Answers to Chapter 14 
Questions:

1.  A comparison of Table 11-1 with Table 14-1 reveals that unlike banks, savings institutions hold the vast majority of their assets in the form of mortgages and mortgage backed securities. Like banks, the liabilities of savings institutions consist primarily of demand and time deposits. The assets of commercial banks are more diversified than those of savings institutions. Although there is a wide dispersion of sizes for commercial banks, we can see from Figure 11-6 that in 2016 there were 5,289 banks with assets of $15,202.8 billion, giving us an average size of $2,874.42 million. From Table 14-1, we see there were 820 savings institutions with assets totaling $1,108.34 billion, giving us an average of $1,351.63 million.  

2. In the mid-1980s, real estate and land prices in Texas and the Southwest collapsed. This was followed by economic downturns in the Northeast and Western states of the United States. Many borrowers with mortgage loans issued by savings institutions in these areas defaulted. In other words, the risks incurred by many of these institutions did not pay off. This risk-taking behavior was accentuated by the policies of the federal insurer of savings associations’ deposits, the FSLIC. It chose not to close capital-depleted, economically insolvent savings institutions (a policy of regulatory forbearance) and to maintain deposit insurance premium assessments independent of the risk taken by the institution. As a result, an alarming number (1,248) of savings institution failures occurred in the 1982–1992 period (peaking at 316 in 1989), alongside a rapid decline in asset growth of the industry. 

3.  In the 1980s, the large number of savings institution failures depleted the resources of the Federal Savings and Loan Insurance Corporation (FSLIC) to such an extent that by 1989 it was massively insolvent. For example, between 1980 and 1988, 514 savings institutions failed, at an estimated cost of $42.3 billion. Moreover, between 1989 and 1992 an additional 734 savings institutions failed, at a cost of $78 billion. As a result, Congress passed the Financial Institutions Reform, Recovery, and Enforcement Act (FIRREA) of 1989. This legislation abolished the FSLIC and created a new Savings Association Insurance Fund (SAIF) under the management of the FDIC (with the help of a $100 billion infusion of funds by the U.S. government). FIRREA also replaced the Federal Home Loan Bank Board with the Office of Thrift Supervision (OTS) as the main regulator of federally chartered savings institutions. In addition, the act created the Resolution Trust Corporation (RTC) to close and liquidate the most insolvent savings institutions. FIRREA also strengthened the capital requirements of savings institutions and constrained their nonmortgage-related asset investment powers under a revised qualified thrift lender test, or QTL test. Following FIRREA, Congress further enacted the Federal Deposit Insurance Corporation Improvement Act (FDICIA). The FDICIA of 1991 introduced risk-based deposit insurance premiums (starting in 1993) in an attempt to limit excessive risk taking by savings institution managers. It also introduced a prompt corrective action (PCA) policy, enabling regulators to close thrifts and banks faster. 
4. Table 14-1 shows the balance sheet for the savings institution industry in 2016. On this balance sheet, mortgages and mortgage‑backed securities (securitized pools of mortgages) represent 62.57 percent of total assets. Figure 14-2 shows the distribution of mortgage-related assets for savings institutions in 2016. FIRREA uses the QTL test to establish a minimum holding of 65 percent in mortgage‑related assets for savings institutions. In addition to mortgage-related assets, credit card loans are includable as part of QTL. In 2016, savings institutions’ credit card loans totaled 7.43 percent of total assets, bringing QTL qualifying assets to a total of 70 percent of total assets. Commercial loans and consumer loans amounted to just 5.79 and 11.52 percent of savings institution assets, respectively. Finally, savings associations are required to hold cash and investment securities for liquidity purposes and to meet regulator‑imposed reserve requirements. In 2016, cash and investment securities (U.S. Treasury securities and federal agency obligations; federal funds and repos; and bonds, notes, debentures, and other securities) holdings amounted to 14.73 percent of total assets.
Small time and savings deposits are the predominant source of funds, with total deposits accounting for 78.30 percent of total liabilities and net worth. The second most important source of funds is borrowing from the 12 Federal Home Loan Banks (FHLBs), which the institutions themselves own. Because of their size and government‑sponsored status, FHLBs have access to wholesale capital markets for notes and bonds and can relend the funds borrowed in these markets to savings associations at a small markup over wholesale cost. Other borrowed funds also include repurchase agreements and direct federal fund borrowings. Finally, net worth is the book value of the equity holders’ capital contribution; it amounted to 11.10 percent in 2016.

