|

7/ “““\\\ A ECO" SEARCH

% // RESEARCH IN AGRICULTURAL & APPLIED ECONOMICS

The World’s Largest Open Access Agricultural & Applied Economics Digital Library

This document is discoverable and free to researchers across the
globe due to the work of AgEcon Search.

Help ensure our sustainability.

Give to AgEcon Search

AgEcon Search
http://ageconsearch.umn.edu
aesearch@umn.edu

Papers downloaded from AgEcon Search may be used for non-commercial purposes and personal study only.
No other use, including posting to another Internet site, is permitted without permission from the copyright
owner (not AgEcon Search), or as allowed under the provisions of Fair Use, U.S. Copyright Act, Title 17 U.S.C.


https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
https://makingagift.umn.edu/give/yourgift.html?&cart=2313
http://ageconsearch.umn.edu/
mailto:aesearch@umn.edu

The Community Development
Credit Union Movement
in the United States



THIN CATS:

The Community Development
Credit Union Movement
in the United States

by John Isbister

CENTER FOR COOPERATIVES
UNIVERSITY OF CALIFORNIA



i THIN CATS

ISBN: 1-885641-04-4
Copyright ©The Regents of the University of California, 1994

All rights reserved. No part of this work may be reproduced or used in any means
without written permission of the publisher.

Cover design by Marianne Post

The research leading to this report was financed by the Center for Cooperatives at
the University of California as part of its Competitive Grants Program.

Center for Cooperatives
University of California
Davis, CA 95616




THI CATS i

Dedicated to my father-in-law,
Roy Spafford




v THIT CATS




THIN A5 v

What is a Community Development Credit Union? ... 2
Some Community Development Credit Unions ... B
Church-Affiliated Credit Unions .. BSOSV PORPURUOPFPUROTRRPR 5o
A Statistical Portrait of CDCUs .. ST U POPOUOPTUUIUPURIOS | <
Appendix: Cooperative Pnnc1ples and Credll Unions ..

2, THE ORIGINS OF COOPERATIVE FINANCE ... 29
Nineteenth-Century COOPETALIVES .......co..oiimiriiiinceseemee s ine e s 30
Schulze-Delitzsch and Raiffeisen .. PP ) |
The Social Bases of the Early Gennan Credlt Umons ................................................ 34
Principles of the Early Credit Unions ... e 39
Quebec’s Caisses Populaires ... 4B
The Legacy for American CDCUS ..o 51

3. DEVELOPMENT IN THE UNITED STATES ..., 55
The Mainstream Credit Unions .. et 3D
The Emergence of Community Development Credlt Unions ..o 62
The National Federation of Community Development Credu. Unions ...........ccceeee. 70

SUITIITIATY oottt e it e aere et eereere e emse e e a8 sde e st dhemee oAt e se e bnrs e e neamenaesameseeesnnrnnennee £ D

4. WHY ARE CDCUs NEEDED? . ... ... e 77
Financial Institutions as Intermediaries ... 78
An Example on Chicago’s South Side ... 80
Home Morgage Lending ... OO PRPR .
Bank Services Besides V[orlgage Lendmg .................................................................... a7
The Drain of Capital ..
LEBISIALIOM ..ot et ene e e e
DISCTiMIRALION ..o

COMCIISEOTE 1..oeiieiiiii et st e em e mas e s e e enre e

5. THEOPERATIONS OF CDCUs ..., 107

Credit Unicns' Financial Statements

A Note on the Daia .. v
The Questions ... [ O U U OO U PP PPNV PP PPPRU B I |
Where Do CDCUs Resources Come From? IO UUPRNUIUUUURIPUPOIRUPPRIRRR £
What Do CDCUs Do with Their Resources7 J U U P U UUIUUPUUUIPUPRUPIRPRUPIRS B I ¢
How De CDCUs Earn Their Income? .............. [ESSUUSUPURIURRO B0,
How Do CDCUs Create a Spread Between Income ancl Oulgo’ crreeeereeneeeeeeme 137




COMTENTS

6. THE LENDING PRACTICES OF CDCUs
SevEN Credit UNTOMS ..o oot ce e ece e s ee s e sss s e e e
The LOANS ..ottt s s
Central Appalachian People’s Federal Credit Union .........c.ccooeeiicecinnnnicneres

7. POLICY

The Regulation of Financial Institutions ...

BIBLIOGRAPHY

How are CDCUs Rated by Their Examiners? ...
COMEIUSIONS ...t e e

First American Credit URIDm ......oco oot e ce et ee s e s e
Mission Area Federal Credit Union ...
Northeast Community Federal Credit Union ..........ccooeiioniciniesecceceecne e
North East Jackson Area Federal Credit Union .....coococeievecnneencnnne
Santa Cruz Community Credit URIon ... s e sronneses
Watts United Credit Union ... ereensis s
BUsINess LOAIS .....oeeeei e e
BOTTOWET ABES ..ot

Borrower Incomes ,
The Importance of 1he Non Poor
Conclusion .. .
Appendix: The Data..

The Regulation of Credit Unions ..

The Changing Response of NCUA to CDCUs .................... v

New Federal Legislation ...

A Community Reinvestment Act for Credn Uruuns?
Policy at Other Levels. ..o e eerenes
COMELSION ..o

ILLUSTRATIONS

Following page 106




THIL CATS  vii

THBLEG

Table 1.1 180 Community Development Credit Unions ... 17
Table 1.2 Total Assets in 180 Community Development Credit Unions....................... 17
Table 1.3 Membership in 180 Community Development Credit Unions ..o 18
Table 1.4 Distribution of CDCUs by Asset Size .. SO OOV RUUPOPUPPTSRR .
Table 1.5 Growih in CDCU Assets, 1981—199L TR
Table 1.6 114 Urban Community Development Crednl Uniens ..., 22
Table 1.7 66 Rural Community Development Credit Unions ..o 22
Table 1.8 Comparison of CDCU Neighborhoods to Natianal Averages .
Table 2.1 Capital and Liabilities in 948 People’s Banks, 1878 .. e 42
Table 3.1 Number and Proportion of U.5. Credit Unions by Common Bond correnen 39
Table 3.2 Founding Year of 165 CDCUS ..ot seemin e 63
Table 4.1 Denial Rates for Applications for Mortgages 10 Purchase Homes ....................... B4
Table 4.2 Denial Rates for Applications for Mortgages to Purchase Homes.................... 85
Table 4.3 Loan-10-Deposit Ratios by Racial Composition of Neighborhoods ...................... 94
Table 4.4 Loan-1o0-Deposit Ratios in Middle-Income Neighborhoods ... 94
Table 5.1 Balance Sheet ..
Table 5.2 Income Statement ..
Table 5.3 Distribution of Llabllmes Plus Capual in 180 CDCUs .. IRTUUSURNUSURRSOPON § B
Table 5.4 Distribution of Assets in 180 CDCUS ...ocoevie e V1T

Table 5.5 Loan-to-Asset Ratios .. BNV RPN ST UOVUNUPVUVRPURRUSUTRE I £ =
Table 5.6 Dollar Amounts ofOutslandmg Loans . et 121
Table 5.7 Loan Types by CDCU Size and Church A[flllanon ............................................. 122
Table 5.8 Average Loan Size for Credit Unions Making Each Type of Loan _.............. 122
Table 5.9 Loans Per Member . O OO OPR PSPPI OPROURESOOPOTRP .5
Table 5.10 The Components oflncorne OO PUT PP RRROT .
Table 5.11 Average Interest Rates Charged 0N LOATIS ..o s 126
Table 5.12 Delinquency and Charge-ofl Rates .. . SRS URSURURRUR .
Table 5.13 Average Uses of Total Income by CDCUS 199] ............................................... 132
Table 5.14 Expense-to-Income Ratios by Church Alfliliation and Size ... 132
Table 5.15 Compensation and Fringes ... 134
Table 5.16 Staffing in CDCUs . i 135
Table 5.17 Employees Per Hundred Thousand Dollars i ENCOME o 136

Table 3.18 Rates of RETUFIT ..o e
Table 5.19 Cost of Funds ..
Table 5.2 Net Spread .. .
Table 5.21 Allocation to Capnal
Table 5.22 CAMEL RAUOS ....ocoiiiiot ettt ettt et are e e
Table 6.1 Seven Credit Unions: Basic Comparisons ... s
Table 6.2 Median Values of Loans and Borrower Characteristics ...
Table 6.3 Dollar Amount of Loans by Loan Purpose ...




viil  TABLES

Table 6.4 Average Size of Loan by Loan PUrpose ... 153
Table 6.5 Comparison of Conventional and VISA Loans,

Sania Cruz Community Credit Union .. ... 159
Table 6.6 Comparison of Conventional and V[SA Loans, Mainstream Credll Unlon ........ 160
Table 6.7 Business Loans in Four Credit Unions ... 161
Table 6.8 Income of Borrowers . t s 106
Table 6.9 Median Monthly lncome of Full Tlrne Workers SRRSO - ¥
Table 6.10 Median Monthly Income by Gender ... 167
Table 6.11 Average Borrower Incomes Adjusted for Differences

in Age and Cost of LIVIRG ..o 168

Table 7.1 Federal Credit Unions Selected Years 1935-1992 ........oovoiiceeiiccer e, 191




T CATS

PREFACE

his book discusses the history, role, and accomplishments of the country’s

community development credit unions, or CDCUs. They number only in

the few hundreds, and their assets are limited, so they constitute just a
small fraction of credit union activity in the country, and a much smaller
fraction of overall financial activity. Yet their importance far exceeds their
size, since they are the one sector of the financial industry that is devoted
solely to the improvement of living conditions in poor communities.

The persistence of desperately poor neighborhoods in the midst of a rich
and growing nation is one of the most important challenges, both practical
and moral, that face us at the end of the twentieth century. The reduction
and eventual elimination of poverty, which had seemed to many people to be
a relatively easy task when it was urged on the nation a generation ago by
President Johnson, has turned out to be an almost intractable one. By most
statistical measures, poverty has risen since 1975, and a whole new genera-
tion of young people has been caught in its traps. The causes are compli-
cated, so complicated perhaps as to be beyond our complete understanding.

Yet many facts are clear. Among them is the indisputable proposition
that financial institutions, whose business is the allocation of money, influ-
ence who gets money and who stays poor. As Chapter 4 will show, the prin-
cipal effect of conventional financial institutions on poor communities in
the United States is not (o provide funds for those communities’ use, but
instead to drain resources out of them.

So the small cooperative community development credit unions are
critically important. In their structure and their activities they are an echo of
earlier generations of cooperative financial institutions, both in Europe and
in North America. Their purpose is Lo retain a poor community’s resources
and direct them to that community's own productive use, as well as to attract
outside funds in order to enhance those resources. They are small, and even
if they were to expand greatly, they would not by themselves eliminate pov-
erty. But they make a particularly important contribution.

1 have been working in the CDCU movement as a volunieer since 1979,
when | joined the board of directors of the Santa Cruz Community Credit
Union. During much of that time, | have known and interacted with credit
union people around the country. As a consequence, the methods used in
writing this book are diverse. In part, they are conventionally academic.
With the help of research assistants [ gathered data from the loan files of
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seven credit unions in the summer of 1991. I analyzed a large data set of the
financial statements of the country’s community development credit unions,
provided for me by economists at the Credit Union National Association. 1
conducted interviews with credit union leaders at their offices and at na-
tional conventions. And I read the small but interesting literature on the
subject. In part, however, the methods are more personal than is usual in an
academic study. 1 am not an outsider to the community development credit
union movement in the way that most academic authors are to their sub-
jects. 1 have been working in it so long that I feel just as much a part of it as
do any of my informants. Much of what 1 know about the subject comes not
from specific documents or interviews, but from years of conversation and
experience, from struggling over financial decisions with my fellow board
members to sharing hotel breakfasts with credit union managers at national
meetings. Throughout the text I have tried to cite my sources clearly, but in
places this has been difficult. Consequently, I would like to apologize in ad-
vance 1o any persons who believe their ideas and information are used in
these pages without proper acknowledgement.

The book is intended as a gift to the people who have devoted their lives
to the community development credit union movement. They are anything
but the fat cats one normally associates with finance. They work for low
compensation and little recognition. Even though 1 have mingled with them
for years now, I am still frequently surprised to learn of the dedication and
the accomplishments of people 1 had previously not known. At the risk of
excluding some who should be named, 1 would like to thank the following,
all of whom helped 10 create this study by sharing their experiences and
knowledge with me: Carol Aranjo, Leone Baum, Angelina Boone, Marcus
Botdelon, Ellsworth Brewer, James Caskey, Raquel Castillo, Michael Chan,
Ricardo Garcia, James Gilliam, Tinka Gordon, Mark W, Griffith, Bill Hampel,
Everett Harper, Clyde Johnson, Woodrow Keown, Sister Ann Kendrick,
Christopher W. Kerecrmnan, David Lewis, Lily Lo, Ruth Lockett, Pear] Long,
Erroll T. Louis, Betty Matthiessen, Genia McKee, Robert Mumma, William
Myers, Ceretha Robinson, Joyce Rogers, Marc Shafrath, Robert Shipe, Ward
Smith, Mary Spink, Caryl Stewart, James Taylor, Kathryn Tholin, Darcine
Thomas, Sondra Townsend-Browne, Teresa Trudeau, Jeff Wells, Mardi
Wormhoudt, Jann Yankauskas, Karen Zelin and, posthumously, Annie
Vamper. Thanks also to the board and staff members of the Santa Cruz Com-
munity Credit Union.

I would particularly like to acknowledge not only the help but more
importantly the inspiration provided by the joint recipients of the Annie
Vamper Award from the National Federation of Community Development




THN CRTS  wi

Credit Unions in 1993, Frnest Johnson and Clifford Rosenthal. Johnson, of
the Federation of Southern Cooperatives, has devoted his life to the African
American credit unions of the rural southeast, and through his talent, hard
work, and extraordinarily persuasive powers has become a legend in the
communily development credit union movement. Rosenthal, Executive Di-
rector of the National Federation, developed the organization from a time
when there was no money and no salaries, only dedication, to its present
state in which it organizes credit unions, provides technical assistance, per-
forms rescue operations on ailing credit unions, initiates programs, brings
people in the movement together, and advocates effectively in Washington,
Together, the two represent the heart of the movement.

Thanks to a group of undergraduate and graduate students at the Uni-
versity of California, Santa Cruz, who worked as research assistanis on the
project: Joy Ageongay, Chhorn Be, Christina Cavazos, Javier Tapia, and Rob-
ert Thompson. Thanks also to the Center for Cooperatives, which sponsored
the research.

And finally, much more than thanks to my wife, Roz Spafford, who en-
couraged me throughout the project, edited the manuscript, and saved me
from at least some of the errors of exposition and judgment that would oth-
erwise have found their way into print. The responsibility for the remaining
errors, [ am sorry to concede, is mine.

—John Isbister
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COMMUNITY DEVELOPMENT
CREDIT UniOG

The choice of where we do our business is one of our most significant
political and economic tools. The Alternatives Federal Credit Union
lets its members determine the social consequences of the uses of our
money... The Credit Union invests with a conscience.

—Mission Statement,

Alternatives Federal Credit Union

Ithaca, New York

These mostly small, hardworking and undercapitalized financial insti-
tutions are doing extraordinary work in areas deemed unprofitable by
the private sector, often with minimal or no support from government,
the philanthropic community or other outside sources of assistance.
—Kathryn Tholin and Jean Pogge!

n low-income communities throughout the country—in central cities and
in rural areas, on Native American reservations and in urban settlement
houses,in racially segregated housing projects and in church basements—
community development credit unions provide basic financial services to
poor people. [n total, the CDCUs number only a few hundred—the exact
figure is unknown because the definition of a CDCU is rather elastic; and
compated to other financial institutions, even other credit unions, they are
small and, in some cases, tiny. They are not a large enough component of
the countrys overall financial system to change, by themselves, the over-

! Tholinand Pogge, 1.
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whelming inequalities of American economic and social life. But for their
local communities they make a difference. They offer financial services at
reasonable cost and they provide loans to people who frequently could not
qualify at another financial institution, or who would have to pay exorbi-
tant rates of interest to a finance company or a loan shark.

Beyond their achievements so far, CDCUs represent a hope, a potential
for economic development in communities that need it most. They are non-
prolit, cooperative, sell-help institutions, relying predominantly upon the re-
sources of local people. They need encouragement and support from the out-
side, but they do not need to be taken over and directed by outsiders. At a
time when the gap between rich and poor Americans is growing, when pov-
erty rates are increasing and racial tensions are simmering, sometimes ex-
ploding, they are part of a strategy for change.

In 1993, President Clinton placed the issue of community development
banking on the country’s agenda. He spoke of how local financial institutions
could mobilize a low-income neighborhood’s savings, draw in funds from the
outside, and lend for housing and small business development to create jobs
and income for needy Americans. He proposed legislation to provide seed
capital to community development credit unions and to other financial insti-
tutions operating in poor communities. His initiative led to some optimism,
both that the nation might commit itself in a new way 1o the fight against
poverty and that community development credit unions might play an im-
portant role in that fight.

