and Trust Companies Act could serve as a guide to define this category.
The second category would include those institutions that are not government

guaranteed. For this group it is recommended they be subject to the same



overall controls as business loans until more experience is gained in this
area. It must also be remembered that these institutions must be able to
become members of the credit union or caisse populaire to qualify for the loan.
There is a trend elsewhere in Canada to require large loans and
specific kinds of loans to be approved by either a stabilization board, a
federation or a deposit insurance corpOrétion. This requirement can be
justified on two grounds. First, this second tier organization may be required
to come to the rescue of the individual credit union or caisse pepulaire should
that organization find itself in financial difficulty. This is most likely to
happen if loans prove to be uncollectible and large loans and business loans
are most likely to cause that problem. Thus, as the ultimate organization
responsible,rit is often given some control over the operations of the
individual credit unions and caisses populaires; Second, many individual
credit unions and caisses populaires do not have the resources to adequately
analyze the risk of certain kinds of loans and the centralization of those
responsibilities produces some economies of scale. On the other side, such a
requirement takes away from the local autonomy of the individual credit unions
and caisses populaires. There is a possibility that the movement, in reality,
is becoming éne organization of which the individual credit unions and caisses
populaires are being reduced to the status of branches. This may be seen as a

fundamentai change away from the co-operative principles of self-help and

democratic control. The first step in this evolution may have been the earlier

impositicn of the requirement that each credit union and caisse populaire must
beleng to a federation, a move to which at least one caisse populaire has

strenuously objected.
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Elsewhere it is proposed to require each credit union and caisse
populaire to contribute to a deposit insurance scheme that would replace the
stabilization funds. While we are conscious of the desirability of maintaining
local autonomy, the area of business and institutional loans is of sufficient
concern that overall direction by another levél in the movement is warranted.
Such overall supervision should be to the mutual advantage of the individual
depositors, individual credit union br caisse populaire and to the new deposit
insurance corporation. It is proposed to delegate to the deposit insurance
corporation broad supervisory powers regarding commercial and institutional
lending. Lending powers of each credit union and caisse would be subject
to the approval of the new deposit insurance corporation. Lending limits of
each credit union and caisse can thus be varied depending on the expertise of
the lending officers, general manager, loan committee and board of directors of
each unit. Authority can then, if desired, be varied also by type and size of

loan.

The Gunn Report suggested that in order to further diversify risk,
particularly for business loans, that credit unions and caisses populaires
should consider syndication of such loans. Not only does this have the effect
of diversification but where a federation or one credit union or caisse
populaire takes the lead, it also produces economies of scale and utilizes the
expertise of that organization in the commercial lending field that might not
be available at the individual credit union and caisse populaire level. We
- understand that some syndication now takes place. It is proposed to continue
to permit such syndication but not to require it. This will permit the

movement. to continue to develop in a manner it determines to be in its best



interest. On a technical note, such loans should not require the borrower to
obtain membership in every credit union and caisse participating in the

syndicate.

B Overdrafts
The provision by credit unions and caisses populaires of chequing

account services has led to the, probably inevitable, problem of overdrafts.
Some jurisdictions have taken the "hard" line and prohibit them (see Manitoba,
The Credit Unions and Caisses Populaires Act, Man. Stats. 1986-87, ch.5, s.45
and Nova Scotia, Credit Union Act, s.42). But even in these two jurisdictions,
exceptions are provided. Practicality and consistency are best maintained if
overdrafts are treated as unsecured (character) loans and only permitted under
the same circumstances and subject to the 'same conditioné as unsecured loans.
Thus it is recommended that section 23.1 of the Credit Unicns Act be amended to

put the approval of overdrafts on the same basis as unsecured loans.

C  Prepavment of Loans

In the cooperative spirit of promoting thriftland encouraging members
to save, it is almost axiomatic that borrowers should be permitted to repay
their loans at anytime. This right may, however, create a major {and maybe
even, the élassic) problem fer any financial institution. Successful
management requires matching the return on loans made with the returns expected
on deposits. In a market of falling interest rates, there will be an incentive
for borrowers to repay their loans to the credit union or caisse populaire and
reborrow at the lower rates. At the same time, if the credit union or caisse

has borrowed elsewhere, it may be locked-in at the higher interest rate. A



drop_in interest rates below the borrowing costs of the credit union or caisse
could obvidusly put it in a deficit position. Borrowers of money secured by
mortgage of real estate for terms in excess of 5 years now have the right to
repay their loans with a 3-month interest penalty. However, loans in excess of
5 yearg are not common.

At present, by Regulation 10(5) New Brunswick permits the prepayment
of loans without penalty, in full or in part on any day that the credit union
or caisse populaire is open for business. Manitoba has a similar provision but
with an express obligation on the part of the credit union or caisse populaire
to match the term and return of investments and loans with the‘term and return
of member deposits (The Credit Unions and Caisses Populaires Act, ss.42(2),
49)). Alberta, on the other hand, has recommended that their provision
permitting repayment be repealed. (Task Force Study, September 1985, p.60).

In one brief, it has been suggested that if the right to prepayment is to be
continued that the member at least be responsible for the administrative costs.
Mest lending institutions deduct the direct costs ef loans at the time of their
making and thus it is not necessary to enact any special provisions regarding
costs at thé time of prepayment. In any event, any such legislatidn should be
part of the general law relating to interest and credit and not part of credit
union/caisse populaire legislation.

In the cooperative tradition, it is proposed to continue to permit
members to prepay leans but it is proposed to give each credit union and caisse
popuiaire the opportunity to control this right with or without peﬁalty through

their by-laws, subject to any applicable general rules of law.



1T Capitalization, Ligquidity & Reserves
Al Capitalization & Surplus

Traditionally, share capital is intended to provide a margin of
protection for creditors of corporations against losses. In theory, if a
corporation whose financial position is properly balanced incurs a loss, the
share éapital should provide a sufficient cushion against the loss so that the
claims of creditors can still be met by the corporation. Put another way, in
the case of a loss, the share capital is the first to go. In the case of
credit unions and caisses populaires, the theory (and purpose) has become
somewhat obscured. First, because depositors must be members (and thus
shareholders) each depositor has at least two accounts with the credit union or
caisse populaire. There is his share capital account {which he might view as
also including a proportionate share of any surplus) as well as his deposit
account. It would appear that some depositors see this distinction as a mere
technicality, even to the point where they would like to have both accounts
insured. Second, even if the distinction is made and maintained, it is
artificial to say to a depositor that his share capital account provides some
protection for his deposit account. For example, if one were to require share
capital to be at least 57 of assets, this is really just saying, as a practical
matter, that for every $100 advanced by a member, only $95 can be placed in the
deposit account and the other $5 must be placed in the share capital account.
=Of course, it must be recognized that some share capital comes from members who

are borrowers instead of lenders.
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The distinction between share capital and deposit accounts is
theoretically difficult to justify. One might argue that the share capital
account does provide some protection for creditors of the credit union or
caisse pbpulaire who are not depositors. Two points are relevant here. Tirst
this is not the group with whom we are primarily concerned. The availability
of equity may, however, be important to obtain external borrowings. Second,
they may be able to have their debts paid in priority to depositors under the

Bankruptcy Act in any event. (see Laronge Realty Ltd. v. Golands Investments

Ltd. et al. (1986), 7 B.C.L.R. (2d) 90 (B.C.C.A.) In summary the only
protection that a depositor receives from the share capital account is to the
extent that the proportion between his deposit account and his share capital
account is not the same as other members. The less the member has in the share
capital account relative to other members, the more protéction he is afforded.
For profit making institutions this is not the case. Share capital
of owners does provide a measure of protection to depositors. There appears to
be a general trend towards the objective that share capital equal, at a
minimum, 5% of assets for such financial institutions. The popular view of the
proper relationship between debt and equity for financial institutions is 20:1,
or, in other words, equity of 5% (See Canadian Bankers Association Brief, Jan.
23, 1987). This ratio is thought to create scme confidence in the public that
upon making a deposit, the deposit has a measure of protection. To ask a
credit union member to, in some fashion or another, put up that 3% equity is,
in reality, another way of saying that we want to use $5 of every $100 of
member's assets to protect the other $95. Unless the $5 comes from some source

external to the member, the protection is illusory. To the extent a member
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does not see a propertionate share of the surplus account as his own, the
retention of these funds can provide a measure of protection. This is the
compromise approach taken or recommended by most other jurisdictions. Both
Ontario and Manitoba have set an objective of capital and surplus constituting
5% of assets for credit unions in those jurisdictions (See Ontario, Program for
Change, August 1986, p. 5; Manitoba Discussion Paper, Manitoba Cooperative
Development Issues and Recommendations, N.D., p. 22)}.