5. Savings institutions are regulated by the Office of the Comptroller of the Currency (OCC), the FDIC, and state agencies (for state chartered savings institutions). The FDIC‑DIF oversees the deposit insurance fund for savings institutions.

6. Mutual organizations are institutions in which the liability holders are also the owners. In a mutual savings bank, depositors also own the bank. (No stock is issued in a mutual organization.) 

[bookmark: _GoBack]7. Like the commercial banking industry, savings institutions experienced record profits in the mid- to late 1990s as interest rates (and thus the cost of funds to savings institutions) remained low and the U.S. economy (and thus the demand for loans) prospered. The result was an increase in the spread between interest income and interest expense for savings institutions and consequently an increase in net income. In 1999, savings institutions reported $10.7 billion in net income and an annualized ROA of 1.00 percent. Only the $10.8 billion of net income reported in 1998 exceeded these results. Asset quality improvements were widespread during 1999, providing the most favorable net operating income that the industry had ever reported. However, the downturn in the U.S. economy resulted in a decline in savings institutions’ profitability in 2000. Specifically, their ROA and ROE ratios fell slightly in 2000 to 0.92 percent and 11.14 percent, respectively, from their 1999 levels. Despite an economic recession, this downturn was short-lived. Both ROA and ROE increased to record levels each year from 2001 through 2003. One reason for this trend was that in the early 2000s, the industry’s net interest margins rose; the cost of funding earning assets declined by 2.70 percent, while the yield on earning assets declined by only 2.35 percent. A flat (and at times even downward sloping) yield curve increased funding costs and contributed to decreased margins in the mid-2000s.

In the late 2000s, as the U.S. economy experienced its strongest recession since the Great Depression, savings institutions’ performance deteriorated. For all of 2007, net income was $6.0 billion, down $11.1 billion from 2006. The average ROA for the year was 0.13 percent, the lowest yearly average since 1989. In 2008, net income was -$8.6 billion. This was the first negative earnings year since 1991. The ROA for the year was -0.72 percent. However, only 5 savings institutions failed or were assisted during the year. In this group was Washington Mutual the largest savings institution, with over $300 billion in assets. Like commercial banks, as the economy improved in the second half of 2009 through 2013, so did savings institution performance. Savings institutions earned $1.4 billion in net income in the third quarter of 2009, up from -$18.3 million in the second quarter. This trend continued into 2010 as savings institutions earned $8.3 billion for the year, ROA for the industry was 0.65 percent and ROE 5.76 percent up from 0.14 percent and 1.31 percent, respectively, in 2009. By 2016, the industry ROA was 1.31 percent and ROE was 11.83 percent. Further, no savings institutions failed in 2016.

8. Historically, savings institutions have concentrated primarily on residential mortgages. Credit unions have historically focused on consumer loans funded with member deposits. 

9. Credit unions (CUs) are nonprofit depository institutions mutually organized and owned by their members (depositors). They were established in the United States in the early 1900s as self-help organizations. The first credit unions were organized in the Northeast, initially in Massachusetts. Members paid an entrance fee and put up funds to purchase at least one deposit share. Members were expected to deposit their savings in the CU, and these funds were lent only to other members. This limit in the customer base of CUs continues today as, unlike commercial banks and savings institutions, CUs are prohibited from serving the general public. Rather, in organizing a credit union, members are required to have a common bond of occupation (e.g., police CUs), association (e.g., university-affiliated CUs), or cover a well-defined neighborhood, community, or rural district. CUs may, however, have multiple groups with more than one type of membership. Each credit union decides the common bond requirements
(i.e., which groups it will serve) with the approval of the appropriate regulator. To join a credit union an individual must then be a member of the approved group(s).