What is a Community Development Credit Union?

Community development credit union is a term used by people in credit
untons that serve low-income people to describe their own institutions. It is
not an official term, and no precise parameters, definitions, or criteria lor
inclusion exist. Many, but not all, of the CDCUs belong to a trade association
called the National Federation of Comtnunity Development Credit Unions.

CDCUs vary widely, but still they share some common commitments,
commitments that mean that together they constitute not just a series of sepa-
rate institutions and not just a sector of an industry, but a movement.

Like-every credit union, a CDCU is formally a cooperative: It is owned by
the people who conduct their transactions with it, and it is controlled on a
one-person-one-vote basis. The people who place their savings in a credit
union and who borrow from it become its member-owners, not its customers.
They elect the board of directors who, in turn, establish the credit union’s
policies.?

2 See the appendix to this chapter for a discussion of the relevance of cooperative principles 1o credit
unions.
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While all credit unions are cooperatives in the legal sense, many CDCUs
have more of the spirit of cooperation about them than do mest mainstream
credit unions. As Chapters 2 and 3 will show, credit unions began in nine-
teenth-century Europe as institutions committed to social change, 1o im-
proving the lives of people who were in distress. Most modern American
credit unions have abandoned this identity. They provide needed financial
services to the employees of a company or to the members of an association,
but it is no part of their purpose to change in any fundamental way the social
conditions in which their members live. CDCUs, in contrast, bring their
members together into a financial cooperative precisely in order to improve
their lives and give them new hope. Mainstream credit unions pay attention
to the wishes of their members, but they do so much in the way that any
business tracks the interests of its customers, in order to develop marketing
strategies that will increase revenues. CDCUs, on the other hand, typically
stay closer to their members, inviting them to share in the policy direction of
the institution. The members provide volunteer help, and the elected repre-
seniatives typically go out of their way to make decisions that are in the
members' interests.

CDCUs are established in low-income communities, usuaily by low-in-
come people, for the purpose of making a contribution to the economic and
social life of the poor.

Every credit union has a charter, issued by either the federal or a stale
government. Among other things, the charter specifies a “field of member-
ship,” or group of people who are eligible to join the credit union. One of the
basic features of a credit union is that the field of membership encompasses
people who are connected to each other through a “common bond.” The
field of membership in most American credit unions is defined by employ-
ment in a company, or by occupation, or by membership in a voluntary asso-
ciation. In contrast, about half of the CDCUSs have a geographical or residen-
tial field of membership; all people living or working in a certain area, usu-
ally a poor area, are eligible to join. Most other CDCUs have an associational
field, for example, all people served by an urban settlement house or mem-
bers of certain community organizations or churches. But even in these
cases, the emphasis is on defining a field of membership for the CDCU that
includes people in serious economic need.

There are variations. Some CDCUs, like the one in Santa Cruz, have a
mixed membership, combining middle- and low-income peopie. Self-Help
Credit Union covers the entire state of North Carolina. Yet in these CDCUs,
as in the others, the primary mission is to improve the living conditions of
the poor. The presence of middle-income people in these credit unions helps
to generate the resources that in turn are directed towards the poor (this



& THIN £ATS

point is developed further in Chapier 6). Most CDCUs have a membership
that is predominanty if not exclusively low-income, minority, or disadvan-
taged in some way.

Like all businesses, CDCUs have their ideclogies, but they are not the
standard commercial ideotogies. Most CDCUs combine a commitment to
low-income communities with an explicitly social, or even political, pur-
pose. They care about commercial success too, and commercial success
comes hard to CDCUs because of the serious problems caused by dealing
with a membership that is predominantly poor. CDCUs need to be profitable
in order to survive, but they exist because their leaders want to contribute to
social change in their comnmunities.

Ideclogies and attitudes differ, of course, from CDCU to CDCU. Some
credit union leaders are actively political, viewing their institutions as radi-
cal agents of social change. Some CDCUs seem to embody the anger that
results from generations of discrimination and oppression. But some CDCU
leaders see their mission rather maore as one of service to their neighbors
who are in need—or even service to those who can provide jobs and housing
to people who are in need. Some are not much concerned about the struc-
tural transformation of their community and are more focused on the press-
ing needs of their members as individuals.

CDCUs are a private-sector initiative. In contrast to most anti-poverty,
welfare, and community development agencies, they are not sponsored by or
controlled by the government. They are owned and controlled by their
members on a private, voluntary basis.

This point needs stressing at a time when government social programs of
all sorts have become suspect. The 1980s and 1990s have seen a reaction
against the public programs of the New Deal and the War on Poverty that
were rich in promise but seemed to many people to be less effective in reality.
In fact, many of those public programs were completely effective, transform-
ing the social landscape of the country. Nevertheless, the very idea of direct
government action to eliminate poverty and rescue the central cities has
fallen into disfavor.

To be sure, CDCUs have connections to the public sector. They are char-
tered by state or federal government agencies and, like all businesses, they
must operate accotding to the commercial laws of the land, They are insured,
examined, and regulated by government agencies. Government regulations
influence the character of the CDCUs, up to and including whether they can
be started in the first place and whether they can survive. Government pro-
grams sometimes provide resources for them. The question of government
policy towards CDCUs is reviewed in Chapter 7. CDCUs do not depend,
however, upon government funding or upon government personnel.




COMMAUNITY DEVELOPMENT CREDIT UMIOAS 3

The most important defining feature of CDCUs is that they mobilize
their communities’ own resources for the needs of local people and for local
economic development. Since they lend to the people who make deposits,
they represent a form of community self-help.

As Chapter 4 will argue, one of the most serious problems in many low-
income communities is that resources flow out of them. Conventional finan-
cial institutions contribute to the outflow; their branches accept deposits
from people in the neighborhood, but they return very little of the money as
loans. As a consequence, whatever savings exist in low-income communities
tends to be siphoned off into the wider world of finance.

CDCUs plug up this outflow. In almost every case, their charters restrict
their membership to a small local area. They accept deposits from people in
this area, and, since they are constrained to lend only to members, they
pump the money back into the area, to people who can make productive use
of it. Tt must quickly be said that not all of the deposits in a CDCU are imme-
diately recycled back into the community. Most CDCUs have excess funds
that are not yet loaned out. These are invested in other financial institutions
where they earn interest for the credit union. Almost all of these investmenis
are made outside the tocal area. In most CDCUs, however, investments total
much less than loans, and so it is accurate to say that for the most part
CDCUs act 1o recycle local savings for local use.

Many CDCUSs also act as a conduit for funds to come into the local low-
income community from outside the area. One source of outside resources is
the Revolving Loan Fund of the National Credit Union Administration
{NCUA), which makes low-interest deposits of up to $200,000 in some spe-
cially designated credit unions and which has recently agreed to expand the
program. Some low-income credit unions are permitied by the NCUA to
accept outside, “non-member” deposits in an amount not to exceed 20 per-
cent of their assets (and exceptions to this limit can sometimes be negoti-
ated). The nen-member deposits are a way for socially responsible investors
to direct funds into poor communities. A number of churches, foundations,
corporations, and even banks have made these kinds of deposits in order to
contribute to socially worthwhile projects while at the same time earning a
return on their assets.

CDCUs can, therefore, have just the opposite effect from the one that
financial institutions such as banks normally have upon a poor communiry.
CDCUs keep local resources local, and add o this by attracting outside
funds.

CDCUs lend their funds for constructive purposes in poor neighbor-
hoods. Different CDCUs define those purposes differently. Some follow the
tradition of other American credit unions and restrict themselves almost to-
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tally to personal, consumer lending. They make loans for automobiles, for
home improvements, for appliances, for vacations, for education, for con-
sumer items, for debt consolidation, and for other needs that individuals
have. The CDCU is frequently the only conventional lender in the commu-
nity that will deal with the local, low-income people. In the absence of the
CDCU, people are forced to borrow from pawnshops, finance companies,
loan sharks, and used car dealers. All of these sources tend to charge much
higher interest rates than the members can obtain at the CDCU.

Other CDCUs go beyond consumer lending, to commercial business
lending, and also to mortgages. CDCUs that make this choice are hampered
by many state and federal regulations, because credit union laws and regula-
tions are written with the expectation that credit unions will remain com-
mitted predominantly to consumer lending. But more and more CDCUs
have shown an interest in developing the expertise to make broader, “com-
munity development” loans. They understand that their members’ welfare
depends upon access not just to consumer finance, but to decent jobs and
affordable housing. Some CDCUs are affiliated with community develop-
ment loan funds, which are unregulated, uninsured agencies specializing in
affordable housing and sometimes in small business loans. The lending per-
formance of CDCUs is examined in Chapter 6.

Most CDCUs are committed to the development of their members as
people, not just as savers and borrowers. They depend to a certain extent
upon volunteers, and they give their volunteers responsibilities and experi-
ence that are often valuable to them as they struggle to improve their lives.

Since CDCUs have so many goals aside from profitability, and since they
operate in poor neighborhoods which have largely been abandoned by other
conventional financial institutions, it will come as no surprise to learn that
many of them face serious obstacles to commercial success. The financial
statements of CDCUs are analyzed in Chapter 3. With some exceptions,
CDCUs face higher rates of delinquency and default on their loans than do
other credit unions; they have higher expenses and lower net margins. The
great majority of them are successful enough to survive and grow, however,
and they retain a cushion ol reserves that is sufficient to see them through
hard times.

Some Community Development Credit Unions

CDCUs can be introduced best by describing a few of them briefly. The
descriptions are based on interviews with leaders of the various credit
unions as well as visits to some of them.

The main office of the Central Appalachian People’s Federal Credit
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Union? is located in Berea, Kentucky, on the western edge of the southern
Appalachian mountains. Three staff members work at old desks, surrounded
by rows of file cabinets of various colors and states of disrepair,

The town of Berea is a center of Appalachian culture and education. Berea
College, which dominates the town physically, was established just before the
Civil War by abolitionist Christians for the purpose of educating the moun-
tain people, and it continues that mission today. The southem Appalachian
region is one of the most beautiful in the country, and rich in culture, but its
people are among the most disadvantaged in terms of income, poverty, em-
ployment, housing, and health.

The credit union operates throughout the mountain region in 20 counties
that stretch into Tennessee and Ohio as well as eastern Kentucky. Member-
ship totals 2,000, with $2 million in assets. The field of membership includes
people affiliated with about 35 community organizations and businesses in
the region. Each of the affiliated organizations functions as a branch of the
credit union. A person in each affiliated organization is available to counsel
members, provide them with forms, help them with the loan application pro-
cess, send in payments, and check with the Berea office on the status of their
accounts. Many of the transactions are made by telephone calls between the
branches and the main office; as a consequence the credit union is able to
reach far across the mouniains and hollows that isolate Appalachian people.
The credit union makes only persomnal loans, but it is affiliated with a comimu-
nity development loan fund that does small business lending in the mountain
region,

The board of directors and the credit commitiee are both made up of local
people who meet frequently and take their responsibilities seriously. They
look to the manager of the credit union, Marcus Bordelon, for guidance, but
he is reluctant to give too much of it, since he wants the credit union o be a
real cooperative, a vehicle for local control and for the education and devel-
opment of the members.

The Southwest Germantown Association Federal Credit Union* of Phila-
delphia is located on the first floor of a building formerly occupied by a
branch of the Fidelity Bank. When Fidelity closed its branch, as many banks
have done in poor neighborhoods, it invited the credit union, then in a
cramped brownstone, to take over the building. At first, the credit union had
to refuse, since it lacked the resources even to maintain the building. Eventu-

3 Thanks 10 Marcus Bordelon, Genia McKee, Joyce Rogers, and Jann Yankauskas for eiling me about the
credit unien and for their hospitality when 1 visited.

4 Teresa Trudeau, manager of the credit union and board member of the National Federation of CDCUSs,
described the institution to me.
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ally, however, a cooperative plan was worked out with another community
organization, a grant was obtained from the William Penn Foundation to
cover the building’s expenses, and the credit union moved in.

The credit union has assets of just under $2 million, membership of
about 2,500 people, and a staff of 3. It serves the historic Germantown
neighborhood, once the temporary location of President Washington’s
White House when Philadelphia was suffering from an epidemic of yellow
fever. It is now a mixed-income and mixed-race neighborhood, with the mix
changing continuously in the direction of poor and African American. The
poverty rate is triple the level for all of Philadelphia and unemployment is
typically high.

The credit union was founded in 1977 by a group of people concerned
about high unemployment and the refusal of banks to lend in their neighbor-
hood. As is typical with most CDCUSs, the organizers had almost no back-
ground in or knowledge of financial affairs; what they had was a commit-
ment to their neighborhood. They were particularly attracted to the credit
union form since neighborhood people were already familiar with coopera-
tives organized for other purposes such as food buying and babysitting.

Southwest Germantown FCU makes loans for as litlle as $20 and as
much as $20,000. In partnership with the city, it makes “action loans” of up
o $15,000 for home improvements. The manager, Teresa Trudeau, main-
tains that it is very important for the credit union to be distinct from the
banks, for the staff and board to know the members and understand their
problems in a way that banks do not. “We could not be who we are if we
were bank-like,” she says. It is important to keep the credit union mission at
the forefront, she says, and to help “the little people.” “If a person comes in
and asks for a $20 or a $50 loan, they need it; they’re not asking me for that
money to squander it, they need it for some good reason, like school clothes
for the kids or a prescription.” She says that the credit union helps people
who would never be able to get help elsewhere. Furthermore, the members
understand that they are being supported by their neighbors.

Self-Help Credit Union® in Durham, North Carolina, is the country’s
largest community development credit union with over $35 million in assets
in 1992 and a field of membership that stretches across the state, but it does
not look like a financial institution at all. At its main office in Durham there
is no lobby, no stream of members flowing in and out, just a suite of offices.

5 “The liule people” was the rademark phrase of the late Father Matthew Fogarty, one of the early and
most influential leaders of the CDCU movement,

6 [ have learned about Seli-Help mostly from presentations by and conversations with Everett Harper, and
from printed material circulated by the Center for Community Self-Help. The Center has been in the
news [requently, in connection with the Presidents initiative for community development banking.




COMMUNITY DEVELOPMERT CREDIT UNIONS 3

In spite of its size in assets, Self-Help does not actually have many members,
just over 1,700 at last count. The explanation is that Self-Help is not a tradi-
tional credit union at all, but rather a component of a community economic
developmenlt agency.

The parent agency is the Center for Community Self-Help, a nonprofit
institution that receives tax-exempt grants, and that in turn sponsors both
the credit union and a community development loan fund called the Self-
Help Ventures Fund. The entire complex of institutions concentraies on
housing and commercial lending, with particular emphasis on what they call
“socially or economically disadvantaged constituencies,” in their case, low-
income, rural, minority, and wotnen borrowers.

The fact that the Center has two lending agencies allows it to segment its
lpans in an interesting way. The credit union, which is chartered by the siate
government and whose deposits are insured by the National Credit Union
Administration, must adopt a more conservative stance in its lending than
the Ventures Fund. Self-Help’s plan is that the credit union should concen-
trate on loans that would not be made by a traditional bank but which would
be viable with a slight liberalization of bank lending criteria. 1t should also
make loans in cases in which traditional lenders appear to be discriminatory.
But it should not fund commercial start-ups or other high-risk activities.
Those are reserved for the Ventures Fund. Because deposits in the Ventures
Fund are not insured by the government, the Fund does not have to answer
to strict federal regulations; it is therefore free 1o be at least somewhat more
adventurous in its lending. The tightening of federal member business loan
regulations for credit unions in 1991 (described in Chapter 7) has made this
plan harder to implement, however, and since that time the majority of the
business loans have had to be channeled through the Ventures Fund.

When President Clinton introduced his community development bank-
ing initiative on the White House lawn on July 15, 1993, one of the speakers
was Tim Bazemore, the African American manager of the Workers Owned
Sewing Company in Windsor, North Carolina. He described how Self-Help
had lent the workers the money to buy out the company and save their jobs
in the early 1980s, and then go on to become the second-largest private em-
ployer in Bertie County.

Self-Help serves the entire state of North Carolina and receives deposits
from throughout the state. It can do this because its charter permits it to
accept as members any people or institutions who are members of the Cen-
ter for Community Self-Help, the parent association, and the Center is a
statewide organization. It has succeeded in attracting many large, “socially
responsible” deposits from institutions that want to make a contribution to
community development in the state while at the same time earning a return
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on their money. Other credit unions that try to follow this strategy have to
classify such funds as “non-member deposits” because the investors are not
in the credit union’s field of membership, and because federal regulations
severely restrict non-member deposits. Because of its charter, however, Self-
Help can enroll the investor as a member and thereby avoid the limitation on
outside deposits.

The D. Edward Wells Federal Credit Union’ sits in the main square in
the heart of the African American community of Springfield, Massachusetts.
Its building, a former bank, was bought in 1991 by a group of friends of the
credit union, who rent it to the credit union, It is a community credit union;
its field of membership includes “the brotherhood” of Springfield, which the
credit unton’s board interprets as meaning the entire population of the city. It
was founded, however, in 1958 as a church credit union, drawing its mem-
bers from the Mount Calvary Baptist Church, and {or years it operated out of
the church building. Many of the credit union’s members are still from
Mount Calvary and that church is the credit union’s biggest supporter.