The practical difficulty such an objective creates is that the
retention of such surplus can oniy come at the expense of patronage dividends
and patronage refunds. Thus it is not uncommon to give individual credit
unions and caisses populaires considerable time to build the reserves. The
Ontario‘Report, Program for Change, August 1986 proposed to build the capital
and surplus of credit unions and caisses populaires to 5% of assets over a five
year span (Report p.5). Following consultation with the movement, the plan has
been modified to aim for capital to constitute 27 and surplus to be 37 no later
than 1997. The proposal also "includes an exemption clause to use when the
required level is unattainable' within the 10 year time period. (Modification
to Proposal for Change, March 27, 1987, p.2).. Until such levels are reached
207 of net earnings before dividends will be required to be contributed to
surplus each year in order to attain surplus levels in accordance with
regulations. (Ibid., p. 2) In conjunction with this, Ontario has proposed
that share capital not be covefed by deposit insurance. To augment this
position, Ontario intends to define capital as shares held as a condition of
membership.

Since share capital can be withdrawn at any time by the meﬁbers, we
have questioned the wisdom of including such capital as part of the protection

reserve requirements. It has been suggested that the reserve requirements be
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made up solely frem surplus. Such a practice might 1imit the payment of
dividends and patronage refunds, but would certainly increase confidence in the
protection offered to members with regards to their deposits.

As of December 31, 1986, the surplus accounts of all of credit unions
and caisses populaires in New Brunswick were 4.02%Z and 4.177 of total assets
respectively. These figures include the guarantee reserves, undistributed
surplus aﬁd advances to the mutual aid fund, but do not include the current
surplus accounts, since these amounts are reported on a before dividend basis.
However, since these funds were probably not wholly distributed in the form of
dividends or rebates, the above percentages could be siightly higher. We
should also point out that allowances for doubtful loans are included in the
guarantee reserve -accounts. In the future, we recommend that such allowances
be accounted for as direct charges against current income and thus will not be
considered as part of the guaranteé reserve. We think that, since‘the amounts
which have been advanced to the mutual aid fund are completely recoverable, and
in fact will be returned over time (see recommendation re contributions to the
Deposit Insurance Corporation), these amounts should also be considered as part
of the surplus.

Given the above figures, we think that an objective of building the
surplus accounts of credit unions and caisses populaires to 5% of assets over a
reasonable time span (i.e., 5 years) seems realistic, and such a requirement
should not impose unreasonable restrictions on the payment of patronage
dividends and patronage refunds to‘the members.

What the objective means in reality is that in the self-help
tradition, the movement collectively should use some of their undistributed

earnings to protect the actual savings (i.e., deposits) of all members. It
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means that in good times members must forego some dividends so that if there
should be bad times, their savings have some shield of protection. This shield
would be that the first 57 decrease in assets (i.e., losses) would come from
capital and surplus rather than deposits. This would help to put credit unions
and caisses populaires on a similar basis in meeting comﬁetition from other
financial institutions for deposits.

It is recommended that New Brunswick credit unions and caisses
populaires be required to build their undistributed surplus to 3% of assets
over a fivg vear span. Until such levels are reached, it will be necessary to
require that credit unions and caisses populaires contribute a certain amount
of their net earnings before dividends to surplus each year in order to attain
tﬁe required reserves. The aforementioned Ontaric requirement that an amount
equal to 207 of net earnings before dividends be contributed appears, at first
glance, adequate. However, the 207 contfibution will only attain the required
5% level under certain specific circumstances. For example, if we consider the
case of a credit union or caisse which has $1,000,000 of assets, the 207
requirement will only achieve the required 5% level within the five year limit
if the following two conditions exist.

1 = The credit unjon or caisse earns a net return before dividends of at
least 57 of total assets (i.g., $50,000 of net earnings).
2 - The assets of the'credit union or caisse do not increase.

In such a case, the 207 yearly contribution of $10,000 will enable
surplus to attain the required 5% of assets level (i.e., $50,000) within the
five year limit. JOf course, any credit union or caisse whose net earnings
before dividends are greater than 5% of assets, and, whose asset growth is
static or minimal, can attain the 5% required surplus level well within the

five year limit. However, such would not be the case for credit unions or

sy
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caisses populaires whose net earnings before dividends were less than 5% of
total assets, or, who are experiencing asset growth.

Contributions to surpius based on total asset value rather than net
earnings would eliminate most of the problems referred to, for example, a
yearly contribution of 1% of total assets will achieve the same resuit as the
20% of net earnings approach for any credit union or caisse whose asset growth
is stati¢ or miniﬁa1. However, unlike the 20% of net earnings approach, a
simple model can be devised for those credit unions and caisses populaires
whose’asset growth is more than minimal. The model is illustrated by the

following Table I and further confirmed by Table II in Appendix A.

TABLE 1 Yearly percentage contribution (Percent of total assets) required in

order to attain a surplus level equal to 5% of total assets within

five years
| % Asset % contribution % asset % contribution
Growth to surplus © growth to surplus
g - 2.5% 1.0% : 25.01% - 30.0% 1.6%
2.51% - 5.0% 1.1% 30.01% - 35.0% 1.7%
5.01% - 10.0% 1.2% : 35.01% - 40.0% 1.8%
10.01% - 15.0% 1.3% 40.071% - 45.0% 1.9%
15.01% - 20.0% 7.4% 45.01% - 50.0% 2.0%
20.01% - 25.0% 1.5%

We therefore, recommend that until the undistributed surplus attains

5% of assets, every credit union and caisse populaire be required to contribute
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from their yearly net earnings before dividends, to their undistributed surplius
account, an amount equal to at least 17 of total assets.

The actual percentage contribution would be determined in compliance
with Table I, subject to exemption by the Registrar, based onr the percentage’
growth in assets for each credit union and caisse populaire. (For a more
detailed illustration of the model, see Appendix A).

Concern was expressed that the 57 requirement for some caisses
populaires and credit unions is not attainable within the five year limit and
that for others, it would seriously limit the rate of dividend that they could
pay to members. Based on the information contained in Table II as of December
31, 1986, 28% of the caisses populaires and 30% of the credit unions had
reserve accounts that were equal to approxiﬁately 5% of their total assets.
Table II further indicatas that SGZ of the caisses populaires and 65% of the
credit unions had reserve accounts equal teo at least 37 of total assets. It is
understood that the implementation of the recommendation with respect to
doubtful accounts would result in a reflection of lower percentages of reserve
levels than those set out in Table II. Nevertheless, even when one takes into
account that the percentages reflected in Table II include the Guarantee
Reserves for doubtful accounts without a concurrent adjustment for doubtful
accounts,for those credit unions just referred to, a reserve account equat to
5% of assets within five years would seem attainable without imposing undue
hardship on their ability to distribute adequate returns to their members.

It has been suggested to us that the portion of undistributed surpius that is
required to be placed in the reserve account may be circumvented by a credit
union or caisse populaire avoiding having any surplus by paying interest on
deposits rather than patronage dividends and thus not included in the
calculation of surplus for the purpose of determining the required contribution

to the reserve account.
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Table II. Caisses Populaires and Credit Unions Reserve accounts as a
Percentage of total assets as at December 31, 1986, including the

guarantee reserve. 1

52 + 4-4.97 3-3.97 2-2.9% 1-1.9% 0-0.9% Deficit Total

Caisses Number 24 21 25 10 7 87
Populaires |Percentage |27.58 24.14 28.74 11.49  8.04 100%
Credit Number | 11 9 4 7 5 1 37
Unions Percentage|29.73 24.32 10.81 18.92 13.51 2.70 1007

1. The data appearing in this table was collected from December 31, 1986
unaudited financial statements. It should be noted that the data includes the
Mutual Aid reserves, undivided earnings and other reserves, and includes the
Guarantee reserves for doubtful accounts without any adjustments for doubtful
accounts, and does not include current surplus for the year.

For some caisses populaires and credit unions, it may be difficult to
attain the required 3% of assets level within the five year limit. It is
recommended that the registrar be authorized to permit a caisse populaire or
credit union to defer making any or all of the allocation to surplus if undue

hardship is established. Any such deferral should be noted in the financial

statements.
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It should also be noted that the 57 capitalization requirement would
mean that a credit union or caisse populaire would not be permitted to pay
dividends where by borrowing funds or accepting new deposits it would not be

maintaining the required 5Z capitalization level.

B. Share Capital and Membership

| It has been suggested that the movement might be better served if
individual membership in a credit union or caisse populaire were increased from
the traditional $5 share to $50 or $100 and that a credit union or caisse
populaire be required to have 500 members before it be permitted to carry on

business. This proposal has merit if share capital is seen as providing

depositors some protectien from losses. It has particular advantages whe:e the

credit union or caisse populaire has no surplus in the initial year of
operations. We think, however, that the protection is illusory if the persons
providing the capital are the same as the ones making the deposits. We
therefore do not recommend requiring such but the law should be clear that
individual credit unions and caisses populaires can impose such terms if they
should so desire. By not imposing a membership requirement greater than the
present 10 members possible further expansion of the movement is encouraged.
It is recommended that if a credit union or caisse populaire chooses, it can
have its share capital included in the calculation.of the proposed 57 reserve
requiremeﬁts. However, should it so choose, the share capital ghould not be
-paid back to the members until it is replaced by other share capital (by new
memberships) or by the allocation of surplus to the reserve account.