The primary objective of credit unions is to satisfy the depository and borrowing needs of their members. CU member deposits (called shares, representing ownership stakes in the CU) are used to provide loans to other members in need of funds. Earnings from these loans are used to pay interest on member deposits. Because credit unions are nonprofit organizations, their earnings are not taxed. This tax-exempt status allows CUs to offer higher rates on deposits and charge lower rates on some types of loans compared to banks and savings institutions, whose earnings are taxable.

10. Credit unions did not suffer the same fate as the savings institutions because their portfolios were much more conservative than those of savings associations and savings banks; they specialize in making short-term consumer loans and tend to hold more government securities and less long-term residential mortgages. Traditionally, more than 40 percent of their assets have been in small consumer loans, often for amounts less than $10,000, which are funded mainly by member deposits. This combination of relatively matched credit risk and maturity in the asset and liability portfolios left credit unions less exposed to credit and interest rate risk than commercial banks and savings institutions. In addition, CUs tend to hold large amounts of government securities (14.7 percent of their assets in 2016) and relatively small amounts of residential mortgages. CUs’ lending activities are funded mainly by deposits contributed by their over 107.6 million members. Their members usually belong to the credit union because of their association with work or geography, which results in more loyalty and a lower inclination to move to other institutions. Thus, the factors that led to the thrift crisis, higher interest rates and riskier investments, were not experienced by credit unions.

11. The nation’s credit union system consists of three distinct tiers: the top tier at the national level (U.S. Central Credit Union); the middle tier at the state or regional level (corporate credit unions); and the bottom tier at the local level (credit unions). Corporate credit unions are financial institutions that are cooperatively owned by their member credit unions. The 12 corporate credit unions serve their members primarily by investing and lending excess funds (unloaned deposits) that member credit unions place with them. Additional services provided by corporate credit unions include automated settlement, securities safekeeping, data processing, accounting, and payment services. As of 2013, credit unions had over $96.6 billion (7.7 percent of total assets) invested in corporate credit unions. The U.S. Central Credit Union serves as a “corporate’s corporate”—providing investment and liquidity services to corporate credit unions. The Central Credit Union acts as the main provider of liquidity for corporate credit unions. It invests their surplus funds and provides financial services and operational support.

12. As of June 2016, 6,105 credit unions had assets of $1,254.6 billion. Individually, credit unions tend to be very small, with an average asset size of $205.5 million in 2016, compared to $2,874.4 million for banks. The total assets of all credit unions are smaller than the largest U.S. banking organization(s). For example, in 2016, J.P. Morgan Chase had $2,466.1 billion in total assets, Bank of America had $2,189.8 billion, Wells Fargo had $1,889.2 billion, and Citigroup had $1,818.8 billion in total assets. This compares to total credit union assets of $1,254.6 billion in 2016. The largest U.S. credit union as of 2016 was Navy Federal Credit Union (with total assets of $73.3 billion), followed by State Employees Credit Union (with total assets of $31.8 billion), and PenFed Federal Credit Union (total assets $19.5 billion).

13.  CUs concentrate mainly on servicing the financial needs of its members – mainly, individual consumers. Given their emphasis on retail or consumer lending, 29.3 percent of CU assets are in the form of small consumer loans (compared to 11.5 percent at savings institutions and 8.8 percent at commercial banks) and another 28.6 percent are in the form of home mortgages (compared to 41.6 percent at savings institutions and 57.9 percent at commercial banks). Together, these member loans compose 57.9 percent of total assets. Figure 14-5 illustrates the composition of the loan portfolio for all CUs. 

Credit unions invest heavily in investment securities (22.0 percent of total assets in 2016). Figure 14-6 shows that 66.6 percent of the investment portfolio of CUs is in U.S. government Treasury securities or federal agency securities, while investments in other FIs (such as deposits of banks) totaled 22.2 percent of the investment portfolio. Their investment portfolio composition, along with cash holdings and reserves at the Fed (8.1 percent of total assets), allow credit unions ample liquidity to meet their daily cash needs. CUs also have increased their off-balance-sheet activity. Unused loan commitments, including credit card limits and home equity lines of credit, totaled over $195 billion in 2016.