The credit union has 2,700 members and 3 employees. The manager,
Carol Aranjo, says that most people have joined out of a sense of ethnic
loyalty {the credit union is the only African American financial institution in
Massachusetts), out of a commitment to the church community, and out of a
desire 1o be treated fairly. They are weli aware of the difliculty that minorities
have in getting loans at conventional financial institutions, and they know
that they will be treated fairly at Wells.

Loans are in relatively high demand at Wells, and consequently most of
the deposits are loaned out to the members. Many of the loans are made
without collateral, on the personal signature of the borrower. In the case of
car loans, the credit union takes a lien on the vehicle. The credit union has
been troubled by a fairly high and fluctuating delinquency rate on its loan
repayments, largely due to layoffs and other longstanding economic prob-
lems in Massachusetts.

Wells has a youth credit union, begun in 1988, which children in the
community aged 7 to 17 are eligible to join.® The youth credit union has its
own board of directors and officers, its own tellers and loan committee. It is
open for transactions one day a week after school; it accepts deposits from
the children and makes small loans for purposes such as buying bicycles or
birthday presents. The Wells model of a youth credit union has been repli-
cated by many other CDCUS.

7 For the description of the credit union 1 am in debt to Carol Aranjo, manager of the credit union and
Chairperson of the National Federation of CDCUs.

8 Onthe youth credit union, see Jerving.
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While Wells is no longer strictly a church credit union, its roots are sull
in the church. Ms. Aranjo is a champion of all sizes of church credit unions.
The spirit of the credit union movement should be flexible enough, she ar-
gues, 1o welcome an institution of just a hundred members and a few thou-
sand dollars, provided those people want to join together and help each
other. In many minority communities the church is the most important in-
stitution, and it simply makes sense for the church to provide the common
bond for financial self-help. She regrets, therefore, the pressure that many
small, church-based credit unions face from their examiners to liquidate or
merge into a larger institution,

The main office of First American Credit Union® is in Window Rock in
northern Arizona, the capital of the Navajo Nation. A branch is located in
Casa Grande in the southern part of the state. First American was founded in
1962, chartered by the State of Arizona. At that time it was called Navajo
Tribal Employees’ Credit Union, its field of membership being the 1,500
employees of the tribe as well as members of the governing Tribal Council.
In 1965 the name was changed to Navajoland Credit Union, and the charter
expanded to include everyone working or living on the Navajo Reservation.
In 1983, the name was changed again, to First American, and the charter
amended to include members of all Indian tribes whose headquarters were
located in Arizona. With $26 million in assets and 10,000 members in 1992,
it is the largest Native American credit union in the country and one of the
largest CDCUSs.

First American serves a poor community. While some Indians on the
reservation are economically comfortable, the incidence of poverty, unem-
ployment, welfare dependence, disease, and alcoholism is significantly
higher than in the rest of the country. For years, the credit union operated
out of a dilapidated trailer whose doors and windows would never quite
shut. Now, however, it is housed at the main crossroads of Window Rock, in
a modern building with a spacious foyer and computerized services. Three
tellers in the smart, attractive uniforms of the credit union meet with mem-
bers in the foyer and take loan requests over the phone, while another half
dozen employees work at terminals in the back office.

The credit union’s successful transition from a small, marginal operation
with high delinquencies and an uncertain future into a strong, growing insti-
wution is due in part to its board of directors which was able 1o identity the
policies that needed changing, and in part to the leadership of its manager
since 1974, Robert P Shipe. Shipe grew up in the credit union movement; his
{ather had been director of both the Credit Union National Association and

9 Thanks to Robert B Shipe, manager, and Angelina Boone, collections officer, who welcomed me warmly
on a visit Lo Window Rock.
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the Arizona Credit Union League.

The credit union’s leaders decided that the most important priority was to
spread the loan money as broadly as possible among the members. As a con-
sequence, the institution makes only small, personal loans. Once they have
established a line of credit, members can borrow in amounts as small as they
wish up to their credit limit, just by making a phone call. In effect, their line of
credit at First American operates like a credit card. To qualify for a line of
credit, they must he employed and they must sign up for automatic payroll
deduction to make their loan payments.

Watts United Credit Union'?is located in a small suite on the first floor of
a two-story office building at the corner of Wilmington Avenue and 1031d
Street in the heart of the Watts district of Los Angeles. Across Wilmington is
the large 102nd Street Elementary School, and across the road from that is a
row of boarded-over and barred shops. It is a poor neighborhood, and the site
of two of the worst urban disturbances in modern American history, in 1965
and 1992. During the 1992 episode, the credit union's manager, James Taylor,
stayed in the office for three straight days and nights. When the protesters
came by and threatened the building, Taylor, a tall and distinguished-locking
African American man, walked out front and, he says, spoke quietly to them,
saying, “You're looking at the owner, please pass on,” and they did.

Watts United was chartered as a response to the 1965 uprising, as part of
a program to bring some hope of economic progress to local residents. Tay-
lor recalls the credit union at that time as being a kind of “experiment,” to
see il people on welfare would pay their debts. Many of the loans in the early
years were for $50, to tide people over between welfare checks. In some
cases, he says, it was a struggle to get people to understand the difference
between a grant and a loan, and the fact that the latter had to be paid back;
but in the end the borrowers made good on those $50 loans and the credit
union was in a position to grow. Even today, the credit unicon restricts itself to
personal, consumer loans, many of them now for automobiles. 1t does not
yet make business loans.

All Watts residents are eligible to join the credit union. By 1992, Watts
United had over 2,000 members, approximately two-thirds African American
and one-third Latino (reflecting the shifting demographics of Watts), with
assets totalling $1.5 million. Initially the credit union’s expenses were paid by
a sponsoring agency, the Westminster Association, but it has been on its own
for many years now. It is in a particularly strong financial position, with a
ratio of reserves to assets of 12 percent in 1992, remarkably high for a CDCU.

10 James Taylor, the manager, welcomed me 1o the credit union in 1991, and since then he has kept me
posted frequently on the pragress of the institution.
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The Santa Cruz Community Credit Union!'! occupies an old, two-story
stucco building in downtown Santa Cruz, California. When the Loma Prieta
earthquake destroyed much of the commercial area of the city in October,
1989, it fortuitously spared the credit union. But even though the building
was preserved, the leaders of the credit union nevertheless feared for the
institution’s financial future. Members might withdraw their funds, they
thought, both because the downtown area was almost inaccessible and also
because they would need their money for rebuilding. Businesses that were
damaged might default on their loans. The credit union people need not have
feared. In the weeks and months following the earthquake, the assets of the
credit union grew as never before. Members added to their deposit accounts
and new members joined. The tellers in the front office often heard variations
on the same story: “This community needs help, and 1 know the credit union
is committed to helping, so this is where my money is going.” By the summer
of 1990, the credit union’s assets had grown by almost 50 percent, to about
$18 million.

The credit union was founded in 1977 by a group of activists in Santa
Cruz who had long been active in movements for environmental preservation
and for expanding social services for the poor. From the beginning, the credit
union had a political purpose, to serve as an agent of change in the county, to
promote economic democracy, and the interests of poor and moderate-in-
come people.

The emphasis in the Santa Cruz credit union is on community develop-
ment, by which is meant support of local small businesses, nonprofits, other
cooperatives, and affordable housing projects. For years, the credit union’s
goal was to lend 60 percent of its resources for community development pur-
poses and just 40 percent for personal purposes. With the growth in assets
and the restrictions on commercial lending by the examiners, the 60-40
policy had 1o be abandoned, but the community development portfolio con-
tinues to grow. The credit union has provided part of the financing to make
possible several low-income cooperative housing complexes. It made the ini-
tial loans for an organic juice company that eventually developed a strong
market position throughout northern California. It has supported Latino
farmers in the southern part of the county who provide employment 1o some
of the poorest people in the area. It has a strong record of supporting women-
owned businesses and worker-owned collectives. It has become the lender of
choice for businesses in the community that identify themselves as “progres-
sive.”

At the same time that it has stressed community development lending,

1 My information on the Santa Cruz Community Credit Union comes from my experience on its board of
directors.
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the Santa Cruz credit union has pushed to expand financial services to its
members. It is closer 1o being a full-service financial institution than most
CDCUs are, with many different types of savings and checking accounts,
automated teller machines and automated transactions services over the
telephone, credit cards, money orders, traveler’s checks, and other products.
1ts board has wanted to be able to demonstrate that the credit union could be
a force for progressive social change, without having to ask its members to
sacrifice in terms of convenience or return.

North East Jackson Area Federal Credit Union,!? or NEJA, is housed in a
trailer that sits on a rural route, surrounded by woods and peanut fields, on
the front lawn at Mrs. Pearl Long’s house outside Marianna, Florida. It is in
the state’s northwestern panhandle, just ten miles from the Alabama border
and fifteen miles from Georgia.

NEJA is a small credit union, with about $650,000 in assets at last count
and one full-ume employee. Its 800 members are all African American,
many of them farmers. It was founded in 1965 by the Office of Economic
Opportunity, as part of the Johnson administration’s “war on poverty.” The
founders were participants in the local civil rights struggles, and they saw
the credit union as a way of freeing themselves from dependence on the
white financial institutions of the region. Many of the other OEO credit
unions begun at that time received financial and administrative support
from a local community action agency, but NEJA was on its own from the
beginning, It has therefore had to rely on volunteers most vears, and only
recently has been able to afford any paid help at all. The founders of the
credit union included Mrs. Long’s late husband, Gye Long. When he died in
1979, she took over the leadership. She is an unpaid volunteer, but she
spends most days in the trailer taking care of the members’ business.

NEJA has almost had to close several times, because of high delinquency
rates on its loan repayments as well as low income. But each time it has
managed to survive, thanks in part to the help of Ernest Johnson. Johnson, a
civil rights veteran and director of credit unions for the Federation of South-
ern Cooperatives/Land Assistance Fund, advises, shepherds, and nurtures
rural Black credit unions in the southeastern states. Over the years he has
spent many weeks at NEJA reconciling the accounts, helping the board of
directors develop policies, and doing baule with the federal examiners.

NEJA specializes in making crop loans to farmers, loans of between
$5,000 and $20,000 with terms of about a year, for the purpose of allowing
the farmer to buy seed, chemicals, fertilizer, and equipment. The credit

12 | would like to thank Ruth Lockett and Mrs. Pearl Long for their gracious welcome when [ visited NEJA,
Ernest Johnson gave me further information of the credit union.
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union provides better terms than the [armers can get from the local banks or
from the suppliers.

Church-Affiliated Credit Unions

Many credit unions in the United States are affiliated with churches,
their fields of membership being the members of a single church or, in some
cases, the members of a number of churches {often of the same denomina-
tion) in a geographical area.

In mid-1991 there were 911 church credit unions, with a membership of
1.1 million people and total assets of $3.2 billion. The Baptist and the Roman
Catholic churches have the largest number of credit unions.!? No facet of
American society is more segregated than the churches, and consequently
most of the church-affiliated credit unions are ethnically homogeneous.
Most that are CDCUSs are African American. This is a result of the fact that
the church is such a central institution, and church membership such an
important part of one’s identity, in many low-income African American com-
munities. '

Not all church credit unions should be considered CDCUSs. They serve
their parishioners with basic banking services, but have no wider purpose of
meeting the needs of low-income people or of community economic devel-
opment. Some of them, however, explicitly consider themselves to be
CDCUs, and others, which operate in predominantly low-income commu-
nities, perform much the same function as non-church CDCUs. Perry
Henderson estimates that there were 191 black church credit unions in
1990,' and many of them regarded themselves as CDCUs. Other church
credit unions operated in low-income Asian immigrant and Latino commu-
nities.

In 1991 the National Federation of Community Development Credit
Unions conducted a “Church-Based Credit Union Study,” funded by the
Trinity Grants Program, followed by a “Church Credit Union Development
Project,” begun in 1992.'® The study found that the leaders of the church
credit unions saw themselves as providing a service essential to the mission

13 National Federation of Community Development Credit Unions, “[nterim Report: Church Credit Linion
Develepment Project.”

14 For a discussion of credit unions associated with African American Churches, see Henderson.

15 Op. cit., 30.

16 gee “Interim Repori: Church-Based Credit Union Study,” 1990; "Final Report: Church-Based Credit Union

Study,” 1991; and “Interim Report: Church Credit Union Developrent Project,” 1992 — all issued by
the National Federation of Community Development Credit Unions, New York.
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of the church. The church, they believe, is a community of people helping
people, and the credit union is a concrete expression of this.

The D. Edward Wells Federal Credit Union, described above, originated
in a Baptist congregation. A quite different example of a church CDCU is
Family Federal Credit Union in Wilmington, California, near Los Angeles. It
was chartered in 1983 and is affiliated with Holy Family Roman Catholic
Church. Many of the church’s—and the credit union's—members are immi-
grants from Latin America, attracted to the church because it offers masses in
Spanish and because it sponsors an array of social services, dealing with
food, jobs, children, housing, and immigration. The credit union is part of
this broader program, helping immigrants establish a stake in their new
country.

Tables 1.1, 1.2, and 1.3 in the next section show that church-affiliated
credit unions represent about 30 percent of the country’s CDCUs. They are
predominantly urban, and mostly small in terms of both assets and mem-
bers. Although small, they have the potential to be very important, particu-
larly in low-income, urban, African American areas where the church is fre-
quently the most intact, coherent voluntary institution.

A Statistical Portrait of CDCUs

This section paints a different sort of picture of the country’s community
development credit unions, using statistical information from the institu-
tions’ financial statements and census data from their neighborhoods. It
shows the number, membership, asset size, and growth rates of the CDCUSs,
divided into different categories. It then looks at the income, poverty level,
and racial composition of the neighborhoods in which they are located.

Comprehensive information about CDCUs can be culled from the semi-
annual “call reporis” that each federally-insured credit union files with the
National Credit Union Administration (NCUA). At various times, research-
ers have selected the CDCUs from this large data set in order to develop a
statistical profile. The set used in this study consists of 180 CDCUs reporting
as of December 31, 1991.17

Additional information about CDCUs comes from an extensive survey
questionnaire sent to about 400 low-income credit unions in 1986 as part of
a joint study by the National Federation of Community Development Credit
Unions and the federal Department of Health and Human Services.!®

17 For an explanation of how these eredit unions were selecied, see *A Note on the Data™ in Chapter 5.

18 Gore, Rosenthal, and Smith, a study prepared by the National Federation of Community Development
Credit Unions and the Cffice of Community Services, Department of Health and Human Services.
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Table 1.1
Number of Credit Unions by Category
180 Community Development Credit Unions
{Dec. 31, 1991}

Church Non-Church Total
Assets up to $500K 35 54 89
Assets >$500K 19 72 N
Urban 47 67 114
Rural 7 59 1)
NFCDCU 22 69 21
Non-NFCDCU 32 57 89
Total 54 126 180

Table 1.1 shows the distribution of the number of CDCUs by asset size,
urban or rural location, membership in the National Federation, and church
or non-church affiliation, at the end of 1991. Table 1.2 shows the CDCU
assets in the same categories and Table 1.3 the members of the CDCUs. The
three tables, plus Tables 1.4 and 1.5 were compiled by the author from the call
TEpOrts.

Table 1.2
{$ in Millions)

Total Assets in 180 Community Development Credit Unions

{Dec. 31, 1991)

Church Mon-Church Tatal
Assets up to $500K 6.6 ©7 16.3
Assats > $500K 26.0 260.5 284.5
Urben 29.4 155.4 184.8
Rural 3.1 114.8 117.9
NFCDCU 20.8 1755 196.3
Non-NFCDCU 11.8 947 106.5

Total 32.6 270.2 302.7
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Table 1.3
(Thousands)
Membership in 180 Community Development Credit Unions
{Dec. 31, 1991}

Church Non-Church Total
Assets up to $500K 10.4 16.4 267
Assets > $500K 19.2 1432 162.5
Urban 259 89.5 115.4
Rural 3.7 70.1 73.9
NFCDCU 18.6 97.4 1159
Non-NFCDCU 11.0 622 73.3
Total 29.6 159.6 189.2

_ CDCUs are only a small portion of the credit union industry. At the end
of 1991, the 180 CDCUs identified in these tables constituted just 1.3 per-
cent of the countrys 13,977 credit unions. Their 189,000 members were
only 0.3 percent of the total credit union membership of 62.4 million. And
their assets, $302.7 million, were a smaller portion yet, just 0.12 percent of
total credit union assets, which stood at $244.5 billion.1?

Table 1.1 shows that half of the CDCUs have less than a hall million
dollars in assets, and half more. A half million dollars is a very small size for a
financial institution. With a gross rate of return of roughly 10 percent per
annum, a credit union of that size generates an annual income of just
$50,000, and that sum has to be divided among dividend payments to the
savers, salary and other operating expenses, provision for loans that go into
default, and reserves for the institution. There is not much to go around ina
half million dellar credit union—and many CDCUs are much smaller than a
half million, as Table 1.4 below shows.