One brief alsc recommended that the legislation shpuld permit an

associate class of membership. The purpose of such a class is to allow

[T
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individuals who at one time met but no longer meet the membership requirement
of residence or common bond of occupation or association (see Credit Unions Act
s.18). It has been said that some persons who leave the territory or bond are
no longer eligible for membership but would like to continue their affiliation.
Some jurisdictions (Manitoba for instance) permit such individuvals to maintain
associate membership. They are given all the privileges of members except
voting and holding office. In Manitoba the number of associates may not exceed
1/4 of the number of full members. In our opinion, the problem can just as
easily be handied by making it clear that the membership requirement must be
met at the time of taking out the membership and not a continuing one and thus
enabling the credit union or caisse to grant every member the right to
participate in the management of the credit union or caisse. However, if a
credit union or caisse wants to require resignation when a member leaves the
common bond, it should be permitted to do so by by-law.
c. Patronage Dividends

Patronage dividends have been the traditional way that the
cooperative movement has rewarded those who have taken part in the system.
Where operations produce a surplus, it can be shared in the form of a rebate of
charges levied and as a dividend for those who have provided funds for
operations. One difficulty that has arisen is that some credit union members
have viewed the dividend as a substitute for interest that they wouid have
received as a matter of right had they made their deposit at a bank. With this
attitude, some members have come to expect "their dividends”.whether the credit
union or caisse has had a profitable year or not. Some credit unions or caisses
have argued that the "dividends' must be paid in such circumstances in order to

keep the depositors. The pressure to pay such dividends hinders the
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accumulatioﬁ of surplus and, at times, has even eroded capital.

At present, the distribution of surplus, declaration and payment of
dividends is regulated by section 26(3) of the Act and section 19 of the
Regulations, enacted pursuant to section 44(n) of the Act. It appears that
these provisions were intended to restrict the payment of dividends out of net
surplus. However, it appears that some credit unions and caisses populaires
have interpreted the provisions as not imposing limitations but only as an

authorization and concluded that other dividends are permitted. The result has

been the payment of dividends while in a deficit position. Sometimes a
stabilization board has made a contingent loan or a grant to enable the credit
union or caisse populairé to pay a dividend. Sometimes it has merely condoned
the payment. It is recommended the legislation be clarified to make it clear
thgt dividends are only to be paid out of surplus. To pay dividends out of

capital is an illusion. In effect the member is receiving a return of capital,

or worse, a portion of his deposit back as a dividend. If the credit union or
caisse populaire should be wound up, it would mean that those who withdrew
their share capital and deposits first would profit at the expense of others
or, more likely, a stabilization board would cover the deficit and, in effect,
underwrite the dividend. Either scenario is contrary to the fundamental

principles of financial cooperatives.

D. Ligquidity and Reserves

As a deposit taking institﬁtion, credit unions and caisses populaires
must alwayé be cognizant of the fact that at any moment in time some depositors
will want to withdraw some or all of their deposits. Obviously if all of the

depositors' money has been loaned to other members, the credit union or caisse
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populaire will not be able to meet the demand of the depositor. The movement,
however, operates on the assumption that not all of the members will want all
of their deposits at the same time. To safeguard against the possibility of a
run on depqsits there is general agreement at the national level that at least
10%Z of deposits, share capital and borrowings should be held in cash or in a
form readily convertible into cash to meet withdrawals. One brief, however,
received suggested a figure of 8%. At present, the rules regarding liquidity
in New Brunswick vary depending on the type of deposit made by the member. At
present, the actual liquidity rates maintained by the movement in New Brunswick
overall may be cleser to 187Z. Some may see this as an overly conservative
management of credit union and caisse populaire assets.

Within most jurisdictions, the assets that qualify as liquidity
investments include cash on hand, cash deposits with other financial
institutions such as chartered banks, and cash deposits with a central or
federation. In fact, one of the major functions that has been assumed by
centrals and federations is to preovide a liquidity service. The Brunswick
Central has joinmed the Canadian Cooperative Credit Society (CCCS) which
provides even greater diversification of the liquidity function. The CCCS has
introduced a policy whereby each individual credit union is supposed to keep-ZZ
of its assets in liquid form to meet daily needs, the remaining 87 is to ber
forwarded to the Central which in turn forwards at least 2% to CCCS. In
return, CCCS provides the Central with a line of credit for liquidity purposes.
It has been represented to the committee that the 10Z requirement has worked
well but that not all members of the Central have advanced 87 of their assets
to the Central but have opted to use other investments to meet their minimum

liquidity requirements. It was suggested that the 2Z-6%-27 formula should be
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legislated. We recommend against this approach on two grounds. First, lLa
Federation is not a member of CCCS and thus the formula is inappropriate for
that branch of the movement. Second, in the cooperative traditien the Central
can, if it wishes, impose as a condition of membership, that each credit union

and caisse populaire comply with the 2%Z-67~2Z% policy. We think that it is

sufficient to legislate the owverall liquidity requirements and leave it to the

individual centrals and federations to decide for themselves if they want to
impose further restrictions. We, therefore, recommend that liquidity reserves
amounting teo 10% of deposits, share capital and external borrowings be
required.

Currently, the New Brunswick Credit Union Federations Act, section
25(3) requires '"that a federation, which is not a member of C.C.C.S. shall, for
the purpose of meeting withdfawals, maintain a reserve in cash or in reédily
convertible investments equal to at least 20% of all money deposited with it.
We recommend that this requirement be increased to 25% in order to correspond
to the 2% that will be forwarded to C.C.C.S. by a Central that is a member of
this national third tier organization. For example, where a credit union or
caisse has §$1,000 of assets, it is required to maintain $100 (10%Z) in liquid
assets. In compliance with C.C.C.S. and its Central's requirements, it
forwards $80 (8%) to Central, which forwards $20 (27) to C.C.C.S. The $20
forwarded to C.C.C.S. represents an investment, equal to 237 of the money
deposited in the Central. We also recommend that regulation of the investment
of the remaining 757% o} the liquidity funds be provided for. We view it as
inappropriate to require a credit union or caisse to keep its liquidity funds
in cash and investments readily convertible into cash but permit the federation

and central to invest 757 of these funds without any control. Consideration
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may also have to be given to regulating the circumstances when deposits of
these funds in the third tier will be permitted.

The availability of this 107 liguidity reserve to the individual
credit unions and caisses populaires seems to be in doubt. One view is that
this money can never be used to meet a run on deposits because to do so would
immediately put the credit union or caisse ‘in violation of the requirement.
The "solution" that appears to be in vogue at the moment is for the central to
grant the credit union or caisse populaire a line of credit. Apparently,
drawings on the line of credit are not considered by the movement as a return
of liquidity funds but treated as an independent loan and to emphasize the
distinction, credit unions and caisses populaires must often give an assignment
of some of their acdounts recé#vable to secure the drawings on the line of
credit. We find this distinctién somewhat artificial. In our view, the
intention of the liqgidity requirement is to create a pool of funds that is
available as a source of funds to meet withdrawals of members of credit unions
and caisses populaires beyond normal cash flow requirements. However, once any
-of the 107 liquidity requirement of an individual credit union or caisse is
used to meet withdrawals of its members, then that individual credit union or
caisse populaire must then use all available assets as they come in to
replenish its liquidity level to the required 10%. TFor example, if a Central
advances funds to a credit union or caisse populaire on a line of credit, the
advance should be regarded as a return of deposits. Consequently, if as a
result of using the line of credit the individual credit union or caisse falls
below the 107 liquidity requirement, it should not be permitted without the
consent of the proposed deposit insurer to make any new loans until the

liquidity reserve hdve been replaced. In Alberta, the reserve requirement is



- 32 -

calculated once a month by dividing the aggregate of the credit union's assets
at the end of each Wednesday in the month by the number of Wednesdays in the
month and taking 107 of the quotient. This determines the reserve requirement

for the following month. We recommend New Brunswick adopt a similar procedure.

E. Allowance for Doubtful Accounts

In the past, attempts have been made to legislate the size of
deduction that must be taken to account for the eventuality of bad debts in the
calculation of surplus. The deduction being a non-cash outlay also has the
effect of increasing the reserves of the credit union or caisse populaire, at
least on a temporary basis. In the past, similar legislation under the Income
Tax Act has also been tried. Under ;hat Act, a credit union or caisse
populaire could claim a reserve deduction of 1 1/27 of the first $2 billion of
loans, plus 1% of any excess (Income Tax Act, s.137; Reg. 600). Under the
Regulations enacted pursuant to the Credit Unions Act, the credit union or
caisse populaire must deduct as a reserve 1 1/27 of all loans or an amcunt
determined by their delinquency ranging from 257 for loans 6 months in arrears
to 100% for loans more than 24 months in arrears. (Regulation 23). There has
been some dissatisfaction with a regimented reserve system. It has beén
suggested that for some credit unions and caisses populaires, the deduction is
too large in that their losses do not meet the level of the reserves required
while for others it is too small. In one discussion paper (Credit Unieon
Financial Standards, Third Draft, September 20, 1986 at p. 8) it was proposed
that the-reserve be based on the average of actual losses on loans and
investments over the past five years with a provision for extra-ordinary

losses. This proposal was apparently defeated at the Credit Union




Stabilization Funds of Canada Third Policy Conference, May 6, 1987. The
precise reason for the rejection was not given in the chairman's summary of the
proceedings but it appears that there was agreement that the pést five years
experience is not necessarily a good predictor of the next five years because
of the important role that the general economic climate plays in determining

losses.