Credit union funding comes mainly from member deposits (84.4 percent of total funding in 2016). Figure 14-7 presents the distribution of these deposits in 2016. Regular share accounts (similar to passbook savings accounts at other depository institutions, but so named to designate the deposit holders’ ownership status) accounted for 35.3 percent of all CU deposits, followed by money market deposit accounts (22.7 percent of deposits), certificates of deposit (18.5 percent), and share draft transaction accounts (similar to NOW accounts at other depository institutions) (14.6 percent of deposits). In 2016, CUs capital to assets ratio was 10.8 percent compared to 11.1 percent for savings institutions and 11.3 percent for commercial banks.

14. Like commercial banks and savings institutions, credit unions can be federally or state chartered. As of 2016, 62.5 percent of the 6,105 credit unions were federally chartered and subject to National Credit Union Administration (NCUA) regulation. In addition, through its insurance fund (NCUSIF), the NCUA provides deposit insurance guarantees of up to $250,000 for insured state and federal credit unions. Currently, the NCUSIF covers 98 percent of all credit union deposits. 

15. As CUs have expanded in number, size, and services, bankers claim that CUs unfairly compete with small banks that have historically been the major lender in small towns. In 1997, the banking industry filed two lawsuits in its push to narrow the widening membership rules governing credit unions. The first lawsuit challenged an occupation-based credit union’s ability to accept members from companies unrelated to the firm that originally sponsored the credit union. In the second lawsuit, the American Bankers Association asked the courts to bar the federal government from allowing occupation-based credit unions to convert to community-based charters. Bankers argued in both lawsuits that such actions, broadening the membership of credit unions along other than occupation-based guidelines, would further exploit an unfair advantage allowed through the credit union tax-exempt status. In February 1998, the Supreme Court sided with banks in its decision that credit unions could no longer accept members that were not a part of the common bond of membership. In April 1998, however, the U.S. House of Representatives overwhelmingly passed a bill that allowed all existing members to keep their credit union accounts. The bill was passed by the Senate in July 1998 and signed into law in August 1998. The final legislation not only allowed CUs to keep their existing members but it allowed CUs to accept new groups of members - including small businesses and low income communities - that had been locked out by the Supreme Court ruling.

Credit unions provide a public service by offering loans to those who might not otherwise have access to credit through commercial banks and savings institutions: low- and moderate-income individuals within a specific group—the credit union’s common bond. Further, credit union profits are distributed back to members in the form of better rates on deposits and loans as well as lower and fewer fees on services. It is these services that have justified credit unions’ tax exempt status. However, tthroughout the 2000s, many credit unions pursued regional charters and expanded their fields of membership. The result has been a blurring of credit unions’ common bond membership. Consequently, credit unions have become more like banks, but with tax exempt status. As credit unions have grown in size some are again questioning their protected status. Indeed, a recent report from the President's Economic Recovery Advisory Board included ending the credit union tax exemption on a list of recommendations addressing the nation's budget deficit. Yet, despite the renewed discussion, credit unions continue to operate as nonprofit, tax-exempt depository institutions.

16. In another hit to commercial banks, credit unions saw record increases in membership in late 2011 and early 2012, most of the increase coming from commercial bank customers. For the year ending June 30, 2012 credit union membership increased by nearly 2.2 million new members: almost twice the 1.2 million average annual growth experienced in similar 12-month periods over the previous 10 years and four times greater than the 550,000 new members over that same period the prior year. Much of the growth in membership occurred as a part nationwide campaigns, such as Bank Transfer Day on November 5, 2011, that encouraged consumers to leave their “big” banks for credit unions and community banks, which tend to incur fewer fees. Among the catalysts for these campaigns was Bank of America's plan to impose a monthly fee for debit card use. The plan was scrapped after seeing the strong negative reactions from consumers. 

17. Like other depository institutions, local credit unions have grown in asset size in the 1990s and 2000s. Asset growth from 1999 to 2016 was more than 5.4 percent annually. In addition, CU membership increased from 77.5 million to over 107.6 million over the 1999-2016 period. Asset growth was especially pronounced among the largest CUs (with assets of over $100 million) as their assets increased by almost 20 percent annually from 1999 through 2016. Figure 14-8 shows the trend in ROA for CUs from 1993 through 2016. ROA for the industry was 0.75 in the first six months of 2016. Larger CUs generally outperform small CUs. For example, the largest credit unions experienced an ROA of 0.88 percent in 2016, while ROA for the smallest CUs was 0.09 percent. Smaller CUs generally have a smaller and less diversified customer base and have higher overhead expenses per dollar of assets. Thus, their ROAs have been hurt. 