About a third of the CDCUSs are rural. Credit unions were classified by
the author as rural if they were located in the countryside, or if they were
located in a small town and their field of membership included a significant
rural population. The majority of the CDCUs are urban, and of these, most
are located in the centers of the country’ large cities.

Half of the credit unions included in this data set are affiliated with the
National Federation of CDCUs and half are not. Those that are affiliated tend
to be somewhat larger.

19The industry-wide daia are [rom Credit Union National Association, Operating Rattos and Spreads: Year-
End 1991.
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Table 1.4 allows a more detailed look at the size of the country’s CDCUs.
It shows the percentage distribution of the CDCUs by asset size, and, for
comparison, the final column shows the size distribution of all credit
unions in the United States as of December 31, 1951.

Table 1.4
{Percentages Total to 100)

Distribution of CDCUs by Asset Size

{Dec. 31, 1991)
All CUs
Non- in the
Asset Size All Urban Rural Church Church us
(5 in Millions)
0.0-01 16 17 15 22 14 -
0.11-0.25 21 17 27 28 18 -
0.26-0.5 13 12 14 15 12 -
0.0 - 0.5 [total) 49 46 56 é5 43 16
0.51-1.0 19 20 18 20 19 1
1.01-20 i4 18 9 9 17 13
201-50 11 12 B 5 13 19
501-100 2 1 5 0 3 14
10.01 -20.0 3 3 3 0 4 10
2001 -50.0 1 1 2 0 2 10
50.01 + 0] 0] 0 0 0] 7

Almosi half of the CDCUs had assets of less than a half million dollars at
the end of 1991, compared 1o only 16 percent of the almost 14,000 credit
unions in the country. Only 6 percent of the CDCUs had more than $5
million, compared to 41 percent of all credit unions. Within the CDCUs, the
rural credit unions tended to be smaller than the urban, and the church-
affiliated credit unions smaller than the secular. Taken as a whole, and with
a few exceptions, community development credit unions are very small fi-
nancial institutions.

In recent years, CDCUs have grown at rates roughly comparable to the
rates of growth of other credit unions in the country. Table 1.5 shows an-
nual growth rates for five- and ten-year periods ending in 1991. The rates
are for the total assets of 152 CDCUSs that existed throughout the decade.
For comparison, the growth rate of assets in all federal credit unions over
the same periods is shown.*?

20 The figures in the last row of Table 1.5 are simply the growth rates of alt credit union assets, not matched
to the COCUs by size of credit union. Thus the figures are dominated by the largest credit unions in the
country, credit unions larger than any CDCUs. See National Credit Union Administration, 1991 Anrual
Report.
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Table 1.5
Average Annual Percentage Growth Rates

Growth in CDCU Assets, 1981-1991

198691 1981-91
Assets up to $500K 45 6.0
Assets >=3500K 2.8 14.7
Church 4.4 8.9
Mon-Church 8.2 13.8
Urban 10.3 14.1
Rural 8.3 13.6
Total CDCUs 9.4 13.9
All U.5. Federal CUs 8.2 12.3

Table 1.5 shows that the larger CDCUs grew faster than the smaller ones,
the non-church faster than the church, and the urban a little faster than the
rural. The calculated CDCU growth rates that are shown in the table have a
bit of an upward bias,?! and it is likely, therefore, that the true CDCU growth
rates were even closer to the indusiry rates than the table shows.

Tables 1.6, 1.7, and 1.8 explore the income and ractal characteristics of
CDCU members. This is quite hard to do, and numerous difficulties arise in
the interpretation of these tables. The prohlem is that credit unions keep no
comprehensive records of the incotne and race of their members. Incotne
but not race is recorded by borrowers on their loan applications, but this
information remains in the loan files and is not compiled and revealed by the
credit unions.

The strategy used in this section is to look at the characteristics not of
the members themselves, but of the populations living in the neighborhoods
where the credit unions are located.?? This information is easily available
from the national census. The procedure is valid to the extent that the credit
union members are representative of the neighborhood population.

Two principal problems exist with this method. First, the author had to
use the 1980 census, since the detailed compilatons from the 1990 census
were not available at the time the research was done, and therefore the infor-

21 They are based on the records of 153 credit unions that existed continuously over the decade 1981-
1991, Ye1 over that same period the total number of CDCUs fell. Using the same methods for identifying
CDCUs as were used in 1991, there were 222 CDCUs in 1981, 219 in 1986, and 180 in 1991. In other
words, of the 222 CDCUS that could be identified in 1981, 72 had been liquidated or merged by 1991,
and only 27 new ones had been chartered.

22 Thanks 1o Chhorn Be for her help in compiling the data on CDCU neighborhoods.

.
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mation is dated. Second, the information on the rural neighborhoods is not
at all comparable with the information on the urban neighborhoods. In
these tables the rural income levels are significantly higher, and the poverty
rates and non-white proportions significantly lower, than is doubtless the
case for the actual CDCU memberships.?> Nevertheless, Tables 1.6 through
1.8 give at least an indication of the characteristics of the CDCU members.

In 1980, the median family income in the country was $19,917, the pov-
erty rate 12.4 percent, and the non-white population 15.1 percent of the
total. Table 1.6 shows that the 114 urban credit unions serve neighborhoods
that were significantly poorer than the rest of the country, with higher pov-
erty levels and non-white populations. All of these tendencies are accentu-
ated in the case of the church-affiliated credit unions, most of which are in
African American, central-city neighborhoods.

Table 1.7 shows similar information for the 66 rural CDCUs, although,
as noted above, Table 1.7 is not directly comparable with Table 1.6. It does
show, however, that the rural CDCUSs are located in relatively poor and non-
white communities.

Table 1.8 compares the CDCUs' neighborhoods to the national aver-
ages. In the case of the urban CDCUs, 90 percent are in neighborhoods
whose median family income was less than the national median family in-
come in the 1980 census, and 40 percent are in neighborhoods whose me-

23 In the cities, the census presents information by census tract. The tracts are quite small neighborhood
areas, with generally just a few thousand people. Census wracts are not specified for most rural areas or
small towns, however, and so in the case of the rural credit unions the neighberhood was waken to be the
small town, or in seme cases the county, in which the inslitution was located. Thus the information on
rural populations is noi directly comparable 1o the information on urban dwellers in Tables 1.6, 1.7, and
1.8. In particular, a naive use of these tables would seem 10 indicate that the rural credit union members
are somewhat better off than the city dwellers. As Chapter 6 shows, this is probably not 1he case. There
is anather difficulty in comparing 1he rural and urban areas. Central cities tend 1o be quite segregated by
race and by income levels, while rural areas are not. Nevertheless, many of the rural credit unions serve
a specilic racial or income group. One may compare, for example, the St James AME Credit Union in
Newark, New Jersey, an urban, church-affiliated organization, with NEJA, the North East Jacksen Area
Federal Credil Union, located outside Marianna, Florida. St James is an African American church, and
the membership of the credit union is almost tolally African American. This is reflecied in the census
tract in which it is located, where in 1980, 95.1 percens of the population was nen-whiie (compared 1o
the national average of 15.1 percent), the median family income was $3,417 {compared 10 a nalional
average of $19.917), and 68 percent of the people were living in poverty {compared 10 the nalional
averzge of 12.4 percent). In the case of the Florida credit union, the closest neighborhond described by
the census is Jackson County, where the 1980 population was 33.7 percent non-white, with a median
family income of $13,212, and 23.9 pexrcent of the population in poveny. One expecis that the Newark
census tract figures reflect the St. James membership reasonably accurately {although no doubt some
church members cormmue [rom a disiance), but the Jackson County figures do not refllect NEJAS mem-
bership at all closely. In fact, the NEJA members are emiirely African Anerican and, as Chapter 6 shows,
quite pacr. §n sum, the figures for the urban credit unions in the tables probably reflect those credit
unions’ memberships fairly well, while the rural figures represent significant overestimates of the mem-
bers’ incomes, and underestitates of the poverty levels and the proportion that are non-white. The rural
figures are included nonetheless because, even with those significant biases, they show that the rural
credii unions are in relatively poor communities.
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dian family income was less than half the national median. The other urban
numbers are even more striking. Almost two-thirds of the CDCUs are in
neighborhoods with greater than twice the national average poverty rate,
and three-quarters are in neighborhoods with twice the national average of
non-white population. The rural figures show a similar picture, although,
again, they are not directly comparable with the urban figures.

Table 1.6
{Average Neighborhood Characteristics, 1980)

114 Urban Community Development Credit Unions”

All Church Non-Church
Median family income $12,348 $10,792 $13,458
Persons in poverty 3.7% 37.6% 27 4%
MNon-white 64.2% 79.6% 53.3%

" Source, 1980 Census of Population,

Together, Tables 1.6, 1.7, and 1.8 demonstrate that CDCUs are located in
neighborhoods that are significantly poorer and more non-white than the
rest of the country. On the reasonable assumption that their members come
largely from the surrounding neighborhoods, it is clear that they serve
people who are in particular need.

Table 1.7
{Average Neighborhood Characteristics, 1980)

66 Rural Community Development Credit Unions*

Afl Church Non-Church
Median family income $13,558 $15717 $13,298
Persons in poverty 24.1% 18.6% 247%
Non-white 36.4% 22.2% 38.1%

* Source, 1980 Census of Population.

Other sources of information confirm this. Chapter 6 reports the results
of extensive sampling in the loan files of seven CDCUs, conducted by the
author and several research assistants. The reported incomes of the borrow-
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ers were quite low in most of the credit unions. A 1986 survey by the Na-
tional Federation of CDCUs asked the managers of 400 low-income credit
unions 1o estimate their members’ incomes. While the estimates were prob-
ably based on rough impressions from loan applications, still, in a year in
which the national median household income was $23,618, and the median
household income in alt of the country’s credit unions was $32,360, the low-
income credit unions reported that 75 percent of their members’ household
incomes were under $20,000, and 44 percent were under $10,000. They
reported that 14 percent of their members were unemployed, 20 percent
received public assistance, and over 60 percent were non-white.>*

Toble 1.8
{Percentage of Credit Union Neighborhoods}

Comparison of CDCU Neighborhoods to National Averages*

Neighborhood Charadenistic Urban Rural
Median family income < $9,959 A0 15
Median family income < $19,917 20 2
Poverty rate > 24.8% 66 38
Poverty rate > 12.4% 88 82
Non-white population > 30.2% 76 55
Mon-white population > 15.1% 83 78

" Source, 1980 Census of Population.

Information from a variety of sources makes it clear beyond a doubt,
therefore, thar the members of CDCUs are much poorer than Americans
generally.

[n summary, community development credit unions are a very
small component of the nation’s financial structure, but their growth is keep-
ing pace with the growth of other credit unions. The majority of CDCUSs are
secular; a minority are church-affiliated. The majority are urban, a minority
rural. They serve people who are poorer than other Americans, and their
members are largely, although not exclusively, non-white.

The next two chapters explore the history of community development
credit unions.

24 Gore, Rosenthal, and Smith.
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Appendix: Cooperative Principles and Credit Unions

This chapter assetts that credit unions are cooperative institutions, and
so they are. Some difficulties arise, however, in applying the classical coop-
erative principles to the credit union {form.

As Chapter 2 will discuss, credit unions developed in the nineteenth
century as a part of the more general European cooperative movement,
Many of the original German credit associations had close connections to
other kinds of cooperatives, particularly of producers. While there were ten-
sions between the different types of cooperatives and their leaders, there was
also a good deal of mutual support. In twentieth-century United States, how-
ever, credit unions developed apart from other cooperatives.

Over the years, a set of cooperative principles has emerged from the ex-
periences of the cooperative movement. They are sometimes referred to as
the Rochdale Principles, since they were derived from the practices of the
consumer cooperative that was founded in Rochdale, England in 1844. In
fact, however, the Rochdale pioneers never established a definitive set of
principles to guide their store; the closest they came was a very long list of
rules, some of them completely specific to their own situation. 1t was left to
contemporary and later writers to try to codify the Rochdale experience into
principles. These principles have been widely accepted within the various
cooperative movements, but they have changed considerably over time. The
International Cooperative Alliance brought some order to the subject in
1931 by adopting seven principles that a committee of inquiry thought to
have been at the heart of the Rochdale store almost a century earlier. In 1966
these principles were amended by the ICA into a group of six that were “to
be considered as essential to genuine and effective cooperation practice both
at the present time and in the future as far as can be foreseen.”?* They are:

1. Open, voluntary membership. There is to be no discrimination
and no coercion in joining the cooperative. All who are able and
willing to participate are welcome.

2. Democratic control, or one person, one vote. Voting is by person,
not by number of shares held.

3. Sirictly limited rate of interest on share capital. Members buy
shares in the cooperative in order to provide the capital it needs,
not in order to speculate on profits.

4. Patronage refund. Surplus earnings, above the return to shares
and above the funds set aside for the cooperative’s reserve and for

25 Bonner, 309,
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common services, are returned to the members in proportion to
their patronage, or transactions with the cooperative. The pa-
tronage refund is a way of protecting the financial stability of a
consumer cooperative while keeping costs to the members low.
The cooperative initially charges the same price on goods as
other stores; if it makes a profit, however, the patronage refund
has the effect of reducing prices retroactively.

5. Member education. A cooperative has the responsibility to edu-
cate its members in the principles of cooperarion, both economic
and democratic.

6. Cooperation among cooperatives. Just as individuals cooperate
within an institution, so do the institutions cooperate among
themselves, to develop the cooperative movement.

The first two principles define the cooperative as a democracy, the second
two ensure that the cooperative’s earnings are used [or its members’ benefit,
and the last two provide for the development of the cooperative movement.

The adoption of these principles by the 1CA did not end the controversy
about the definition of a cooperative because a number of cooperative asso-
ciations violate one or more of the rules. As an example, the first principle,
open membership, is difficult for many producers’ cooperatives to adhere to,
and impossible for a workers’ or a housing cooperative. A less consiraining
set of guidelines has been proposed by the United States Department of Agri-

culture, as defining cooperatives:*

1. Services at cost to member-patrons.
2. Democratic control by member-patrons.
3. Limited returns on equity capital.

The USDA guidelines eliminate the first, fifth, and sixth Rochdale Prin-
ciples, and interpret the fourth, the patronage refund, more broadly as sim-
ply services at cost. Yet even this broader set of principles is of almost no
relevance to a worker cooperative, with the exception of the provision for
democratic control. And financial cooperatives—credit unions—adhere o
the first two USDA guidelines but would appear to violate the third,

How well can credit unions fit within these defining cooperative prin-
ciples? The first two ICA principles present no problems. Credit untons are
voluntary associations, open to everyone within a defined field of member-
ship, with the exception of those who have demonstrated that they are inca-

26 Schaal, 12.
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pable of or unwilling 1o undertake the necessary responsibilities. They are
democratic organizations, with a board of directors elected by the members.

The third and fourth 1CA principles seem problematic for credit unions.
People who deposit money in the credit union become the owners of the
credit union, and the tradition in the United States is that the deposits are
consequently called “shares.” The rate of interest on share capital is not fixed
and strictly limited, as the third ICA principle would appear to call for. Mem-
bers receive a variable dividend on their shares, a dividend which is not fixed
by contract but which depends instead upon the surplus earnings of the
credit union. This would seem to violate the very idea of a cooperative, that
the proceeds of the business should not accrue to capital but rather to the
members,

The interpretation of the third and fourth principles in a financial coop-
erative is, however, ambiguous. The fourth principle is that the surplus earn-
ings of the cooperative should be returned to the members in proportion to
the transactions they have conducted with the association, thus in effect
retroactively reducing the price of those transactions. But a principal way in
which members transact business with a credit union is by depositing funds
in it. The other principal way of conducting business is by borrowing. And
credit union law permits the surplus earnings of a credit union to be re-
turned to the members in proportion io their deposits, and/or in proportion
to the interest that they have paid on their loans. Thus the distribution of the
surplus could be seen to be a patronage refund, and not a variable return on
shares. If the structure of a credit union is interpreted generously, therefore,
the institution can be seen as falling well within the classical definition of a
cooperative.

In fact, however, the ICA principles are strictly appropriate only for a
consumer cooperative, while most other types of cooperatives have to
stretch a little or a grear deal 1o fit completely under their tent. The USDA
principles are completely appropriate for agricultural producer coopera-
tives, but not for all others.

It may be impossible to find a set of principles that would comprehend
worker cooperatives as well as all of the other types. The difficulty is that the
basic purpose of a worker cooperative is to generate income for its members,
not to provide services at cost. The following three principles will probably
suffice to describe the other types ol cooperatives, and to distinguish them
from other forms of business organizations:

1. Ownership. A cooperative is an institution owned by the people
who use its services.

2. Democracy. Control is exercised on a one-person-one-vote basis.
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3. Services are provided to the members al cost.