The Tax Reform 1987 package proposes to repeal that part of section
137 of the Income Tax Act that outlines the 1 1/2% and 1% deductions and place

all financial institutions on a similar basis.

The proposed changes to the tax treatment of doubtful
debts place all financial institutions (and others part
of whose ordinary business includes the lending

of money) on a consistent basis. The permitted reserve
deduction in respect of doubtful debts arising from loans
made in the ordinary course of business will now be
related to the actual loan loss experience of the financial
intermediary. The formula provision for trust and loan
companies (section 33 of the Income Tax Act), credit
unions (section 137) and life insurance companies
(section 138) will be repealed.

Doubtful debts may be established, depending upon the

nature of a loan, on the basis of a leoan-by-loan
examination, or, where this is not feasible, on a .
pooled basis.

Where a financial intermediary establishes a doubtful

debt reserve in respect of aged pools of non-performing
loans taking into account historical recovery rates,

a full doubtful debt reserve will be permitted provided

the criteria set out by Revenue Canada in Interpretation
Bulletin 442 are met and the amounts are reasonable.
Similarly, a full deduction will be allowed for the general
provisions required by the Inspector General of Banks with
respect to loans made to borrowers in a group of 34 heavily
indebted countries.

In cases where the reserves are based on an analysis
of individual loans with unique characteristics and
circumstances, it may not be possible to useé a pooling
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~approach to take into account an historical recovery rate.
In- such cases, the full deduction of a reserve for any
particular loan can provide, in aggregate, a reserve

in excess of eventual losses experienced, even though the
deduction taken in each particular case is reasonable

in the circumstances. Though subsequent recoveries

are included in income for tax purposes, the taxpayer
may have benefited from a tax deferral. A prescribed
recovery rate will be established to reflect the average
rates that have been observed historically, in order

to provide a mechanism for eliminating the deferral of
tax while taking into account differing circumstances

in an administratively manageable manner.

The proposals apply with respect to taxation years
beginning after June 17, 1987 and ending after December
31, 1987. Income Tax Reform, 1987, June 18, 1987,

p. 122-3.

The general requirement under the Income Tax Act in the future will be to
permit a deduction that more accurately reflects losses. This is in accordance
with generally accepted accounting principlgs. We recommend that this be a
requirement under the Regulations of the Credit Union Act rather than the
current. requirement providing a formulated allowance to be allocated to the
Guarantee Reserve. The allowance for doubtful accounts would, therefore, be
subtracted from the value of the loan portfolio. Paragraphs 22 and 23 of
Interpretation Bulletin IT-442, February 11, 1980 gives some guidance as to

what is, and what is not acceptable in making this determination:

22. The requirements in respect of a reserve for
doubtful debts claimed under paragraph 20(1)(1) are
the same as those specified in paragraph 20(1)(p) for
bad debts as summarized in 1 above, except as to
the degree of doubt concerning the collectibility
of the debts. For a debt to be classed as a bad
debt there must be evidence that it has in fact
become uncollectible. For a debt to be included

in a reserve for doubtful debts it is sufficient
that there may be reasonable doubt about the
collectibility of it. Many of the comments in 1 to
13 above regarding bad debts, appropriately

interpreted, apply equaily to a reserve for doubtful
debts.
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23. For a taxpayer to establish that a reserve for
doubtful debts is reasonable in amount it is necessary
to identify the debts that are doubtful of collectien,
having regard for such indications as the period of
arrears or default, the financial status and prospects
of the debtor, the debtor's past credit record both with
the taxpayer and, if available, with other creditors,
the value of any security taken and any other factor
that is relevant in judging the debtor's ability

or willingness to pay. Once having identified which
debts are doubtful, the maximum amount of the reserve
should be calculated based on an estimate as to what
percentage of the doubtful debts will probably not be
collected. This calculation should preferably be
based on the taxpayer's past history of bad debts,

the experience in the industry if that information is
available, general and local economic ceonditions, costs
of collection, etec. This procedure may result in a
reserve being calculated as a percentage of the total
amount of the doubtful debts or a series of percentages
relating to an age-analysis of those debts. However,

a reserve that is merely based on a percentage of all
debts, whether doubtful or not, a percentage of gross
sales or some similar calculation is not considered

to be a reserve determined on a reasonable basis

as required by paragraph 20(1)(1).

ITI. The Second and Third Tiers
A, Centrals and Federations

Over time, a second level of organization has evolved in the credit
union/caisse populaire movement. Today individual credit unions and caisses
populaires are required to join an association of credit unions and caisses
popuiaires known as a Central or Federation. (See Credit Unicns Act, s.4)
There are tweo such organizations in New Brunswick. La Federation des Caisses
Populaires Acadiennes Limitee and the Credit Union Central of New Brunswick
Limited. Federations or centrals have evolved to serve three main purposes.
First, by joining together, most credit unions and caisses populaires have

found that such an association can provide services to the credit unions and
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caisses that they could not have afforded individually or, at least, provided
at lower cost.

Second, the federations and centrals have served as an organization
in which ‘the credit unions and caisses can pool funds necessary to meet their
liquidity requirements. In this regard Brunswick Central belongs to a national
(the third tier) organization, the Canadian Cooperative Credit Society (CCCS),
where provincial organizations further pool their resources to maintain an even
larger liquidity pool. La Federation does not belong to a similar
organization. In most Canadian jurisdictions there appears to be agreement that
a prudent credit union should have 107 of its assets in liquid form in order to
meet withdrawals. As discussed earlier, under this policy, individual credit
unions and caisses populaires that are members of a.federation that is a member
of CCCS are expected to maintain 2% of their assets within their own
organization and place the remainder with the central or federation. The
central cr federation holds 67 of all provincial assets and forwards the
remaining 2% to CCCS8. The pooling of liguidity is thought to have two
advantéges. To the extent the Central or Federation is willing to advance more
_ funds to an individual credit union or caisse than it has on deposit with the
central or federation, the individual credit union or caisse is in a stronger
position to meet withdrawals than it would be on its own. Of course, it should
be noted that it is axiomatic that every dollar advanced to a credit unien or
caisse over its liquidity deposits and share capital in the central or
federation reduces the cash available to other credit unions and caisses in the
central or federation. There is a second potential advantage to pooling.

Short term investments (the type required for liquidity reserves) usually have
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a low rate of return. If by pooling, a group is permitted to keep a lower
percentage of these assets in short term investments, the pool may be able to
earn a better rate of return. In fact, if the poel of assets is la;ge enough,
it may be able to borrow even more money in the market at a rate low enough to
enable it to loan it to others at a profit and still meet the ligquidity
requirements -of the movement. Much of this depends on the success of the
investment policy of the central, federation, and CCCS.

The advantages of pooling of liquidity raises the gquestion as to
whether a credit union or caisse should, on this ground alone, be required to
be a member of a central or federation. In our-view, they do not. First, a
central or federation cannot be legislated to come to the assistance of an
individual credit union or caisse beyond the deposits made by that credit union
or caisse without impinging on the deposits of other credit unions and caisses,
Thus, assistance cannot be guaranteed by this means. 1In fact it has been
represented to us that in times of crisis, it has been the federations that
have come to the rescue while others have denied this. No matter who is right,
a problem of illiquidity will lead to insblvency if an institution is forced to
sell off its assets at prices helow book—ﬁalue to meet withdrawais. "It may
indeed be hard to dispose of commercial and personal loans at book value, since
it would be more difficult for another institution to evaluate those loans over
the short period of time available before the liquidity crisis turns into
insolvency." ("A FfameWork for Financial Regulation', 1987, Economic Council
of Canada, at p.46.) Insolvency problems have traditionally been left by the
centrals and federations to the domain of stabilization boards and deposit
insurers. It is obvious that on which side of the illiquidity/insolvency line
one falls may be difficult to determine. Provided tﬁe stabilization beard or

deposit insurer is willing to come to the rescue, usually as a lender of last
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resort, a liquidity crisis can be averted and public confidence maintained.
This is how we think the system should operate and would thus require

participation in a stabilization fund but not require membership in a central
or federation.