Given the mutual-ownership status of this industry, however, growth in ROA (or profits) is not necessarily the primary goal of CUs. Rather, as long as capital or equity levels are sufficient to protect a CU against unexpected losses on its credit portfolio as well as other financial and operational risks, this not-for-profit industry has a primary goal of serving the deposit and lending needs of its members. This contrasts with the emphasis placed on profitability by stockholder-owned commercial banks and savings institutions.

18. While local credit unions as a whole survived the financial crisis more profitably than commercial banks and savings institutions, corporate credit unions did not. As mentioned earlier, corporate credit unions serve their members by investing and lending excess funds that member credit unions place with them. Like commercial banks, in the early and mid-2000s, corporate credit unions faced increasingly tough business conditions that strained their financial position. To generate earnings, some corporate credit unions invested in riskier investments, such as mortgage-related and asset-backed securities. The National Credit Union Administration (NCUA) allowed corporate credit unions to invest in these higher risk securities. As the financial crisis hit, corporate credit unions that invested in higher risk securities started experiencing large losses on them. These corporate credit unions reported $18 billion in unrealized losses on securities, as of November 2008. 

As information about the financial conditions of these corporate credit unions became public, local credit unions reduced their exposure to the corporates. Between March 31, 2008 and September 30, 2008, local credit unions deposits in corporate credit unions fell by nearly 49 percent from $44.7 billion to $22.9 billion. In addition to the resulting demand for funds this withdrawal of deposits produced, these corporate credit unions had accumulated $50 billion in toxic mortgage-backed securities. The corporate credit union system started to collapse. Without action, losses on these problem assets would have caused the entire credit union industry to break down. 

As a first step in its effort to resolve the crisis, in March 2009 the NCUA placed two corporates, U.S. Central and WesCorp, into conservatorship. Further, the NCUA purchased many of the toxic assets of the corporates. As of the third quarter 2010, the NCUA held roughly 70 percent of the assets of the corporate credit union system, which included $50 billion in toxic assets. The NCUA also took several actions to address long term issues surrounding corporate credit unions. Capital standards were increased and minimum retained earnings levels were established. Further, prompt corrective action requirements were increased. Investments in private label residential mortgage backed securities and subordinated securities were prohibited and concentration limits were set on investments. Ultimately, five of the largest corporate credit unions (Constitution Corporate, Members of United Corporate, Western Corporate, Southwest Corporate, and U.S. Central Corporate) in the United States were declared insolvent. 

19.  The three types of finance companies are (1) sales finance institutions, (2) personal credit institutions, and (3) business credit institutions. Finance companies differ from commercial banks in that they rely on short- and long-term borrowings, such as commercial paper and bonds, instead of deposits. Their assets consist mainly of business and consumer loans, usually short term. They are less regulated and, as a result, also tend to hold more equity to assets to signal their solvency because they are heavy borrowers in the credit markets.

20. A comparison of Table 14-4 with Table 11-1 shows that finance companies hold relatively more equity, 13.7 percent for finance companies and 11.3 percent for commercial banks. The difference is most likely attributable to the debt of commercial banks being insured, usually by the FDIC. This insurance makes the debt safer from the depositors' and stockholders' perspective. This allows the commercial bank to take on more debt than the uninsured finance company. Since finance companies are heavy borrowers in the capital markets and do not enjoy the same regulatory “safety net” as banks, they need to signal their safety and solvency to investors. Such signals are usually sent by holding much higher equity or capital-to-assets ratios—and therefore, lower leverage ratios—than banks. 

21. Business and consumer loans (called accounts receivable) are major assets held by finance companies; in 2016 they represented 71.3 percent of total assets. In 2016, consumer loans constituted 63.2 percent of all finance company loans, mortgages represented 7.9 percent, and business loans comprised 28.9 percent. On the liability side of the balance sheet, in 2016, bank loans amounted to $152.4 billion (8.4 percent of total assets), commercial paper was $113.4 billion (6.2 percent of total assets), and other debt (due to parent holding companies and notes, bonds, and debentures) totaled $1,102.8 billion (60.6 percent of total assets). Total capital comprised $248.9 billion (13.7 percent of total assets). 