If these three principles are the essence of a cooperative, then the nine-
teenth-century German “people’s banks,” and also the modern credit unions
that evolved from the German antecedents, fit well within the cooperative
movement.
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THE ORIGIG OF
COOPERATIVE FINANGE

Credit unions were born of adversity.
—Jack Dublin'

The credit unions, if they are to win lasting success, must absolutely not get
themselves mixed up with charity cases; for they are not designed to support
the poor, but what is more important—to prevent poverty.

—Hermann Schulze-Delitzsch?

The credit granted by the [Schulze-Delitzsch| cooperative unions should be
eminently a “productive” credit, to be employed in carrying on or extending
ones business, and not to be eaten up in unproduciive consumption.

—Richard T. Ely, 18813

formed within the last several decades. A few were founded in the
1940s, but the first major development came with the War on Poverty in
; the 1960s. The history of cooperative financial institutions goes back much
earlier, however. The first American credit union was established in New
Hampshire in 1909, and belore that the first credit union on the North

most community development credit unions in the United States were

L' Dublin, 142.
2 Quoted in Tucker, 50.

3 Ely, 220.
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American continent appeared in Levis, Quebec, in 1900. The North Ameri-
can credit unions trace their roots, in turn, to the cooperative credit societies
that were begun in Germany in 1850 and grew rapidly throughout Europe in
the second half of the nineteenth century*

1t is useiul to consider the historical evolution of credit unions, and not
just for reasons of antiquarian curiosity. The early cooperative credit societ-
ies had a distinctive purpose; they were established in order to protect
groups of people whose livelihoods were threatened by economic forces over
which they had no control. As credit unions grew and prospered, however,
their social contexts, their structures, and even their basic purposes
changed, never abruptly but slowly and relentlessly. From agents of social
change they evolved into institutions that provided a useful service to mem-
bers, but they did not challenge the economic and social structures in which
they were embedded. In fundamental ways, medern CDCUs are rejecting
many of these recent changes and are attempting to return to at least some of
the original principles of the credit union founders.

Nineteenth-Century Cooperatives

Credit unions are cooperative financial institutions. While in the late
twentieth-century United States most of them stand quite separate from
other types of cooperatives, in mid-nineteenth-century Europe they were
part of the cooperative movement more generally.

Cooperatives began as a response to the excesses of free market capital-
ism..Capitalism broke apart the traditional bonds that had connected people
to their workplaces and to rural and urban communities. These bonds had
often been exploitative—for example, the bond between a lord and his
serf—but they had created what seemed at the time to be unbreakable con-
nections between people. The capitalist, industrial revolution shattered
those bonds, creating individual workers, or “hands,” who were free to sell
their labor for whatever it could bring, but for whom the society as a whole
had no specific responsibility. Industrial capitalism brought with it indi-
vidual freedom, both the freedom to rise above the ocean and the freedom to
sink beneath it. It brought newly-prosperous mill owners and traders, and it
brought stinking cities, child labor, epidemics, and early death.

To a large extent, therefore, the history of social movements in nine-
teenth-century Europe is a history of attempts by people to join together, to
combine their resources to create safe havens against the onslaught of indi-
vidualism. Some aspects of the movements were reactionary, in the sense
that they were defensive and ultimately futile attempts to preserve social

4 The history of American credit unions and their predecessors is outlined in Moody and Fite.
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relationships that were inexorably passing. Other parts were progressive,
pointing the way to forms of collective organization that would thrive in the
twentieth century. Among these social movements, all of which were at the
same time reactionary and progressive, were the beginnings of the welfare
state, the beginnings of trade unionism, and the beginnings of cooperatives.

Cooperatives appeared in different sectors. The leaders of the various
cooperative associations knew of each other and had some personal connec-
tions, but the movements they established were separate, and they led to
quite different Lypes of cooperatives in the twentieth century, including com-
munal societies as well as consumer, producer, worker, housing, and finan-
cial cooperatives.

Robert Owen’s community at New Lanark in Scotland and his subse-
quent colony at New Harmony in [ndiana were early examples of planned
communal societies in which all components of social life—nol just work,
purchasing, selling, or borrowing—were organized collectively. The early
utopian socialist experiments such as Owen’ failed eventually, but they had
astrong influence on twentieth-century communes, ranging from the highly
structured Israeli kibbutzim 1o back-to-the-earth settlements of young
Americans in the 1960s and after. The other types of nineteenth-century
cooperatives, more limited in scope than the communes, can point to a more
continuous chain of success. Modern consumer cooperatives trace their ori-
gins to the Rochdale, England, cooperative store, founded in 1844. Producer
cooperatives, formed predominanty by independent farmers, were created
throughout Europe and later North America, for the purposes of purchasing
supplies jointly and/or selling produce. Worker cooperatives—firms owned
and controlled by their laborers—arose in France and Ttaly, and to a lesser
extent in other countries of continental Europe.

At the same time that consumer, producer, and worker cooperatives
were first appearing, financial cooperatives originated in Germany: Initially
they were associated with producer cooperatives.

Schulze-Delitzsch and Raiffeisen

Two visionaries were responsible for the founding of the German credit
unions, E Hermann Schulze-Delitzsch {1808-1883) and Friedrich Wilhelm
Raiffeisen (1818-1888).3 The Schulze-Delitzsch credit unions, called
Volksbanken, or people’s banks, were urban, while the Raiffeisen credit
unions, called loan associations, were rural. Both types ol associations grew
substantially in the second half of the nineteenth century in Germany; both
created national organizations and both spread to other countries of conti-

3 On the origins of cooperative credit in Germany;, see Ely; Wolff, Tucker; and Aschhoff and Henningsen.
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nental Europe. They shared a number of characteristics, but in some impor-
tant respects they differed.

Schulze-Delitzsch was at times a judge and a liberal political leader from
a part of eastern Germany that was originally in Saxony but was incorpo-
rated in his lifetime into Prussia.’ Moved by the distress of his countrymen
in the economic crash of 1846-47, he searched for ways to improve the lot of
craftsmen and shopkeepers. His first project was a cooperative insurance
fund for craftspeople; his second, a cooperative leather-buying club for shoe-
makers. Both were producers’ cooperatives, associations of independent
producers who joined together for certain limited commercial goals. The
shoemakers discovered that if they bought their leather in bulk they could
achieve a price reduction of about 15 percent, even after paying the adminis-
trative expenses of the buying club. They faced a barrier, however; they
lacked the funds to make the bulk purchase. They required credit, and had
no access to it. As a consequence, Schulze-Delitzsch turned his attention to
the question of credit.

At this point, he made the first of many decisions that were to have an
important impact on the subsequent development of the credit union move-
ment. The shoemakers’ buying cooperative could have extended its opera-
tions into the area of credit, but Schulze-Delitzsch decided that the two func-
tions, purchasing and credit, should be kept completely separate. The shoe-
makers would get the best price on their purchases of leather if they paid
cash, if the seller did not have to assume any risk. The risk inherent in bor-
rowing should be isclated in a separate institution. Schuize-Delitzsch there-
fore established the first people’s bank in 1850 at Delitzsch, the precursor to
what is now known as a credit union. Thus the pattern was set for the credit
union movement to develop separately from the more general cooperative
moverment.

The main problem to be confronted was the source of the funds. Those
in need of loans, the craftsmen and artisans, did not have surplus savings to
lend to each other. Schulze-Delitzsch’s first solution to this problem was to
solicit the equivalent of $140 in capital from several of his well-off friends,
who were given the title of honorary members. The funds were then avail-
able for lending to those who needed them, called the beneficiaries, with the
proviso that the beneficiaries were required to contribute five cents a month
to the capital of the institution.

This first scheme was not successful, but in its structure it anticipated

6 Born Hermann Schulze, he added Delitzsch, the name of his home town, t¢ his surname when he
became a member of Parliament at Berlin, in order o distinguish himself from the many other Schulzes
he encountered in political life (Tucker, 29). The account of Schulze-Delitzsch’s banking innovations
from 1850 to 1852 in the paragraphs that follow comes from Tucker.
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the later cooperative credit associations. Two features distinguished it from
the charitable loan associations that existed at the time in Germany The
borrowers were required to be members of the association, not just custom-
ers of it, and they were required to save as a condition of borrowing,. So from
the beginning, the Schulze-Delitzsch banks were cooperatives established
for the purpose of saving as well as borrowing.

The first Delitzsch people’s bank failed because a number of the loans
were not repaid, and because the honorary members, the benefactors of the
bank, gradually withdrew. Schulze-Delitzsch was absent for about a year on
a judicial assignment in another town; he returned to discover that the only
remaining members were the beneficiaries and that the hank had collapsed.

He then turned to the example of a similar linancial cooperative,
founded, also in 1850, by a colleague in the nearby town of Eilenburg. At
Eilenburg, wealthy patrons were not allowed; the only members were work-
ing and small business people, each of whom was required 1o make a more
substaniial contribution to the bank’s capital.

In 1852, then, Schulze-Delitzsch founded the people’s bank in Delitzsch,
the model on which subsequent credit unions would be based. The initial
requirement was an entrance fee equivalent to $2.50, and each member
pledged eventually to purchase a $12.00 share in installments. In other
words, there was considerable emphasis upon member savings. The funds
saved by the members were still insufficient to meet the loan demand, how-
ever, and so the bank had to borrow additional money. The decision was
made not to depend upon the charity of wealthy benefactors, but instead to
borrow on commercial terms from regular banks and depositors.

In order to secure these loans, the association adopted the principle of
unlimited liability. Under normal corporate law, the doctrine of limited li-
ability means that an investor is liable only for the amount of his or her share
investment, and cannot be held personally responsible for the debts of the
corporation. Under unlimited liability, as practiced in the Schulze-Delitzsch
banks, the members were collectively responsible for the outside debts. With
the pledge of unlimited liability, the cooperative was able 1o secure all the
loans it needed.

The Schulze-Delitzsch people’s banks were democratic unions, each
member having one vote. They were regarded as non-profit institutions, and
as such were not taxed.

Schulze-Delitzsch spent the rest of his life, until his death in 1883, pro-
moting his people’s banks. From his seat in the Prussian House of Represen-
tatives, and then in the German Reichstag, he advanced the legal framework
for cooperative banking. He wrote books and newspaper columns advocat-
ing the banks. He organized the Universal Federation of German Coopera-
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tive Societies, of which the largest number of member organizations were his
people’s banks. The banks grew in number to more than a thousand by the
end of the century, and membership was more than half a million.

Friedrich Wilhelm Raiffeisen’s rural loan associations began at the same
time as those of Schulze-Delitzsch and developed more slowly, but his move-
ment eventually became considerably larger.” Raiffeisen, born in poverty, rose
to become mayor of several towns in the western Rhineland area, but he re-
tired in 1863 at the age of 45 because of poor eyesight. Both before and after
his retirement, he devoted most of his energy to the development of institu-
tions to help small farmers. Like Schulze-Delitzsch’s first efforts, Raiffeisen’s
initial institutions were based upon the charity of the well-to-do. In 1849 in
Flammersfeld, where he was mayor, he organized a union of 60 wealthy citi-
zens who held themselves jointly liable for borrowed funds which they in
turn lent to poor farmers. This model was repeated several times, but
Raiffeisen eventually lost faith in it. Under this scheme it was the wealthy
patrons, not the poor farmers, who controlled the institution, and while the
instirution was useful to some of the farmers, it was not a cooperative. In
1862, Raiffeisen murned o the organizational structure that had been pio-
neered by Schulze-Delitzsch, and founded the first German rural credit coop-
erative. The Raiffeisen movement expanded quickly in the 1880s, and it even-
tually became substantially larger than the Schulze-Delitzsch movement.

The Social Bases of the Early German Credit Unions

The Schulze-Delitzsch and the Raiffeisen banks were both directed to-
wards people who were being victimized by the economic changes in nine-
teenth-century Germany. They were established for the purpose of changing
social relationships. One should not leap from this to the conclusion, how-
ever, that they always represented the interests of poor people, for their role
was rather more ambiguous than that.®

Their leaders were not poor people. Schulze-Delitzsch was born into a
substantial family in a small village, and was well educated in preparation for
a career in the law and politics. Raiffeisen came from a once well-off back-
ground—his father had been a minister and village mayor—although his
father’s alcoholism and early death left the family in difficult circumstances.
Interestingly, the subsequent founders of national credit union move-
ments—Luigi Luzatti and Leone Wallemborg in ltaly, Louis Durand and
Charles Rayneri in France, Alphonse Desjardins in French Canada, and Ed-

7 The material on the Raiffeisen rural loan associations comes primarily from Woltf.

8 On the social bases of the rarly German caoperative associations, se¢ Fairbairn and Rudin.
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ward Filene in the United States—were men of commerce or the profes-
sions.? Credit union movements were not founded by the poor.

To understand the role of the early cooperative credit associations, it is
helpful 1o know something about how German society was changing in the
middle of the nineteenth century. The Germany into which the credit asso-
clations were introduced was socially backward by comparison with En-
gland, France, and the United States in the same period. Not only was the
population poorer, its social structure was much closer 10 medieval feudal-
istn. The country of Germany did not even exist. A unified state was created
under Prussia by Count Bismarck’s wars of 1864, 1866, and 1870. Prior (o
that time, “Germany” consisted of a series of rival principalities. While the
strict feudal division of labor of earlier centuries had broken down some-
what, the remnants were still very strong.

Until the beginning of the nineteenth century, production in the German
towns was organized in rigid guilds, membership in which was compulsory
for crafispeople. The guilds enforced detailed rules about apprenticeship,
product design, working hours, and all other aspects of economic and even
social life, for the purpose of achieving security and equality for the guild
members. In the countryside, the land was controlled by the nobility and
worked by the semi-free serfs. Between those two classes was a “petite bour-
geoisie” of small-scale commercial and professional people, dependent upon
the powerful landholders. The legal basis of feudalism was abolished only at
the beginning of the nineteenth century Freedom of trade was allowed in
the cities, and in the countryside serfdom was replaced by land ownership. It
was one thing to change the legal system, however, and quite another to
transtorm the social system. In the towns, the guilds still survived well into
the nineteenth century, and artisans still carried on their trades. In the agri-
cultwral sector, serfdom was replaced by overwhelming debt in many cases,
since the newly independent farmers were required to pay for their land. In
England, feudalism had been dissolved by the indusirial and commercial
revolutions, but in Germany the artisan and peasant populations still pre-
dominated. Barrington Moore has made the argument that fascism
emerged in twentieth-century Germany because industrial technology was
imposed on a social structure that was still feudal. *°

If mid-nineteenth-century Germany was still influenced by feudalism,
however, that feudalism was not secure; it was under sharp challenge by the
forces of corporate capitalism. The new freedoms of movement and associa-

9 See Rudin.

10 moore.
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tion were eroding the guild and peasant economies. Large-scale production
in factories was threatening the livelihoods of the urban artisans, and com-
mercial farming was beginning to squeeze out the small farmers and peas-
ants. The clash between two economic systems — the feudalism of the past
versus the capitalism of the future — was leaving victims in its wake, people
whose way of life, while never comfortable, had at least been secure in the
recent past.

The cooperative credit movement was a response to this social conflict.
1t was an unclear and ambiguous response by people who could not fully
understand the character of the social change that was buffeting them. In
part, the movement can be understood as an attempt to restore the certain-
ties of the feudal world, but in part it was an attempt to soften the hard edges
of corporate capitalism. It was not primarily a movement of poor or work-
ing-class people, but of threatened intermediate classes. A German historian,
Erwin Hasselmann, writes:

...the first German attempts at cooperation were made by farmers,
peasants and artisans whose outlook was typically middle-class and
whose main concern...was the defense of their independent middle-
class existence against the overpowering competition of large scale
capitalist enterprises.!!

Schulze-Delitzsch was a man of strong humanitarian bent. He was by no
means a revolutionary, however; as Fairbairn shows, he saw his people’s
banks as a way of forestalling radical social movements. He actively opposed
working-class cooperative movements,'? whether of producers or consum-
ers, finding them too radical. The members of his banks were not the urban
poor, but rather the class of crafispeople whose livelihoods were under at-
tack. They were in danger of losing their shops and falling into poverty, but
they were not poor. The contemporary English writer Henry Wollf, while an
. admirer of most aspects of the people’s banks, nevertheless sensed that they
were not established for the benefit of the poor in the way that the English
consumer cooperatives were. Referring to the share requirement that was a
condition of membership, he wrote:

11 Quoted in Fairbairn, 6. Note that Hasselmann uses the term “middle—class™ not in the modern American
sense of comfortably salaried employees, but 1o refer to the feudal classes of artisans and producers who

were situated socially between the aristocracy and the serfs.