A third function served by membership in a federation is that it
qualifies the credit union or caisse as a "bank" under section 164.1 of the
Bills of Exchange Act:

164,1 In this Part, '"bank" includes
every member of the Canadian Payments
Association established under the
Canadian Payments Association Act

and every local cooperative credit
society, as defined in that Act,

that is a member of a central, as
defined in that Act, that is a member
of the Canadian Payments Association

A credit union or caisse populaire mist be a member of the association or
belong to a central or federation that is as member of the association te come
within the definition of "bank" to have the chequing provisions of the Bills of
Exchange Act apply to instruments drawn on it. It should be pointed out that
under the Canadian Payments Association Act, a credit union or caisse populaire
that is-not a member of a central or federation may still bé able to make a
private clearing arrangement with another member institution but instruments
drawn on such a credit union or caisse populaire are not "cheques" and the

rules that apply to them are unclear. {(See Canadian Pioneer v. Labour

Relations Board (1980), 31 N.R. 361 (5.C.C.); La Caisse Populaire Notre Dame

Limitee v. Moven (1967), 61 D.L.R. (2d) 118 (Sask.Q.B.)). The aspect of

chequing privileges that are now granted by credit unions and caisses
populaires carries with it a concurrent obligation to see that the public is

properly protected. This includes bringing itself within section 164.1 of the
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Bills of Exchange Act. The difficulty of not coming within section 164.1 of
the Bills of Exchange Act is discussed in Crawford & Falconbridge, Banking and

Bills of Exchange, Vol.2, 8th ed., 1986 at p.1739~40:

In addition to being a bill, however, a cheque must be
drawn upon a bank. The definition of "bank" for this
purpose was enlarged in 1980 to include every member

of the Canadian Payments Association. Prior

to that time the definition of the term "bank" in s.2

of the Act had caused an inordinate amount of difficulty
with respect to instruments drawn on incorporated deposit-
taking enterprises other than chartered banks. We have
expressed the opinion in 4801.3 that this was UNnecessary
from the beginning, but even if it was an error, it cannot
be denied that it was a very common error. A dozen courts
and even Parliament itself struggled with the proper
characterization of demand payment instruments drawn on
banking businesses other than Bank Act banks, and with
the attendant problems of ascertaining the rights of
parties to them, without the assistance of the Bills

of Exchange Act. There were various approaches to the
problem. Trunkfield v. Proctor, decided in 1901,

proposed that such instruments be treated simply as

bills of exchange. That proposal attracted adherents

but led to certain disadvantages, such as the loss of the
customer's power of countermand which was thought to

apply only to 'cheques'. Dean Falconbridge

was critical of this approach, suggesting instead that

the instruments should be regarded as 'common law cheques",
outside the Act but continued from pre-Act precedents by
virtue of s.10. That approach also found

adherents but was also found to involve hidden
disadvantages for the parties due to the supposed
inapplicability of sections of the Act that were

remedial of deficiencies in the old pre-Act common

law. Some courts remained unaware of,

and some sought to ignore the problem, but that

was technically difficult when the Supreme Court of

Canada had officially recognized its existence.

The cases are of no further practical significance
and are unlikely to be, so long as the economy does not
encourage the development of a class of unincorporated
deposit-taking businesses not qualifying for or electing
to hold the membership in the Canadian Payments Association.

Some credit unions have been able to obtain membership in the Canadian Payments

Association in order to meet this requirement even though they do not clear
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their own cheques.

The provision of services, liquidity and cheque clearing by
federations raises the question of whether individual credit unions and caisses
populaires should be required to maintain membership in a federation. At
present, section 4 of the Credit Unions Act makes membership mandatory. It has
been argued by New Brunswick's largest caisse populaire that this should be
changed. It argues that compulsory membership_violates one of the essential
principles of co-operative organizations; open and voluntary membership.
Voluntary membership gives individual credit unioﬁs and caisses the democratic
right to decide their own destiny. On the other side, it is argued that the
strength of the movement lies in the joining together of the individual credit
unions and caisses to provide the movement with a large cooperative finamcial
base that can meet the needs of today's modern society. In fact, La Federation
would go so far as to require any institution using the words "caisse
populaire" to be required to be a member of La Federation. La Federation cites
the Manitoba legislation in support of its position (see 3, The Credit Unions
and Caisses Populaires Act. (Manitoba, 1986-87, ch.5) 5.178)) The arguments
have been raised and debated before (see, for example, Poapst, Studies for

Decision Making: Towards the Development of Credit Unions in the Atlantic

Provinces (1979)) at p. 137 and Report & Recommendations of the Minister's Task

Force on Credit Unions, Alberta, September,1985, p. 109.) Because of its size,

La Caisse Populaire de Shippagan Limitee has said that it has not been able to
find much advantage to belonging to a central or federation. With assets over
$58 million, compared with $89 million for all other 36 credit unions belonging

to the Brunswick Central, there is some truth to the argument.
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Elsewhere we have recommended that a provincial deposit insurance
corporation be established that will assume the functions of the stabilization
boards which are currently adjuncts of the federations and all credit unions
and caisses populaires will be required to contribute to it. With this change,
compulsory membership in a federation is not as essential. Large credit unions
can obtain elsewhere, or even in~house, services that are provided by
federations. Also liquidity requirements need not be met by deposits (See
Credit Unions Act, Regs. S$.24(1)) with a federation (although with economies of
size, a federation should be able to provide individual credit unions and
caisses with a better return on their liquidity reserves than they could obtain
individually and maybe even greater resources to meet liquidity demands).
Finally, if a credit union or caisse populaire wants to provide chequing
privileges, private arrangements appear to be possible provided they meet
the definiton of "bank" in the Bills of Exchange Act.  Thus compulsory
membership does not appear to be necessary. We would hope, however, that in
the cooperative spirit, each credit union and caisse populaire would want rto
belong to a federation and, in turn, the federations would be able to offer
such services that each credit union and caisse would benefit from membership.
Agéin we refer to the essential principles of cooperative organizations, "All
cooperative organizations, in order to best serve the interests of their
members and their communities, should actively co-operate in every practical
way with other co-operatives at local, national, and international levels".
(The Essential Principles of Co-operative Organizations as approved by
International Co-operative Alliance, September, 1966). Open and voluntary
membership may be the best way to achieve that objective. The ability to

withdraw may constitute the best incentive for the federations to serve
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individual credit unions and caisses populaires. In addition, in the
cooperative spirit, there is no reason to give the Central and La Federation a
monopoly control over credit unions and caisses populaires along linguistic
lines. Federations should function on the same open and voluntary basis as
their underlying members. It should also be noted that the intent of the
present Credit Union Federations Act was not to create only two federations but
to provide any ten or more credit unions and caisses populaires the opportunity
to form a federation. (Credit Unions Federation Act, S.2) We think that
principle should be a guide in determining the direction of any future
legislation. However, it is recommended that a credit union or caisse not be
permitted to grant chequing privileges unless it is a member of a federation or
the Canadian Payments Association.

One corocllary problem ha§ been brought to our attention. We
understand that at present, the by-laws of one of the second tier organizations
are such that it may be difficult for a credit union or caisse populaire to
leave it. This is because the central or federation may be entitled to hold
the share capital invested by the credit union or caisse for some time after it
has withdrawn its membership. It has been suggésted that the maximum period
that a central or federation should be allowed to keep the share capital
of a withdrawing credit union or-caisse populaire be one vear. We concur with
this position.

Most other jurisdictions do not appear to require compulsory
membership in a federation but they do require individual credit unions and
caisses populaires to participate in either a stabilization fund or a depésit
insurance scheme. (See Table 3) One major exception appears to be Manitoba's
new Act which requires each credit union and caisse to join either the

Co-oporative Credit Society of Manitoba Limited or La Federation des Caisses
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Populaires du Manitoba. (See Man. Stats. 1986-87, ch.5, s.178). Saskatchewan
may have achieved a similar result by requiring credit unions to maintain an
account with Credit Union Central (See The Credit Union Regulations of
Saskatchewan, Ch. C-45.1,Reg. 1, s.4(3)). On balance, however, we would

recommend voluntary membership.

Table 3. Summary of legislative requirements or regulations re compulsory
participation of caisses populaires and credit unions to
stabilization funds and federations or centrals in the jurisdictions

of Canada
CONTRIBUTION TO
STABILIZATION FUNDS OR MEMBERSHIP IN
JURISDICTION DEPOSIT INSURANCE CORP. CENTRAL OR FEDERATION
Newfoundland Yes (Reg. 57) B No (Sec. 72)
Nova Scotia Yes (Sec.84(2)) No (Sec.111, 112)
1
Prince Edward Island Yes (Sec:42(1)) No (Sec. 37)
Quebacg Yes (Sec.40(2)) Yes {Sec.12)
(Sec.115)
Ontario Yes (Sec.12(6)) No {Sec.1?)
(Sec.96(3))
Manitoba Yes (Sec.158) Yes (Sec.178)
2
Saskatchewan Yes (Sec.249(2)(h)) Yes{Reg.1(54}(3))
3
Alberta Yes (Sec.102) No (Sec.86)
British Columbia Yes {(Sec.l4l) No (Sec.125)

L. 5.6 of the Act provides that the Rules & Regulations of the GCentral are
applicable to all credit unions whether or not they are a member of the
Central.

2. The Act specifically requires that all credit unions must deposit their
liquidity investments with the Central. In turn, the Central by-laws
provide that in order to use the "deposit services" of the Central, a
credit union must be a member of the Central. The practical effect
is that all credit unions must be a member of the Central, although the
Act does not require it directly.

3. It is understood that consideration is being given to provide for
compulsory membership but with regulatory authority to permit a credit
union to opt out pursuant to conditions to be set out in the regulations.
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At present membership in the second tier carries with itﬂthe right to
vote on the basis of one credit union or caisse populaire, one vote. It has
been suggested that this should be changed to reflect the size of the credit
union or caisse populaire. The credit union/caisse populaire movement was
founded on prinéiples of cooperation and democracy that included the principle
of one person, one vote. At the central and federation level, this has been
translated to mean one credit union or caisse populaire, one vote. This policy
is more in keeping with cooperative principles than a voting scheme weighted in

relation to the size of the members of the central or federation.