22. According to Table 14-6, consumer finance areas, especially motor vehicle loans, as well as real estate loans have been the fastest growing areas of business for finance companies.

23. Finance companies generally charge higher rates for consumer loans because they generally attract riskier customers than commercial banks. In fact, customers that seek individual loans from finance companies are often those who have been refused loans at banks or thrifts. Because new car sales by U.S. firms in 1997 through 1999 were lower than normal, finance companies owned by the major auto manufacturers slashed the interest rates charged on new car loans (some as low as 0.9 percent) over this period. Moreover, after the terrorist attacks in September 2001 the major auto manufacturers lowered new car rates to 0.0 percent in an attempt to boost sales. Some of these 0.0 percent rates continued to be offered into 2005 as the general level of interest rates remained low. The 2008–2009 financial crisis saw a resurrection of 0.0 percent car loan rates as auto manufacturers tried to boost slumping car sales. Notice that the difference between new car loans at commercial banks and finance companies continued to widen throughout the early 2000s. By 2003 finance companies were charging more than 3.53 percent less on new car loans than commercial banks, mainly due to the zero interest rates offered by the major auto manufacturers’ captive finance company loans to new car buyers. It was not until 2013 that the historical trend returned as finance companies charged an average rate on new car loans that was 0.24 percent higher than commercial banks.

24. Finance companies have several advantages over commercial banks in offering loan services to small-business customers. First, they are not subject to regulations that restrict the types of products and services they can offer. Second, because finance companies do not accept deposits, they have no bank-type regulators monitoring their behavior. Third, since they are often subsidiaries of corporate-sector holding companies, they are likely to have substantial industry and product expertise. Fourth, they are more willing to take on risky customers. Finally, finance companies have lower overhead than banks.

25. Because finance companies do not accept deposits, they are not subject to extensive oversight by federal and state regulators, as are banks or thrifts—even though they offer services that compete directly with those of depository institutions (e.g., consumer installment loans and mortgages). The lack of regulatory oversight for these companies enables them to offer a wide scope of “bank-like” services and yet avoid the expense of regulatory compliance and the same “net regulatory burden” imposed on banks and thrifts.

26. Residential and commercial mortgages have become a major component in finance companies’ asset portfolios, although they did not generally offer mortgages prior to 1979. Finance companies, which are not subject to as extensive a set of regulations as are banks, are often willing to issue mortgages to riskier borrowers than commercial banks. They compensate for the additional risk by charging higher interest rates. Mortgages include all loans secured by liens on any type of real estate. The mortgages in the loan portfolio can be first mortgages or second mortgages in the form of home equity loans. Home equity loans allow customers to borrow on a line of credit secured with a second mortgage on their home. Home equity loans have become very profitable for finance companies since the Tax Reform Act of 1986 was passed, disallowing the tax deductibility of consumers’ interest payments other than those made on home mortgages. Also, the bad debt expense and administrative costs of home equity loans are lower than on other finance company loans, and as a result they have become a very attractive product to finance companies.

27. Wholesale loans are loan agreements between parties other than the companies’ consumers. For example, Ford Motor Credit Company (FMCC) provides wholesale financing to Ford Motor Company dealers for inventory floor plans in which FMCC pays for Ford dealers’ auto inventories received from Ford. FMCC puts a lien on each car on the showroom floor. While the dealer pays periodic interest on the floor plan loan, it is not until the car is sold that the dealer pays for the car. A wholesale loan is a loan to a company used to finance business with its suppliers as opposed to a retail loan that finances a transaction between a company and a consumer.

28. Since finance companies are heavy borrowers in the capital markets and do not enjoy the same regulatory “safety net” as banks, they need to signal their safety and solvency to investors. Such signals are usually sent by holding much higher equity or capital-to-assets ratios—and therefore, lower leverage ratios—than banks. For example, the 2016 aggregate balance sheet for finance companies shows a capital-assets ratio of 13.7 percent. This compares to the capital-to-assets ratio of 11.3 percent for commercial banks. 