12 1hid.
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...it is altogether contrary to our idea of co-operation, that the hum-
blest classes, the working men proper, should be excluded and bidden to
wait outside until they have accumulated sufficient funds to qualify
themselves for membership. . There are working men, no doubt, in the
Schulze-Delitzsch associations; but only in very small
proportion... The bulk of the members is nearly everywhere made up of
small tradesmen, small landowners, and men of similar independent or
quasi-independent position.. .'*

Schulze-Delitzsch should not be libeled as the reactionary that some of
his countrymen were, however. He was not calling for the restoration of the
feudal guilds and manors. He was rather of the school of the English classical
economists, believing in capitalism, technology, markets, and competition.
Like the classical economists, he believed that the public welfare was best
promoted by a large number of small enterprises, not by a few monopolistic
giants. He saw the loans made by the people’s banks as a way of promoting
small-scale capitalism.'* Of course, small-scale capitalism was destined to
lose put to large-scale corporate capitalism by the end of the nineteenth cen-
tury, but to argue for it was not at all the same as to argue for the restoration
of feudalism.

Raiffeisen was more backward looking than Schulze-Delitzsch. i is true
that his rural loan associations were accessible to a poorer group of people
because they imposed no share requirements on members. Rudin argues,
however, that in Germany, as later in France and then in Quebec, the leader-
ship of most rural cooperative credit associations was largely in the hands of
the petite bourgeoisie, the men of the professions, commerce, and the
church. Their motive was to keep small farmers on the land, because their
own social position depended upon the continued existence of a subservient
agricultural class.!> They really did yearn for an earlier era, in which they
imagined their own positions were more comfortable.

In keeping with this backward, quasi-feudal orientation, Rudin argues,
the Raiffeisen associations were imbued with a conservative, moralistic,
Christian ethic, quite different from the secularism inherent in modern busi-
ness. It was an ethic which glorified hard work and sober habits as well as
deference to authority. It called for neighborly love. An important feature of
the Raiffeisen associations was that they were usually restricted 10 a single

L3 woiff, 102.
b4 Tucker, 51-35.

15 Rudin, op. cit.
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rural parish, and were sponsored by.and reinforced the position of the pas-
tor.

The Raiffeisen associations were also imbued with the sexism and the
anti-Semitism that were endemic to German rural life. They did not allow
membership by married women because they were restricted 1o people who
were independent. As to their anti-Semitism, they did not have the explicitly
racist political agendas that some other German rural cooperative groups
had. But they saw their mission as that of combating usury, and the wsurer
they identified was the Jew. A pastor in the province of Kurhessen who led a
Raifleisen association said in 1881, “How much do the Jews here want 1o
take part in our cooperative? [ will never offer them my hand, for that would
violate the purpose of the cooperative.”'® Completely blind to the implica-
tions of what he was hearing, the good English cooperator, Henry Wollff,
wrote in 1893 of his travels in Raiffeisens area, “...from one and all, here,
there and everywhere, have 1 heard the self-same, ever-repeated bitter com-
plaint, that the villages were being sucked dry by the Jews.’ Usury laws,
police regulations, warnings and monitions have all been tried as remedies,
and tried in vain.”!? In 1903, a German political leader remarked, “As far as
I know, all Raiffeisen men are anti-Semitic.”

Thus humanitarian motives were mixed with class self-interest and rac-
ism in the early German credit unions in ways that were complicated. The
credit unions were partially a reactionary attempt to restore a social order that
was being defeated, and they were partially a progressive attempt to provide
resources for people who were threatened by the new capitalist order. They
were partially a self-interested movement by people of some position who felt
those positions threatened, and partially a disinterested movement on behalf
of the poor. The ambiguous class basis and ideclogy of the early credit unions
are relevant to this study, because in some ways today’s community develop-
ment credit unions are echeing the principles of the founders—although not
necessarily consciously—and rejecting some of the deviations from those
principles that have been made by modern mainstream credit unions.
CDCUs focus on comtnunity development, and many of them lend for the
purpose of promoting small businesses. They attempt to bring outside re-
sources into their communities. Their leaders are committed to social change.
They would do well to remember, therefore, that when these ideas were put
into practice in an earlier era they were accompanied by attitudes and prac-
tices that are frightening, at least from the perspective of the twentieth cen-

16 On anti-Semilism in the rural credit unions, see Peal. This quote, and the last one in this paragraph,
come [rom this source.

17 wolfl, 112.
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tury. The German cooperative loan associations led to modern credit unions,
but the anti-Semitism they professed led to the Holocaust.

Needless to say, rural Alabama and central Philadelphia in the 1990s are
very different places from a German agricultural village or town of the
1850s. So the parallels are not exact, but they are suggestive. No evidence
exists at all that modern CDCUs are anti-Semitic, but they may need to
guard against ethnic chauvinism that merges into discrimination. They are
certainly not trying to restore a feudal order, but they may need 10 remind
themselves at times that all of their members have equal rights. CDCUSs have
been strongly influenced by the Civil Rights movement and by other egali-
tarian movements for social change, and it was often for that reason that
their founders chose the form of a cooperative credit union, with its protnise
of democracy and universality. Still, the danger exists that the narrowly-de-
fined common bond of a credit union can lead to parochialism.

Principles of the Early Credit Unions

The bank that Schulze-Delitzsch reorganized in 1852 had a set of six
principles,'® and these principles stayed at the defining core of his move-
menc

1. The exclusion of charity. The bank was to be operated as a
business.

2. The joint and unlimited liability of all members for the bank’s
debts.

3. Quiside funds to be borrowed by the bank on the basis of this
joint Habilicy:

4. Loans made only to those who could use the funds produc-
tively.

5. Regular contributions by the members 1o the bank’s working
capital.

6. A broad membership, not limited by area, occupation, or class
(this principle was added later).

The first four principles, but not the last two, were eventually adopted by
the Raifleisen loan associations. A consideration of these principles will help
to show the relevance of these early credit unions 1o the community devel-
opment credit unions of today.

18 gee Tucker, 8.
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The lirst principle—the exclusion of charity and its replacement by busi-
ness practices—was central to the associations. Without this principle, they
would not have developed as cooperatives. 1t is doubtful that they would
have developed much at all since the scope of charity is inherently limited,
while in the century and a half since the founding of the movement, people’s
own resources have grown at an extraordinary rate.

That both movements began by depending upon charity is, however,
telling, Both Schulze-Delitzsch and Raiffeisen turned naturally to people of
their own class to help alleviate the social distress they saw around them.
And their friends came through, motivated, one suspects, both by compas-
sion and by seli-interest. It was only after the experience of depending upon
the charity of the rich that both movements decided to exclude charity. The
rich were too fickle, the founders discovered. They might withdraw their
funds at any time, if repayment problems arose or if the political fashions of
the moment took a reactionary tilt. The people’s banks excluded charity not
because help was unneeded but because the need was too great to depend
upon dilettantes. People in distress would have to obtain the resources they
needed not by supplication but by contractual agreement.

Today's CDCUs do not reject “charity” They sometimes receive grants
from foundations, and they often receive deposits from socially responsible
investors that are at below-market interest rates and therefore have a compo-
nent of charity. Charity never dominates, however; CDCUs are first and fore-
most private businesses whose success depends upon their ability to keep
their income in balance with their expenses. While they do not adopt the
first German principle exactly, they are still business entities run on com-
mercial principles.

The second and third principles, adhered to by both German move-
ments, were that the members were jointly and completely liable for the
repayment of the funds that were borrowed hy the association. This was at
the heart of the organizations.

It was completely clear to both Schulze-Delitzsch and Raiffeisen that
groups of small, struggling artisans or farmers required outside funds.'®
Whether or not they could contribute some capital themselves, the amounts
they would be able to provide would not be sufficient 10 meet their needs,
and they would have 1o look beyond their own resources. Self-sufficiency
was not an option. A principal purpose, therefore, of the early pecple’s banks
was to draw outside funds into communities that needed them-—not as
charitable denations, but as loans to be repaid.

This purpose is foreign to most modern American credit unions. They

19 See Tucker; Wolff,
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are permitted to borrow outside funds, under stricily defined terms, but few
make much use of this. Under current laws, most are expressly forbidden
from accepting non-member deposits, deposits from people and institutions
that are outside their fields of membership. An exception is made in the case
of a small number of low-income credit unions which are permitted to ac-
cept non-member deposits in an amount not to exceed 20 percent of assets
(occasionally, higher waivers are granted). These exceptions are insignifi-
cant, however, compared both with the use that the German pioneers made
of outside funds, and with the potential that CDCUs could make of outside
funds were they permitted to do s0.*®

Once the German credit unions had excluded charity from the well-to-
do as a source of outside funds, they had no option but to borrow money on
commercial terms from banks and other lenders and depositors. Borrowing
required the pledging of some form of security, however, and this the mem-
bers lacked as individuals. They came to the conclusion that the associations
could have access to the funds they needed only if the members jointly
pledged to repay those funds. In 1866, Raiffeisen wrote:

The members’ most important duty, upon which the existence of the
societies is based, is liability. In order to obtain the credit-worthiness Jor
the funds needed by the societies for their operation it is inevitable that
liability be shared by the members on the basis of solidarity, and that
among them all be liable for one and one for all.?!

Unlimited liability did not mean that each member was responsible for
each other member’s loan from the cooperative. An individual loan to a
member was the responsibility of that member, and in some cases it was also
the responsibility of one or more co-signers. Unlimited liability applied
rather to the loans and deposits that the association received. Even here,
however, the members had some protection. If a cooperative loan associa-
tion was unable to pay back a loan to a creditor, the creditor could institute
legal proceedings against the association and might [orce the credit union
into bankruptcy. Such a procedure did not, however, place the individual
members in a state of bankruptey. If the association could not pay off its
loan, then a bankruptcy court would allocate responsibility for repayment
among the individual members.??

What unlimited liability really meant, therefore, was that a member

20 The tapic of non-member deposits in CDCUs is taken up in more detail in Chapter 7.
2] Quoted in Aschholl and Henningsen, 20.

22 Foran explanation of unlimited liability in the German credit societies, see Ely, 215-216.
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could be held responsible for his fair portion of the cooperative’s borrowed
funds, a portion that might exceed his holding of shares—but it did not
mean what unlimited liability means in modern American law, that each
member could be held responsible for the entire loan. 1n other words, unlim-
ited liability was a risk for the members, but not an unmanageable risk.

By joining a loan association, members assumed unlimited liability for
funds borrowed not only from outsiders but also from other members. The
distinction between shares and borrowed funds in the early German people’s
banks was not quite the same as the distinction between member shares and
non-member deposits in modern American credit unions. In a credit union
today, all of a member’s deposits—in a savings account, a checking account,
a money market account, or any other form—are called shares. Non-mem-
ber deposits, when permitted, are made by people and institutions that are
outside the credit union’s field of membership. In contrast, in the original
German credit unions, a member might be required to purchase one share,
and in fact was usually restricted to purchasing only one share. In addition to
this, members could make savings deposits which were separate [rom their
share. The legal status of these savings deposits was similar to that of the
association’s borrowed funds: they carried a fixed contractual rate of interest
and the association’s members assumed unlimited liability for the obligation
to repay. As opposed to the fixed interest rate on the savings deposits, each
year the association declared a variable dividend on the shares, a dividend
that in many cases was quite high.

As an example of the relative magniwudes, Table 2.1 shows the capital
and liabilities for 948 Schulze-Delitzsch peoples banks in 1878.

Table 2.1
{Percentages)
Capital and Liabilities in 948 People’s Banks, 1878’
1} Member shares 222
2} Reserves 30
3} Savings deposits 26
4) Borrowed from private individuats 449
5) Borrowed from banks and unions 38
Total 100.0

*Calculated from the toble in Ely.
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According to the German way of accounting, the capital of the banks
consisted of the first two items, amounting to just one quarter of the total.
These were the shares held by the individual members, plus the reserves that
were held by the members collectively. The liabilities of the bank, the last
three items, were three-quarters of the total. These included the funds owed
to the members (item 3) as well as the funds owed to other private individu-
als and institutions {(items 4 and 5}. The members pledged unlimited liabil-
ity in the repayment of all three categories.

In a modermn American credit union, the first three items would consti-
tute the capital because there would be no distinction between the first and
the third items; all would be counted as shares.

The great advantage of unlimited liability was that it provided the secu-
rity that a group of people with scant means needed if they were to bring
significant funds into their community. Without unlimited liability, the
loans would not have been forthcoming. Unlimited liability implied risk for
the members, and as a consequence existing members were careful about
whom they admitted to the association as new members. New members
could be admitted only when the existing members were convinced of their
character, their industry, and their commitment to back up their debis.
Schulze-Delitzsch wrote:

Your own selves and characters must create your credit, and your col-
lective liability will require you to choose your associates carefully, and
to insist that they maintain regular, sober and industrious habits, mak-
ing them worthy of credit, >

The concept of unlimited liability did not spread {rom the German coop-
erative banks to the rest of the world. In modern American credit unions,
unlimited liability would be completely unnecessary for two reasons: first,
because they are permitted 1o borrow only in an amount up to 50 percent of
their unimpaired shares and capital, and second, even when a few of them
are allowed 10 accept non-member deposits, those deposits are insured by
the National Credit Union Share Insurance Fund, just as the member depos-
its are. But the doctrine of unlimited liability was dropped well before the
cooperative credit movement hit American shores.

Cooperative credit spread from Germany first into Ttaly, spearheaded by
a young scholar, Luigi Luzzatti. Luzzawi adopted most of the features of the
German people’s banks, but he rejected unlimited liability since he judged
that lalian people would not accept it. As the movement expanded into

23 Moody and Fiie, 4.
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Switzerland, Austria, Belgium, and other countries, new laws permitted the
associations to adopt limited liability—the legal doctrine that members are
liable to lose their share contributions but no more—and most chose to do so.

Even within Germany a reaction arose against unlimited liability, and
when the cooperative law was amended in 1889, associations were allowed
to opt for limited liability. Schulze-Delitzsch fought against the abandon-
ment of what he thought was the central feature of cooperative credit, but he
lost the battle. He argued that joint lability improved the ability of an asso-
ciation to borrow at lower cost. He also argued that unlimited liability led
members to pay closer attention to the affairs of their association.

He was met with the argument that while unlimited liability might once
have been necessary for cooperatives to secure loans, this was no longer true.
Credit unions now had sufficient capital and sufficient reserves to secure a
loan adequately, without putting their members' individual assets at risk.
Furthermore, since member capital was growing, outside loans were no
longer as essential as they once had been. These arguments were advanced
by the leaders of the larger and more secure cooperative banks at the time.

Both observations were doubtless true, but they can be seen as steps in
the gradual transformation of cooperative credit from an agent of social
change into a convenient service for the middle classes. The cooperative
banks became more highly capitalized as their members participated in the
economic expansion of the times and became better off. As their own re-
sources grew, they had less need of loans from the outside. For both reasons,
unlimited liability became less of an advantage and more of a hindrance as
credit unions tried to persuade people to join. Eventually a credit union be-
came, almost by definition, a closed community, a community in which
members pooled their own resources for the purpose of making loans to one
another. This actually became the strength of the credit union movement,
that it was a means by which communities could use their own assets 10
support themselves.

At the same time, however, credit unions lost some of their relevance to
people whose economic positions were threatened. People who were in dan-
ger of losing their livelihoods did not have the resources they needed even
when what resources they had were pooled. As credit unions moved away
from unlimited liability, then, they began a gradual migration away from a
social-change movement to a predominantly middle-class institution.

1 would not propose that today’s community development credit unions
return completely to the old German notion of unlimited liability. Such an
idea would not be accepted and it is unnecessary. The desirability of bringing
outside funds into a poor community has not disappeared, however. Modern
CDCUs could serve as a conduit for outside funds were they not impeded in
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this function by federal regulations. I think, therefore, that a careful consid-
eration of the German example might lead CDCUs in some creative direc-
tions. For example, a new category of member shares might be designated
which would not be federally insured, which would be used as collateral
against loans to the credit union from ouwtsiders, and which might receive a
higher return than the normal dividend rate.**

The fourth principle of the peoples banks was that loans were to be
made only to those who could use the funds productively. Loans were not to
be used for personal, consumer purposes. Rather the Schulze-Delitzsch and
Raiffeisen loans were almost exclusively what one today would call small
business loans—for working capital, cash flow, seed, materials, tools, small
buildings, and so forth. This was what the small farmers and artisans
needed, and furthermore such loans were the most conservative, sensible
ones that the credit union could make. A loan for a productive purpose, if
invested wisely, would generate the income with which the loan could be
paid back. In contrast, consumer loans were thought to be “unproductive”
and even frivolous, and were to be avoided. As early as 1850, Schulze-
Delitzsch wrote:

Do not forget that your object should be to borrow to produce, that is, to
give a plus value to the money you have borrowed so that you may be
able to pay it back with interest and some profit. But never borrow for
consumption, as is frequently the case with wage-earmers who render
themselves liable to default. Let your union be strictly a credit associa-
tion ameng producers, and small producers if possible.?’

The emphasis on business lending should be understood in the context
of the class structure within which the cooperatives found themselves, as
discussed in the previous section. The purpose of the associations was to
combat the destructive growth of large-scale corporate capitalism that left a
trail of human victims in its wake. The early credit union pioneers may have
thought they were fighting this new order by trying to restore an idealized
version of feudalism or (like Schulze-Delitzsch) they may have been trying
1o promote decentralized, small-scale capitalism. They must frequently have
been confused about their ultimate goal. In any case, the pressing need was
o provide large numbers of ordinary people with tools, equipment, and
other means of production. Consumer lending would have been beside the

24 3 am grateful 10 Clifford Rosenthal for suggesting thar CDCUs might think creatively aboul ways of
using the liakility of their members 1o advance their communities’ interests.