B. Stabilization Boards vs. Deéposit Insurance

While the Central and La Federation have played a major role in
providing service, liquidity and cheque clearing, the task of meeting
insolvency Eroblems has become the responsibility of the stabilization boards.
At present, each central or federation has under its direction a stabilization
fund that is intended to be used to meet any financial difficulties that an
individual credit uﬁion or caisse populaire might encounter. It is inténded
that the fund ultimately be used to protect deposits and share capital of
members. {See Credit Unions Act, s.47(1). While the movement perceives
philosophical differences,it is comparable to a deposit insurance scheme.

In the past, stabilization boards have concentrated on promoting the
financial stability of credit unions and caisses by taking over the
administration of unsound units, providing managerial assistance, and providing
financial assistance to rehabilitate individual credit unions and caisses as

well as facilitating mergers of units in financial difficuity. All of these
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methods have the result of ultimately protecting depositors. This is sometimes
contrasted with the perceived role of an insurer who merely pays out any
deficiency to depositors on the liquidation of an institution. It should be
noted, however, that this need not be the only role of an insurer and, in fact,
the Annual Report 1986 of the Canada Deposit Insurance Corporation indicates
that, "The ongoing role of CDIC as an insurer with respect to troubled members
must be preventive and timely. In plain language, the Corporation's role is
moving from that of an undertaker to that of doctor" (p.6). It appears that
CDIC has borrowed a page from the credit union/caisse populaire movement. As
deposit insurers and stabilization boards have matured, they have grown in
similarities. It is not surprising that Saskatchewan's Mutual Aid Board has
bgen renamed_tﬁe “Credit Union Deposit Guarantee Corporation'.

It is our view that consumers would prefer and be better served by
formalizing a deposit insurance system in New Brunswick and that this can be
accommodated without sacrificing the advances made in the past by the two
stabilization boards. We think the public would be better served if the two
stabilization funds were to become the New Brunswick Credit Union Deposit
Insurance Corporation/La Corporation de Assurance Depots des Caisses Populaires
du Nouveau-Brunswick. If we were starting the movement frem the beginning, we
would go even further and recommend that the liquidity and solvency reserves be
under the supervision of only one organization. It is obvious that a liquidity
crisis can lead to a solvency problem and "jurisdictional" problems between two
separate organizations would be solved with only one organization. However, we
recognize the tradition that has developed and recommend that the separation of
functions gontinue. However, we recommend one corporation to succeed the two

boards for several reasons. One main goal of insurance is risk spreading. In
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the past the credit union/caisse populaire movement in other provinces has, on
occasion encountered financial difficulties. Experience has shown that the
greater the diversification, the better able one is to meet any regional
economic downturns. We also think that one organization would create greater
public confidence. In this regard, the Canada Deposit Insurance Corporation is
instructive. CDIC is intended to be an industry financed, deposit insurance
system. In fact, with premiums at the rate of only 1/10 of 1% of insured
deposits the CDIC deficit was $1.2 billion at the end of 1986. (Canada Deposit
Insurance éorporation, Annual Report, 1986 at p. 10.) However, Federal
Government loans have enabled it to meet its obligations. In spite of this, it
has been said that CDIC is perceived as providing depositors with stability and
secutrity, and substantial experience in financial supervision. (See Addendum
to Fhe Brief submitted by Co-ovperative Financial Institutions to the Submission
by the Canadian Credit Union System on The Wyman Report: The Final Report on
the Working Committee on the Canada Deposit Insurance Corporation to the House
of Commons Standing Committee on Finance, Trade and Economic Affairs,
September, 1985) CDIC is aiming to eliminate the deficit and creating a fund
that would constitute 0.75%Z of insq;ed deposits. In contrast, the two
stabilization funds in New Brunswick are in a surpius position and presently
the surplus exceeds 1.5% of deposits and the provincial objective is to reach
37 (See Credit Unions Act Regulations, s.22(3)). This has been achieved by
levying a fee of 1/4 of 1% of deposits and share capitai. The ideal rate and
size for a secure deposit insurance system is virtually impossible to predict.
As the Brief previously referred to indicated with regard-tc a target of 1.257
- 1.50% for a credit union fund, "No reasonable projection can bhe made,

however, to cover the severe regional economic downturns experienced from time
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to time in Canada". It is clear, however, that New Brunswick's stabilization
boards have a better track record than CDIC. Yet it is thought by some that
CDIC would be the ideal solution.

The funding of deposit insurance presents great challenges to the
movement. The maximum premium rate at present appears to be 1/4 of 1% of

insured-deposits (See McGuinness and Abrams, Deposit Protection: Lessons

Learned from Recent Experience (1986), 12 Can. Bus. L.J. 185; (1987), 12 Can.

Bus. L.J. 312). Saskatchewan hopes to build their fund to 1% of insured

deposits (Schroeder, Deposits Fully Insured (1983) p.88) and at least one study

has indicated tﬁis may be too low. (Ibid., p.89). The basic problem is
classic. The more charges that a credit union or caisse populaire incurs, the
less surplus available to its members and the less attractive the movement is
to the public. At the same time the public wants security and this can only be
provided with money. Even a premium of 1/4 of 1% of insured deposits only
provides the movement with fractional coverage. OSuch insurance is founded on
the assumption that not all credit unions and caisses populaires will find
themseives in difficulty but only arsmall fraction of them and, of those, not
all of their léans will prove uncolleﬁtible. In fact, ignoring for a moment
the investment income that the insurer would earn on premiums, the assumption
is that, on average, the problem cases will not exceed 1/4 of 17 of insured
deposits in any one year. One must not lose sight of the fact that insurance
Oor a guarantee is only as good as the financial resources of the insurer or
guarantor. One deposit insurer in New Brunswick does not make it a certainty
that depositors will always receive 100% of their deposits and share capital
but it tends to reduce the risk of loss. This is even more so if the insurer

has the ability to borrow from the Province or CDIC.
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CDIC only insures deposits to a maximum of $60,000. Saskatchewan's
Credit Union Deposit Guarantee Corporation fully guarantees all deposits. The
matter raises some fundamental issues. If deposits and share capital are fully
insured, the members only have their surplus at risk. One might restrict
insurance to deposits sco that share capital is alse at risk but this would g
probably lead to members maintaining the minimum shareé capital requirement of
$5.

Alternatively, a écheme that insured a percentage (for example, 95%)
of a member's total deposits and share capital could be viewed as the best

compromise. It would recognize the reality that there is not a great deal of

difference between share capital and deposits and at the same time reinforce
that, as an institution, the credit union or ¢aisse populaire is owned by the
members and they are to the extent of 37, at risk:. To this extent the market
place would also encourage prudency on the part of the membership in the
management of the credit union or caisse, especially if such a scheme were
designed to ensure that the member's 5% was a first loss and not co-insurance.
This would also maintain the "market discipline" recommended by the Wyman
Committee on the Canada Deposit Insurance Corporation (1985). They recommended
all depositors should be exposed to some risk {suggesting 107). :
To be competitive with the other financial institutions, the Wyman
proposal is probably not acceptable. Insuring to $60,000 would put credit
unicns and caisses populaires on a similar basis and full insurance, like
Saskatchewan, would give credit unions and caisses populaires an advantage over
their competitors. Capping deposit insurance at $60,000 has the appearance of
being less expensive but if the traditional methods of stabilization are

continued by the new corporation, members will receive 100% insurance in any
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event and therefore the Saskatchewan model of deposits fﬁlly guaranteed is
proposed for New Brunswick's credit unions and caisses populaires. In
additioen to deposits and share capital being at risk, it must be remembered
that collectively the members also have any surplus left in the credit union or
caisse at risk. Thus, to this extent théy are not only co-insurers but also
are the first losers in the event of losses. Thus, indirectly, the Wyman
proposals would apply to credit unions and caisses populaires.

To be effective, we believe that the corporation, like the
stabilization boards, must have borrowing authority from the Province and
likewise, the Lieutenant-Governor-in-Council should be authorized to lend to
the deposit insurance corporation. If the recommendation for a deposit
insurance corporation is acéepted, it is suggested that the corporation pursue
the opportunity to also borrow from CDIC as, for example, the Credit Union
Stabilization Corporation (Alberta), Credit'Union Deposit Insurance Corporation
of British Columbia and the Saskatchewan Credit Union Deposit Guarantee
Corporation have done. (See CDIC Annual Report, 1986, p. 4.)

Since the movement has been successful in managing its own affairs in
the past, we believe that, as long as they continue to show good judgment, they
should be primarily responsible for their own destiny in the future. Therefore
it is recommended that management of the deposit insurance corporation rest
primarily with the movement. It is suggested that a board of directors of six
could be put in place with two members appointed by each federation and two by
the government. Some of the funcﬁions presently performed by the federations
as well as those of the stabilization boards would be assumed by the new
deposit insurance corporation. Needless to say, this will require that some

realignment of staffing between the federations and the deposit insurance



corporafion.