25 Quoted by Herrick, 272.
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point; it would have contributed nothing to the particular struggle at hand.

Henry Wolff, the contemporary English cooperative leader who thought
that Schulze-Delitzsch’s people’s banks were too little concerned with the
poor, was equally critical of their neglect of consumer lending;

Schulze, when adopting co-operation as a form, did not at the same
time adopt with anything like sufficient fullness what we now every-
where recognize as the co-operative principle—to wit, consideration,
above all things, for the consumer.?6

This sharp difference of opinion between Schulze-Delitzsch and Wolff
about the proper use of credit union loans reflects the difference between the
German and the English class structures in the nineteenth century While
capitalism was just beginning its entry into German society and was stili
confronted with the independent artisans and peasants whose position de-
rived from the medieval era, by the late nineteenth century capitalism had
completely transformed English society. The majority of the English people
were by this time members of the working class who labored for wages for an
employer. The society with which Wolff was familiar was one divided quite
sharply into capitalist producers on the one hand and wage employees, who
used their earnings for consumption, on the other. Hence his conviction that
an insttudon dedicated to improving the lot of the victims of the economic
system should concentrate on consumption. A bank that specialized in small
business loans in England would have left the working class completely un-
touched.

While Wolff criticized Schulze-Delitzsch for ignoring the laboring
classes, he himself and the English cooperative movement are vulnerable to
the charge of ignoring the truly poor in England. Fairbairn points out that
the English cooperatives did not organize the “dangerous poor™ of London,
people who were unemployed or semi-employed, but rather the working
poor of the northern industrial cities.?” 1t is doubtful that a consumer coop-
erative would have been of much help to the dangerous poor.

The nineteenth-century dispute between the proponents of production-
oriented and consumer cooperatives is interesting in view of the role of
credit unions in the United States, which do almost no business lending. In
1991 only 1.3 percent of the dollar amount of American credit union loans

26 Waollf, 105 {(emphasis in ariginal}.

27 Fairbairn.
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were directed to member businesses.?® It would not be too much o say that
mainstream credit unions in the United States are by definition consumer
lenders. They are a component of an economic system in which most people
are salary or wage employees of companies and other organizations.

One reason why the early German credir unions are such an interesting
model for todays community development credit unions is, however, the
current dearth of good employment opportunities in poor American neigh-
borhoods. In many low-income areas the issue of jobs is at least as important,
if not more important, than consumer finance, and therefore some low-in-
come credit unions are rurning back to small business loans as a way of gen-
erating an employment base. As they do so they are returning, whether
knowingly or not, to the old German model.

The fifth principle—regular contributions by members towards the
cooperative’s working capital—was important to the Schulze-Delitzsch asso-
ciations but not to Raiffeisen’s. Raiffeisen’s banks did not require any member
contribution until the German cooperative law of 1889 made member shares
mandatory. At that point the Raiffeisen societies instituted a share require-
ment much smaller than that of most of the Schulze- Delitzsch banks. The
issue of shares was a point of acrimonious contention between the two move-
ments.

The Schulze-Delitzsch associations had a relatively high membership fee
as well as a rule that each member had 1o purchase a share at a substantial
price. Most members purchased their share in small amounts, over time, and
thus the bank operated as a cooperative savings club. This was deemed im-
portant {or several reasons, To protect the soundness of the bank, the aim
should be to have one-half members’ capital, matched by one-half borrowed
funds, although few banks ever reached this portion of member capital. The
other reason for requiring share purchases was to encourage the accumula-
tion of wealth by the members.

Raiffeisen’s institutions placed much less emphasis on member shares
than did Schulze-Delitzsch’s. The principal reason was that the membership
tended to be significantly poorer in the former than in the latter. Most mem-
bers of the Raiffeisen banks could not have come close to aflording the en-
trance fee and share that was required in the urban credit unions. Wolll ar-
gued that the Raiffeisen institutions were much closer 1o the true cooperative
spirit because they related to the needs of genuinely poor people. Further-
more, he argued, the Schulze-Delitzsch banks violated cooperative principles
by paying a substantial dividend to members on their share. At times the
dividend rate got as high as 20 percent. The purpose of a cooperative, he

28 Credit Union National Association, 1991 Operating Ratios and Spreads, Mid Year Edition, Table 3.
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argued, should be to provide service at cost to people who need it, not to
promote financial speculation in shares.?

Whether or not Wolff’s opprobrium is deserved, the urban Schulze-
Delitzsch institutions were indeed different in their orientation from their
rural Raiffeisen counterparts. The former served independent business
people who could afford to provide some of the capital for the bank. The
small farmers who were the members of the Raiffeisen banks were close to
the bottom of the social and economic seale in the rural villages and could
provide very little of the needed funds.

The dispute over member shares, which so divided the two German
movements, is scarcely an issue in today’s American credit unions. There is
no question but that the great majority of a credit union’ funds, if not all of
them, must be provided by the members. Yet few credit unions set 2 mem-
bership requirement so high as to exclude poor people, as many of the
Schulze-Delitzsch banks did.

The sixth principle, adopted at a later date by Schulze-Delitzsch’s institu-
tions, but never by Raiffeisen’s, was that the membership should be broad
and inclusive of different occupations, classes, and areas. This is consistent
with the differences just noted. The Schulze-Delitzsch members were on the
whole better off, with more resources, than their rural counterparts. The
principal threat to their institution was that a price fall or some other par-
ticular event might threaten a group of businesses in the same sector. A
hedge against this danger was to have a varied membership, so that one
sector’s hard times might be balanced by another sector’s good fortune. The
poorer Raiffeisen members had to be more concerned with just staying sol-
vent in normal times. Because of the feature of unlimited liability, they
needed to know, and be able to trust, their fellow members with their collec-
tive debt. As a consequence, Raiffeisen institutions were generally confined
to just a single rural parish, or occasionally two.

As noted in the previous section, the confinement of a Raiffeisen associa-
tion within a parish served the additional purpose of reinforcing the social
position of the people in authority in that small area, including but not con-
fined 1o the pastor.

Quebec’s Caisses Populaires®®

The credit union idea entered the United States in the early twentieth
century not directly from Europe but indirectly from the Province of Quebec

29 Wwolff.

30 The source of most of the material in this section is Rudint excellent study, In Whose Interesi?
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in Canada. It was from a Canadian, Alphonse Desjardins, that Edward Filene
and Pierre Jay learned the rudiments of cooperative banking,

There is a certain irony to this circuitous route, for Quebec in 1900 was a
far more backward, agrarian, and feudal society than Germany or any other
western Furopean country at the same time. New England, in contrast, was a
completely commercial, capitalist region, with barely a trace ol the old Euro-
pean class system. A credit union could not possibly serve the same purpose
in both societies. And yet the Americans believed they communicated well
with the French Canadian and that in large measure they adopted his prin-
ciples.

Desjardins (1854-1920) was a parliamentary (or “Hansard”) reporter,
taking verbatim notes in legislative debates, first in the provincial Legislative
Assembly in Quebec from 1879 1o 1890, and then from 1891 to 1915 in the
federal House of Commons in Ouawa. While working in Quebec, he lived
across the 5t. Lawrence River in the town of Levis, and even after moving 1o
Ottawa he kept Levis as his home base. Levis became the site of the first
credit union, or caisse populaire (in English, peoples bank), and eventually
the center of the provincial movement

While listening 1o the debates in Outawa in 1897, Desjardins was struck
by the speech of a member of Parliament from Montreal, Michael Quinn,
who described the victimization of his constituents by loan sharks. “There
was one notable case in Montreal within the last few days,” said Quinn, “in
which a man obtained a loan of $150, and was sued for, and was compelled
to pay in interest, the sum of $5,000, for the loan of $150.%!

Desjardins spent the next three years learning about the European
people’s banks, corresponding with their leaders, and forming a planning
group in Levis. The Caisse populaire de Levis opened for business in 1900 in
Desjardins’ house. Since he was absent much of the time in Ottawa, it was
managed by his wife, notwithstanding the fact that as a married woman she
was ineligible for membership. The movement spread slowly over the next
few years, until enabling legislation was passed by the Province of Quebec in
1906. Therealter, Desjardins spent his time promoting new caisses, starting
about 200 by the time of his death in 1920. The movement gathered speed in
the 1940s, and eventually became one of the strongest financial sectors in
the province. By 1986 there were 1,400 caisses, with aggregate assets of $23
billion. Fully one-third of the savings of Quebec’s population were held in
the caisses.>

31 Quoted in Rudin, 9.

32 pbid., x.
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The journey of the caisses from their humble beginnings to their power-
ful present position in Quebec’ financial sector was not simply a matter of
growth; it was also a matter of class transformation. Rudin has shown that
Desjardins and his associates occupied a place in Quebec’s society at the turn
of the century similar to that of Raiffeisen in Germany’ a generation before.
The founding members of the early caisses were invariably men of a certain
social position, particularly in rural areas. At Levis, for example, the organiz-
ing group was made up not predominantly of the workers who constituted
the majority of the town’s population, but of professionals and people of
commerce. Their status was under attack from the forces of large-scale capi-
talism that were invading their communities, and they sought to defend
their positions through the use of the caisses. As members of the French
Canadian traditional elite, they were hostile not only to capitalism, but to
the English who were the purveyors of capitalism. One of the attractions of
the caisses was that they were completely controlled by the French, whereas
the banks that were spreading their tentacles throughout the province were
controlled by English Canadians. Almost every caisse was supported by a
parish priest, and only French Catholics—not English-speaking Protestants
or, needless to say, Jews—were welcomed as members. “Do not forget that
each member must receive the approval of the board of directors,” wrote
Desjardins in 1910, “this is your guarantee against the invasion of Protes-
tants that you fear,”

In other words, Desjardins’ caisses populaires played the same role as the
German loan associations. Desjardins and many of his associates were genu-
ine humanitarians, concerned for the well-being of their countrymen. At the
same time, and without contradiction in their minds, they were participants
in the baitle for the survival of the French Canadian people, not only their
survival as a linguistic group but their survival as a separate society based on
a rural, feudal class structure, dominated by the unreconstructed clergy.

Quebec changed in the twentieth century, from a closed, defensive, ru-
ral, feudal, clerical society to an open, capitalist, secular, well-educated, ur-
ban, and dynamic society. The change was mirrored by a struggle within the
caisses. By the end of the Second World War, a group of business-oriented
liberals tock control of the institutions and transformed them into one of
the principal financial components of the startling capitalist growth that
transformed the province. As they did so, however, a group of more tradi-
tional caisses stayed closer to the original vision of Desjardins and split from
the main movement.

All this was to happen, however, long after the conversations between

33 1bid., 11,
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Desjardins and the Massachusetts leaders in the first decade of the twentieth
century that led to the founding of the first American credit unions. The
caisses populaires that Desjardins described to Jay and Filene were small in-
stitutions based for the most part in a parish. They were operated as democ-
racies, with each member having a vote. They were ostensibly open to all,
although in fact all of the members were French-speaking Catholics. With
the blessing of the clergy, they promoted traditional social and spiritual val-
ues. They made small loans for business purposes, discouraging and gener-
ally even rejecting loans for consumption. They encouraged regular savings
by iheir members.

The Legacy for American CDCUs

Modern American CDCUs can look back to the origins of the coopera-
tive credit movement for precursors and lessons. They cannot and should
not emulate the early credit unions in all particulars, but they can learn from
their experience. The most striking peints of comparison are:

* The goal of social change. The German and Quebec cooperative
credit associations were established to help rescue groups of
people who were under assault by changing economic and social
conditicns. The nature of those conditions is different in the
United States of the late twentieth century, but the ultimate goal
of bringing people 1ogether in the struggle for their betterment
against long odds is the same. In this respect, the early associa-
tions and the CDCUs share a purpose that has been largely for-
gotien by most American credit unions.

* The importance of attracting funds from outside the community.
For all of the Schulze-Delitzsch and Ratffeisen associations, this
was central. It has been abandoned as a goal by most modern
American credit unions because it is not needed. Those credit
unions serve mostly middie-class members who collectively have
enough savings to meet their own needs. But CDCUs operating
in poor communities need to return to the German tradition by
attracting non-member deposits.

¢ Independent control, not charity. The German cooperative banks
began as charities, but soon converted to the form of indepen-
dent associations controlled by their borrowers and savers. While
they accepted outside funds, they did so on a commercial, con-
tractual basis, without yielding authority to the outsiders. So also
the strength of CDCUs is that they are owned and controlled by
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their members who, for the most part, are low-income people. 1t
is important that, as CDCUs deal with government regulators
and outside investors, they not surrender this control,

* Loans for a productive purpose. History shows that the most im-
portant use of borrowed funds in a poor community depends
upon the class and employment structure of that community.
Where established employers are providing jobs, as in late nine-
teenth-century England, low-income people need access to credit
for consumption. Where employers are scarce and people must
fend for themselves, as in Germany at the same time, the priority
need is for business loans. Today’s CDCUs find themselves in
both positions. Some of their members have jobs with incomes,
albeit low ones, and need access to loans at reasonable rates for
consumer purposes, lest they fall into the clutches of informal-
sector loan sharks and other high-interest lenders. But most of
their communities lack good jobs, and so business loans are also
important.

Some of the points of comparison between today’s low-income credit
unions and the early associations are ambiguous:

¢ Access of poor people. The Schulze-Delitzsch banks included for
the most part business and crafts people who were not at the
bottom of the social ladder, and they actually excluded the poor
by setting a share requirement for membership. The Raiffeisen
associations attracted poorer people, in part because they set no
requirement for saving. The dilemma is one that frequently faces
CDCUs. To survive at all, they must attract their members' sav-
ings, but to meet their social purpose they must be relevant to the
needs of people who have little if any savings. CDCUs reject ei- -
ther of the rather extreme German solutions—no poor people, or
no savings—and instead they continuously face trade-offs and
compromises as they try to meet the twin goals of access on the
one hand and commercial viability on the other.

¢ Unlimited liability. This feature was critical to the success of the
early associations, as the way of securing cutside loans, but it is
not used by today's credit unions, The need for drawing outside
funds into poor communities still exists, however, while the flow
of such funds is impeded by federal credit union regulations. It is
possible that a creative use of members’ liability could increase
the availability of outside monies.
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And some of the early features are simply inapplicabte or objectionable
to today’s CDCUs. Among them:

* Romantic, reactionary politics. To a certain extent, the original
instirutions were established in order to preserve a feudal, hierar-
chical, cletical world. That world has long passed in the United
States and the CDCUs have no connection to it.

+ Racism and chauvinism. The early associations accepted the eth-
ics of their time, and this often included anti-Semitism and dis-
crimination against women. While there may be an occasional
and well-justified expression of ethnic pride in some of today’s
CDCUs, they are not racist, and many of their leaders are women.
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CHAPTER 2. .5

DEVELOPMENT I THE
UNITED aTATES

The founders of credit unionism in the United States possessed a combi-
nation of idealism and practicality characteristic of many American
reformers. They believed that if people joined together in cooperative
spirit and action they could solve the old problems of scarcity of credit
and exorbitant interest rates.

—J. Carroll Moody and Gilbert Fite!

Even mainstream credit unions are becoming a ‘working people’ alter-
native,” since they are so often associated with the workplace. The un-
employed, the underemployed, and those in service sector jobs gener-
ally don't have access to a credit union of their own.

—Episcopal Church statement?

By joining a CDCU, poor people seeking loans can make their case toa
neighbor who understands their prablems.
—National Federation of CDCUs

The Mainstream Credit Unions

decade alter the caisses populaires were started in Quebec, credit unions
were introduced into the United States.? Three people were particularly
responsible for the first American credit unions: Alphonse Desjardins,

1 Moody and Fite, xi.
2 Episcopal General Canvention.

3 The mast complete account of American credit union history is Moody and Fite. It concentrates on
developments a1 Lhe organizational cenler of the credit unions, the Credit Unien National Associalion.
Unless otherwise noled, the material in this section is drawn from this source.
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Pierre Jay, and Edward A. Filene.

Desjardins started the first two American credit unions, in St. Mary’s
parish, New Hampshire, in 1908, and in St. Jean Baptiste parish in Lynn,
Massachusetts in 1910. Both were caisses populaires of the type that he was
founding at a fast clip north of the border. The members were French Cana-
dians who had emigrated to New England within the previous generation.
The locai leader in each case was the French-speaking, Catholic parish
priest.