Funds presently held by the stabilization boards would be transferred
to the new corporation. The mutual 2id fund (See Credit Unioms Act
Regulations, s.22(1)) would also be transferred and held on the same basis that

it is presently held by the stabilization boards and subject to withdrawal by

credit unions and caisses populaires when the deposit insurance corporation's

funds reach 3% of total deposits (See present Regulation 22(3)). ?
We recommendwthat all credit unions and caisses populaires be

required to contribute to the deposit insurance scheme. The power to set

premiums should be vested in the corporation. We would anticipate that a !

premium of 1/4 of 1% of insured deposits would be the norm, consideration

should be given to providing discounts to those credit unions and caisses that

have surplus accounts totalling at least 57 of assets. This would provide each

credit union and caisse an additional incentive to meet the surplus objective.
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Chapter 3
The General Regulatory Structure

The general regulatory structure of the credit union/caisse populaire
movement is presently provided for by two statutes (Credit Unions Act and
Credit Union Federations Act) and the Regulations thereunder. Through cantrel
of the By-Laws of individual credit unions and caisses, another level of
regulation is aiso provided.  As credit unions and caisses populaires have
grown and developed, their needs have changed as ﬁe11 as their problems.
Saskatchewan (The Credit Union Act, 1985; chapter ¢-45.1) and (Manitoba
1986-87, Ch.5) have recently enacted new statutes. The central feature of
both pieces of legislation is that they are similar to the Business
Corporations Acts for those provinces. This should not be surprising. It
appears that the original credit union/caisse popuiaire legislation used the
old Companies Acts as their model. It must be remembered that all of these
legisiative provisions have as their objective the facilitation and control of
organizations and the relationship of the members of those organizations. The
rutes are also often picked up by charitable organizations as well. This is,
in part, because they have worked reasonably well, are reasonably definitive,
and are reasonably understood. The present Business Corporations Act model,
has the further attraction that it is a recent attempt to solve the
administrative problems that business organizations generally have faced and
have been adopted nationally because of their simplicity and clarity. Many of
the issues dealt with therein are facilitative and more technical in nature

than of substantive policy and thus have not
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generated much debate. From a legal point of view, however, the approach taken
by the business corporations acts should clarify a number of potential
problems. Further, judicial decisions in other areas of the law will serve as
useful guidelines for credit unions and caisses populaires. This is

is particularly trye if any new legislation is expressed in similar legislative
language. In the trust and loan company field, it has been propesed to bring
those companies under the Business Corporations Act rules by requiring them to
apply for a certificate of continuance under that legislation. (See Bill 96,
Loan and Trust Companies Act, s.3).

The credit union/caisse populaire legislation in both Manitoba and
Saskatchewan have modelled the part dealing with incorporation, including the
application, registration, name, seal and pre-incorperation conttracts on their
respective Business Corporations Act and it is proposed to do the same for New ‘
Brunswick: There are no major policy issues that have been identified in this
area. Like the present Act and unlike the Business Corporations Act, it is
proposed that the Minister will continue to have the diseretionary power to
approve incorporation of credit unions and caisses populaires.

It is also proposed that credit unions and caisses populaires have
capacities and powers comparable to other bﬁsiness corporations. This includes
clarifying the law with regard to ultra vires transactions, abolition of
constructive notice doctrine and clarifying the authority of agents, the
designation of head office, clarifying the lack of necessity of a corporate
seal and the right of access by members to credit union and caisse populaire
documents. The corporate finance, security certificates, registers and
transfers parts of the business corporations statute and is not as completely

applicable to credit unions and caisses populaires as many other areas but there
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are areas of mutual concern and applicability. The matter of lcans and
deposits will require a séparate part in the Act and these matters have been
dealt with in the preceding chapter.

Thg genefal rules regarding management and, in particular, matters
dealing with directors and officers including organizational meetings, meetings
generally, indemnification, standard of care, and conflict of interest
guidelines are as of much relevance to credit unions and caisses populaires as
they are other business corpdrations and it is proposed to ﬁse the Business
- Corporations Act as the model for the new Act. There are areas that it is
proposed to not include: e.g., qualification of directors; it is proposed to
require membership as a condition to being a director; it is not proposed to
introduce cumulative voting provisions, nor any insider trading provisions.

It is proposed to update the rules regarding the meetings of members

along the lines of the Business Corporations Act, but this will not include the

right to vote by proxy or unanimous shareholder agreements.

Einancial Disclosure and Audit

In evaluating what the financial disclosure and audit requirements
should be for credit unions and caisses populaires in New Brunswick, it became
evident that most of the other jurisdictions have adopted the requirements
found in the Business Corporations Act. The "Loan and Trust Companies Act" of
New Brunswick has also adopted these requirements (sec. 137 to 148).
Therefore, to be consistent, similar requirements are recommended for credit

unions and caisses populaires.
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The modifications are minor and involve mostly the substituting of
words, where applicable, such as 'credit union" for "company"; 'caisse
populaire” for "compagnie"; 'member" for "“shareholder"; and "Registrar' for
"Superintendent’.

In our opinion, there is one major modification which is required.
Most jurisdictions require that credit unions and caisses populaires appeint
professionally accredited auditors. We recommend that this requirement be
adopted in New Brunswick. If such is the case, sectioen 140(4) of thé "Loan and
Trust Companies Act" which reads aé follows, "A person is disqualified from

4being an auditor of a provincial company if the person is not an
accountant...", would have to be modified to read as follows: '"A person is
disqualified from being an auditor of a provincial credit union if the person

is not a member of a certified accounting association..."”.

It is not necessary that the actual audit be performed by a member of
a certified accounting association, but the audit procedure should be prepared
by, and the audit supervision should be carried out by one.

It has been suggested that the audit procedures appropriate for
credit unions and caisses populaires be defined. We think that such a task
should be left to the auditors themselves. However, since it has been pointed
out earlier that the loan portfolio is the single most important asset of the
credit union or caisse populaire, heavy emphasis should be placed on an in
depth examination of the loan portfolio in determining what should be the
generally accepted auditing procedures. Section 146(2) of the "Loan and Trust

Companies Act' would accommodate such procedures:
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"The Superintendent (Registrar) may at any time in
writing, and shall when so required by the Minister,
require that the scope of an annual audit of a
provincial company (credit union) be enlarged

or extended in any manner that the Superintendent
(Registrar) thinks fit".

Such procedures would not be inconsistent with generally accepted auditing

standards

as defined in the Canadian Institute of Chartered Accountants

Handbook (Section 5000):

following

01. The objective of an audit of financial statements

is to express an opinion on the fairness with which

they present the financial position, results of operations
and changes in financial position in accordance with
generally accepted accounting principles, or in special
circumstances another appropriate disclosed basis of
accounting, consistently applied. Such an opinion is not
an assurance as to the future viability of an enterprise
nor an opinion as to the efficiency or effectiveness with
which its operations; including internal control, have
been conducted.

03. In the performance of an audit of financial statements,
the auditor complies with generally accepted auditing
standards, which relate to the auditor's qualifications,

the performance of his examination and the preparation

of his report.

With regard to the appointment of auditors, we would emphasize the

recommendations:

That only members or firms of a certified accounting association be
appointed as auditors of any credit union, caisse populaire, Central
or Federation. This requirement does not mean that the audit must

be performed by a professionally accredited accountant. Pre-
paration of the audit procedures, supervision of the audit process
and accepting responsibility for the audit report by a professionally
accredited accountant would be sufficient.

We think that affiliates of a Central or Federation, such as
Services Unis de Verification et D'Inspection Ine. (SUVI)

could qualify for appointment as auditors of any credit union

or caisse populaire, provided such an affiliate has at least one
member of a certified accounting association on staff, whose
functions would include those previously mentioned.
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Z. That the auditors appointed be independent of the credit
unions, caisses populaires, Centrals or Federations being
audited. Again, we feel that, in the case of credit
unions and caisses populaires, affiliates of a Centrai
or Federation, such as SUVI, qualify as independent. The
reason being that each credit union and caisses populaire
is a separate corporate entity, independent of the Central
or Federation. Their relationship will be, as per our
recommendation, one of voluntary membership in order to
avail itself of the independent sérvices provided by the
Central or Federation.

Furthermore, section 140(9) of the "Loan and Trust Companies Act' of
New Brunswick states: "An interested person or the Superintendent
may apply to the Court for an order exempting an auditor from -
disqualification under this section and the Court may, if it is
satisfied that an exemption would not unfairly prejudice the
sharehoiders or the depositors, make an exemption order on such terms
as it thinks fit, which order may have retrospective effect'". A
similar section has been recommended for the credit union/caisse
populaire act, therefore, the appointment of an audit firm which is-
an affiliate of a Central or Federation, such as SUVI would be ;
justifiable, if necessary, through an exemption granted by the Court. E

3. That similar to Section 117(1) of the "Loan and Trust Companies
Act" of New Brunswic, the directors of a provincial credit union
or caisse populaire appeint from among their number a committee r
to be known as the audit committee to be composed of not fewer
than three directors. :
Other parts of the Business Corporations Act that are of relevance to

credit unions and caisses populaires include the part on fundamental changes

including amalgamation, investigations and remedies.
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Chapter 4

Summary of the Recommendations

Chapter 2 - Protection of Deposits

I - Loan Policies
A. Diversification

1. We recommend that the rules requiring diversification of the
loan portfolio continue to bg imposed by law. Howe#er, we recommend that
new limits be enacted that would ensure adequate diversification of the
loan portfolio of each credit union and caisse populaire.

2. We recommend against any general monetary limits on loan
pelicies. It is recommended that a discretionary power tec approve
individual loan limits be vested in a new Deposit Insurance Corporation.

3. We recommend the creation of two new'loaﬁ categories, both
related to institutional organizations; one category for those
institutional organizations whose debts are guaranteed by government, and
a second category for those institutional organizations whose debts are
not guaranteed by government.

4, We recommend that syndication of loans be permitted but do not
propose that syndication be required.

5. We recommend that a credit union or caisse populaire not be
permitted to loan more than 57 of its assets to any one member.

6. Subject to recommendation 5, it is recommended that a monetary

""character" loans.

maximum of $20,000 be placed on unsecured
7. Tt is recommended that business loans and non-government
guaranteed institutional loans be restricted to 20Z of the assets of

any credit union er caisse populaire. Business loans would be

defined to include loans made in connection with farming, fishing
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or forestry.

B Overdrafts:
We recommend that overdrafts be permitted, but that approval of

overdrafts be on the same basis as unsecured loans.

c Loan Prepayments:

We recommend that members be permitted to prepay their loans,
however, it is proposed to give each credit union and caisse populaire the
oppeortunity to determine the prepayment penalty through their individual

by-laws.

Capitalization, Liquidity and Reserves
A Capitalization and Surplus:

1. We recommend that each credit union and caisse populaire
be required to maintain an undistributed surplus account
(contingency reserve account) equal to at least 5Z of its total assets
at year end.

2. For those credit unions and caisses populaires whose
undistributed surplus account has not yet attained 5% of total assets,
they be required to build up their surplus account to the 57 level
over five years.

3. We recommend that until the undistributed surplus attains a
level of at least 5Z of total assets, each credit union and caisse
populaire be required to contribute to surplus, from their net earnings
before dividends, an amount equal to at least 1Z of their total assets at

year end. However, for those caisses populaires and credit unions who
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have achieved asset growth, the amount required be determined as per table
1.

4. Should it become evident that for some caisses populaires or
credit unions, it would be véry difficult to attain the required 57 of
assets level within the five year limit, or if net earnings are not
sﬁfficient to contributé the required 1% of assets (or more) into the
reserve account, we recommend that the Registrar be empowered to permit
the caisse populaire or credit unicn to defer making all or any of the
allocation to surplus. Any such deferral should be pointed out in notes
to the financial statements.

3. We recommend that credit unions and caisses populaires be

prohibited from paying dividends when in a deficit positiom.

B. Share Capital and Membership:

1. We recommend that if a credit union or caisse populaire chooses,
it can have its share capital included in the calculation of the propesed
57 reserve requirements. |

2. We recommend that membership requirements must be met at the

time of taking out membership and not be a continuing one.

c. Patronage Dividends:
We recommend that the legislation be clarified to make it clear that

dividends are only to be paid out of surplus.
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D. Liquidity and Reserves:

1. It is recommended that each credit union and caisse be required
to maintain a reserve in cash or in readily convertible investments equal
to at least 10%Z of its total deposits, capital and external Borrowings.

2. It is recommended that each Central or Federation be required to
maintain a reserve in cash or in readily convertible investments equal to
at least 25% of all money deposited with it and consideration. be given to
regulation of the remaining 757.

3. We recommend that if a credit union or caisse populaire does
not meet the liquidity requirements, it not be permitted to make

any new loans until the reserves have been replaced.

E. Allowance fér Doubtful Accounts:

We recommend that an allowance for doubtful accounts be maintained
by the credit unions and caisses populaires. Determination of this
allowance should be similar to the general Income Tax Act requirements and
based on generally accepted accounting principles rather than the current
requirement providing for a formulated allowance to be allocated to
the Guarantee Reserve. The alléwance for doubtful accounts would be
subtracted from the value of the loan portfolio. (Paragraphs 22 and 23 of

Interpretation Bulletin IT-442, Feb. 11, 1980).

The Second and Third Tiers
A. Centrals and Federations:
1. If a Deposit Insurance Corporation is established pursuant to

our recommendation, we recommend that compulsory membership in a Central
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or Federation not be required.
2. We recommend that the maximum period a Central or

Federaticn
may keep the share capital of a credit union or caisse populaire be
limited to 1 year.

3. However, it is recommended that a credit union or caisse
not be permitted to grant chequing privileges uniess it is a member of
a federation or the Canadian Payments Association.

4. We recommend that the voting rights remain along co-operative
lines which would continue to be equal voting rights for each member

credit union or caisse populaire.

B. Deposit Insurance Corporation
1. We recomhend that the two stabilization boards be merged to form
a new deposit insurance corporation.
2. It is recommended that each credit union and caisse populaire
be required to contribute to the insurance fund.
3. The corporation will be authorized to determine premiums
with authority to establish variable rates.
4. The new deposit insurance corporation fully guarantee deposits.
3. The corporation be managed by a board of directors, Z appointed

by La Federation, Z by the Central and 2 by the government.

Chapter 3 - The General Regulatory Structure
A, General Structure.

1. With respect to issues concerning the general regulatory
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structure we recommend legislation similar to the Business Corporations

Act of New Brunswick be adapted for credit unions and caisses populaires.
2. We recommend that the Minister continue to have the

discretionary power to approve incorporation of credit unions.and caisses

popuiaires.

3, We recommend that credit unions and caisses populaires have

capacities and powers comparable to other business corparatiens. This
inciudes clarifying the iaws regarding: ultra vires transactions;
abolition of constructive notice doctrine; ciarifying the authority of

agents, the designation of head office; lack of necessity of a corporate

seal; and, right of access by members to credit union and caisse populaire

documents.

4, We recommend the use of the Business Corporations Act_as the
model for determining the general rules regarding management, in
particular, matters dealing with directors and officers such as:
meetings; idemnification; standard of care, and confiict of interest

guidelines.

B. Financial Disclosure and Audit:

1. It is recommended that requirements regarding financial
disclosure and audit procedures be legislated in a similar manner as the
"Loan and Trust Companies Act" of New Brunswick (Section 137 to 148).

2. It is recommended that only members or firms of a certified
accounting association be appointed as auditors of the credit unions,

caisses populaires, Centrals and Federations. An affiliate firm of a

s



- 63 -

Central or Federation may be appointed as auditor of any credit union or
caisse populaire, provided the audit procedure is prepared by, and the
audit process supervised by a member of a certified accounting
association.

3. It is recommended that the auditors be independent of the
credit unions, caisses populaires, Centrals or Federations being audited.
4, It is recommended that audit committees be required for the

individual credit unions and caisses populaires, similar to Section

117(1) of the Loan and Trust Companies Act of New Brunswick.

G. Other
We recommend that reguiations similar to the Business Corporations
Act be established with regards to fundamental changes including

amalgamation, investigations and remedies.






APPENDIX A

Table II

An illustrated modal showing the contributions required to attain a lavel of surplus equal to 53X of total assets within five

yoars at various growth rates in assots for a credit union/calsse whose aszat base {s $1,000,000.

CROWTH RATE

Total Assets Year

& e B e

51 of Total Assets

I Contribution
to Surplus

Year

Total

5%
$1,050,000
1,102,500
1,157,625
1,215,506

1,276,287
$ 61,814

|

$ 11,550
12,127
12,734
13,370
14,039
63.870

10% 15X
$1,100,000  $1,150,000
1,210,000 1,322,500
1,337,000 1,520,875
1,470,700 1,749,006
1,617,770 2,01),357
$ 80,888 $ 100,567
1.2 1.37
$ 13,200 $ 14,950
14,520 17,192
15,972 19,777
17,648 22,737
19,413 26,148
$ 80,753

$ 100,804

202

$1,200,000
1,440,000
1,728,000
2,073,600

2,488,320
$ 124,416

———— .

1.4
$ 16,800
20,160
24,192
29,030

4,816

34,8
$ 125,018

252 302 402
$1,250,000 $1,300,000  $1,400,000
1,562,500 1,690,000 1.960,000
1,953,125 2,197,000 2,744,000
2,441,406 2,856,100 3,841,600
3,051,758 3,712,930 5,378,240
$ 152,588 $ 185,646 § 268,912
1.57 1.6 1.8%
$ 18,750 $ 20,800 § 75,200
23,437 27,040 35,280
29,297 35,752 49,392
36,621 45,698 69,149
45,776 59,407 96, 808
$ 153,887 $ 188,696 § 275.829

502
$1,500,000
2,250,000
3,375,000
5,062,500

71,593,750
$ 379,680

2.0
$ 30,000
45,000
67,500
101,250

151,870
$ 195,620
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