Desjardins’ role in the history of American credit unions stems not so
much from the institutions he personally founded, however, as from the in-
fluence he had on the thinking of Jay and Filene. Jay, a descendant of the first
Supreme Court chief justice, John Jay, was appointed Commissioner of
Banking in Massachusetts in 1906. He learned about the European people’s
banks and about the caisses populaires, corresponded and visited with
Desjardins, and then drafted the country’s first credit union enabling law
which was passed by the Massachusetts legislature in 1909,

Filene, a department store owner in Boston, first became interested in
cooperative credit during a visit to India in 1907. Upen his return he began
to take initiatives in founding credit unions, lobbying for favorable legisla-
tion, and developing a national organization of credit unions. For thirty
years, until his death in 1937, he was the leading force behind the credit
union movement in the country. Among many other achievements, he
founded and funded the institution that became the Credit Union National
Association or CUNA, the principal trade association of credit unions in the
country. In 1920 he hired Roy F Bergengren, and then paid his salary for
many years, as managing director first of the Massachusetts Credit Union
Association, then of the Credit Union National Extension Bureau, and fi-
nally of CUNA.

Since Filene was Jewish, the credit union movement entered the United
States without the stench of anti-Semitism that had marred it in Germany
and in Quebec. One of Filene’s purposes was to dispel the bias that Jews were
usurers. [n a statement that one could be forgiven for finding ambiguous, a
Boston rabbi who was associated with Filene wrote that Jewish support of
the credit union movement “helps to make the people realize that not all
Jews are alike, that not all are bad, that not all are money lenders or usu-
rers.” Anti-Semitism was not completely banished from American credit
unions, however. The author was told that for years, although no longer,
CUNA Mutual Insurance Company had an unwritten rule that Jews could
not be hired.

4bid., 33.
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As the initiative for credit union development passed from Desjardin’s
hands to Filene’s, the spirit of the institution began to change. Cultural na-
tionalism and religious identity were no parts of Filene's purpose. He had a
liberal, universal vision of the potential of credit unions; they could be useful
to all working people.

In contrast to Desjardins, Schulze-Delitzsch, and Raiffeisen, Filene saw
credit union members principally as employees, not independent producers.
As early as 1909 he wrote,

As a large employer, I have long felt that some provision should be made
by which people of small means can, in case of necessity or distress,
borrow at reasonable rates of interest and under thoroughly honest and
fair conditions.”

Filene did not follow Desjardins’ initiative of organizing credit unions in
parishes but instead urged that they be organized among the employees of
different companies.

As the American credit union movement developed, the emphasis on
lending for a “productive purpose,” which had been central to both the Ger-
man and Quebec credit unions, disappeared. The Massachuserts Credit
Union Act of 1909 called for loans for useful and beneficial purposes, not
production. Useful and beneficial can be defined in broad terms, and in time
they came (o mean consumer purposes. In 1915, Filene wrote out a list of
eight credit union principles.5 On the subject of lending, the principles in-
cluded rigid exclusion of thriftless and improvident borrowing, small loans
with frequent partial repayments, and the use of character and industry as
the main basis of securing credit. There was no hint that business or produc-
tive loans should be favored.

Filenes ideology had some similarities and some differences from the
views of both Henry Wollf and Hermann Schulze-Delitzsch, described in
Chapter 2. Like Wolff, the English cooperator, Filene saw potential credit
union members as people whose incomes were low but who were employed.
They did not need jobs; jobs were provided by the capitalist employers, of
which he was one. They needed credit at reasonable rates to finance con-
sumer purchases. Unlike Wolff, however, he believed in capitalism, and did
not see cooperatives as challenging the capitalist structure of business in any
way.

Schulze-Delitzsch had believed in capitalism also, but the version he fa-

5 Ibid., 25-26.

6 1bid., 37.
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vored was the small-scale capitalisin of the English political economists,
with many independent entrepreneurs confronting each other in competi-
tive markets. The German people’s banks existed in large measure to provide
the capital for those small enterprises so they could hold out against the
destructive power of large corporations. Filene had nothing against small-
scale operators, but he was equally comfortable with large companies. The
credit unions he foresaw would help companies ol all sizes, not by providing
their capital, but by providing the needed service of low-cost consumer
loans to their employees and thereby improving the level of satisfaction
within the work force. Class conflict was not a part of Filene's vision; to the
contrary, he saw credit unions as a means for bringing employer and em-
ployee together.

In common with the caisses populaires, but in contrast to the German
people’s banks, the American credit unions were not established for the pur-
pose of drawing outside funds into the members’ communities. The funds to
be lent would come from the members themselves. The 1909 Massachusetts
act defined a credit union as “a cooperative association formed for the pur-
pose of promoting thrift among its members.” The question of unlimited
liability for loans to the credit union did not, therefore, arise.

From its early beginnings in New Hampshire and Massachusetts, the
credit unicn movement grew enormously. Every state passed laws permit-
ting the chartering of credit unions, and in 1934 the Federal Credit Union
Act was passed. Both the states and the federal government examined and
regulated credit unions. Federal examination began in 1934, and in 1970 it
was lodged in an independent agency, the National Credit Union Adminis-
tration (NCUA). Federal share insurance came much later than deposit in-
surance for the banks, in part because of active opposition from within the
credit union movement—many credit union leaders were opposed to paying
for the insurance, and also to the increase in government control of their
operations that insurance would lead to. By 1970, however, share insurance
was imposed. The number of credit unions grew steadily from the early days,
reaching a peak of about 20,000 in the early 1970s. By the early 1990s, the
number of credit unions had fallen to about 14,000, mostly because of merg-
ers; nevertheless, the number of credit union members continued 1o grow,
reaching about 60 million. At the end of 1992, the combined assets of feder-
ally chartered credit unions plus federally insured state chartered credit
unions totalled $261 billion.” State leagues and corporate central credit
unions were formed in each state to provide services to credit unions.

As credit unions grew in the United States, they retained some of their

7 National Credit Union Administration, 1992 Annual Report.
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early features, but developed in new ways as well. The great majority contin-
ued to define their field of membership by a place of employment or an
occupation. A much smaller number were based on membership in an asso-
ciation such as a cooperative, a labor union, or a church, and a smaller num-
ber yet had a geographic field of membership. Table 3.1 shows the distribu-
tion of credit unions by common bond at the end of 19918

Table 3.1

Number and Proportion of U.5. Credit Unions by Common Bond

{December 1997)

Common Bond Number Proportion
Occupational 10,203 73.0%
Associafional 2,014 14.6
Residential 937 8.7
Multiple groups 796 57

In a formal sense credit unions remained cooperative institutions, with
each member having a vote in the election of the board of directors. As they
grew bigger, however, they ceased to rely upon the work of volunteers as
they had in the early days, and came to depend upon both paid stafl and
professional management.

A high proportion of the lending in American credit unions was for per-
sonal purposes, and the preponderance of this was for consumption. In
1991, as noted earlier, just over one percent of credit union loan dollars
outstanding were used for a business purpose, while the remaining loans
were all personal, including mortgages.®

At the end of the twentieth century, as at the beginning, most Americans
are employees, and need loans to finance consumer purchases, especially of
durable products. There is a big difference, however, between the typical
American employees who were members of credit unions in 1910 and today.
In 1910, they could reasonably be called members of the working class,
people who were just at the edge of subsistence. Today, they are more appro-
priately called members of the middle class. As noted in Chapter 1, the me-
dian income of a credit union household now exceeds the median income of
all households in the country. Of course, the incomes and living standards of
employees varies widely throughout the country and within communities,

8 Credit Union National Association, Operating Raties and Spreads, Year-End 1991, 66,

9 bid., 21.
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but the majority are comfortable. Just as the center of the American popula-
tion has moved from working class to middle class, so too the credit unions
that serve them have changed their orientations. From agents of social
change, they have gradually transformed themselves into instimtions pro-
viding a useful service to the middle classes.

One way of seeing this change is in the gradual transition in terminology,
from “"credit union movement” to “credit union industry.” A “movement”
implies change, resistance to authority and power, and wranscendent ideals.
As ambiguous as their motives were, the early credit union pioneers all had
visions of social movements. Most credit unions, however, gradually trans-
formed themselves into more ordinary business institutions, whose success
was measured by their financial statements more than by the quality of their
members’ lives. They became one more competitor in the financial market-
place. Their members no longer had to fear victitnization by the local loan
shark, but instead had access to many different sources of credit, of which
the credit union was just one. People who chose to work in credit unions
were no longer necessarily making a commitment to the betterment of intol-
erable conditions among their neighbors, but instead were often seeking an
attractive career path.

Yet the change from movement to industry was not smooth, consensual,
or even complete. At many points in their history, credit unions faced critical
decisions in which the philosophical issues, the soul issues, were central.
Among them, one of the most important was the removal of Roy Bergengren
from the position of managing director of CUNA in 1945. With Filene’s sup-
port, Bergengren had built and coordinated the movement since 1920. He
was a practical visionary. He retained a clear sense of credit unions as a move-
ment and as a part of a larger movement. He saw them as cooperatives, work-
ing together with other cooperatives to change the economic system. In
1938, towards the end of the Great Depression, he wrote:

.. . there must be some reorganization of economic society on a coopera-
tive basis. . . . Capitalism in most of its aspects has failed, and in the
long run we cannot develop economic democracy on the principle of dog
eat dog and the theory that the shrewdest, the most unscrupulous, the
smartest of our number; should survive at the expense of all of the rest of
us. 10

Moody and Fite show that this attitude became increasingly uncomfort-
able for many credit union people. They came to dislike even mentioning

10 Quoted in Moody and Fite, 193,
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that credit unions were cooperatives, let alone part of a broader cooperative
movement, lest they seem to be critical of the corporate system. Their spon-
sors were, after all, the companies whose employees comprised their fields of
membership. Bergengren saw this opinion as short-sighted, and contrasted it
to his view:

One group thinks of the credit union as a personnel activity in industry.
As such, it takes care of the short-term credit problem of employees on a
humane basis, and performs a useful function which is appreciated by
both employee and employers. The other concept is that cooperation is
a sort of circle made up of segments, and that the credit union is one of
the segments, and therefore a part of the cooperative whole.!!

Bergengren’s enemies in CUNA portrayed him as incompetent to run a
large organizadon, and after years of conflict finally succeeded in forcing his
withdrawal in 1945. The conflict over Bergengren was repeated a quarter
century later in 1971, when CUNAS then managing director, J. Orrin Shipe,
was fired by the board of directors. By that time, power at the national level
had shifted markedly to the CUNA Mutual Insurance Company, which was
operated on strict commercial principles. On the basis of a series of inter-
views, Moody and Fite concluded that the cause of Shipe’s dismissal was that
he believed in credit unions as a movement, while the majority of the CUNA
board saw them as an industry. The crisis of capitalism that was associated
with the Depression was long gone, and Shipe did not follow Bergengren’s
lead in seeing credit unions as part of an alternative to a dying capitalist
system. But he had the missionary spirit of the movements founders. He
wanted CUNA to work with low-income credit unions, with small credit
unions, and with credit unions in poor countries. He saw credit unions as an
instrument for changing the lives of people in need. His critics wanted
CUNA to help credit unions become full-service financial institutions, ca-
pable of competing against the banks for the deposits of middle class Ameri-
cans.!? As in 1945, the “industry” proponents emerged victorious over those
who favored the “movement.”

The transformation of the credit union ethos is not complete; even today
the practical issues of the credit union “industry” have to compete with the
idealism of the “movement.” But for the most part, credit unions in the
United States are a standard, if relatively small, component of the nation’s

I bid., 215.

12 1bid., p. 279. Alse based on conversations with Shipe’s son, Rebert B Shipe, manager of Firsi American
Credit Union on the Navajo Reservation in Arizona.
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financial system, catering to the savings and borrowing needs of middle-
class employees.

The historians of American credit unions, Moody and Fite, take the posi-
tion that this evolution was inevitable and even desirable:

In the 1960s the [credit union] movement joined the War on Poverty by
seeking to establish credit unions in the black ghettos where rates of
unemployment were high and incomes low, as well as among Spanish-
Americans and poor whites. These efforts were generally unsuccessful,
even with federal aid. By the very nature of credit unions their benefits
were confined mainly to those with jobs because a member had to have
money to invest and means to repay leans. This meant that credit
untions had little to offer the hard-core, unemployed poor whe did not
need loans so much as grants or jobs.?

The leaders of the community development credit union movement dis-
agree.

The Emergence of Community Development Credit Unions

Community development credit unions represent a departure from the
mainstream credit union indusiry, a departure that harkens back to the earli-
est days of the credit union founders. Their purpose is social change, the
improvement of the living conditions of people in need. CDCUs certainly
constitute a movement.

The first American CDCUs, as distinct from mainstream credit unions,
were founded in Black, Southern, rural communities in the late 1930s and
the early 1940s. A few of those early CDCUs have lasted to this day, includ-
ing about ten in eastern North Carolina.!* The oldest surviving CDCU is
Bricks Community in Enfield, North Carolina, which even today is tiny, with
under $200,000 in assets and just one full-time employee. The early North
Carolina CDCUs were created by working people who were enmeshed in the
plantation system, whose incomes were very low, and who lacked access to
credit on any but the most exploitative terms. Here and there, other commu-
nity credit unions were started in the 1950s; for example, one credit union in
New Mexico brought together miners who were Spanish speaking with min-

13 1bid., 334-335.

14 1 would like 10 thank James Gilliam of 5t. Luke Credit Union in Windsor, North Carolina, for his insights
into the credit union history of his siate.
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ers who were Polish speaking.!?

Table 3.2!6 shows the chartering year of 165 CDCUs that were in exist-
ence in early 1993—the dates range from 1937 to 1993. Many more CDCUs
were founded but later failed or merged; the table shows only those that have
survived.

Table 3.2
Founding Year of 165 CDCUs

Year Church Non-Church Tota!
1935-3¢9 ‘ 1 1 2
1940-44 1 4] 7
1945-49 1 3 4
1950-54 4 8 12
1955-59 12 5 17
19460-64 12 4 14
1965-69 4 37 41
1970-74 1 15 14
1975-79 0 12 12
1980-84 4 18 22
1985-89 1 8 9
1990- 1 4 7
Total 42 123 165

Low-income credit unions appeared at a fairly slow rate from the end of
the Second World War through the early 1960s; church-affiliated credit
unions predominated during this period. The largest number of surviving
CDCUs date from the late 1960s. In fact, the number of credit unions serving
low-income populations exploded in that period. By one estimate, 400 were
formed. Three different groups converged to promote these credit unicns:
CUNA, a group of activists in the civil rights movement, and the federal
government’s Office of Economic Opportunity (OEO).

L5 Thanks to Ricardo Garcia of the Colicge of Education in the University of ldahe, the son of the credin
union’s organizer, who teld me about life grawing up in the miners' credit unien.

16 Mast of the data in the table comes from the call reports that were introduced in Chapter 1 and will be
analyzed fully in Chapter 3. The survey of 400 low-income credit unions in Gore, Rosenthal, and Smith
shows roughly the same distribution of chartering dates. The figures for the 1990s come from the Na-
Lional Federation of CDCUs.

17 Most of the information that is used in this section on the CDCUs that were [ounded in this period
comes from Robinson and Gilson. Other sources are Livingston and National Federation of Community
Developmernt Credil Unions, “The OEQ Credit Union Experiment: lmplications for Community Devel-
opment Banking.” My thanks to several velerans of the OEC credit unions who talked with me about
their experiences, including Ernest Johnson, Pearl Long, and James Taylor.
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A few people within the CUNA management—people who still believed
in credit unions as a movement—had begun to consider the credit needs of
poor urban and rural communities in the late 1950s. In 1958, CUNA insti-
tuted a broad study of the credit needs of the poor, and on the basis of this
study it organized and funded two experimental rural credit unions, one in
Texas and one in Nebraska, in 1961. in 1964 it added five urban credit
unions in poor neighborhoods, this time allocating $50,000 to defray the
start-up costs. The credit unions were intended to meet people’s needs for
small loans, for purposes such as car and home repair, medical expenses, and
education. A technical specialist from CUNA kept watch over all of these
experimental credit unions, and reported that they were finding success hard
to come by. In 1966, CUNA was forced to spend another $50,000 to keep the
credit unions solvent, but in that same year it joined forces with the Office of
Economic Opportunity to effect a major expansion in its program.’8

The Black civil rights movement of the 1960s also played a role. One of
the weapons that members of the white southern establishment had during
the period of the demonstrations for racial equality was that they could cut
off virtually all credit to people who were identified as activists. Sitnply join-
ing in a march with Martin Luther King, Jr., for example, could result in a
person’s losing department store and agricultural credit. Emest Johnson re-
calls that civil rights leaders raised this problem in discussions with federal
officials. They were encouraged by those officials to cooperate with the OEO
in the setting up of cooperative, self-help lending institutions that could mo-
bilize the savings of local Blacks and thereby allow the Blacks to avoid the
necessity of interacting with credit institutions that were dominated by
whites.!?

Some of the African American credit unions that were established in the
late 1960s are still run by people whose first active public involvement was
with the civil rights movement. Pearl Long of NEJA Federal Credit Union in
northern Florida, then a school teacher and now retired, recounted to the
author stories of the demonstrations that the credit union founders partici-
pated in and of the risks that they took.

The strongest force behind the establishment of CDCUs in the 1960s
was the [ederal government. The War on Poverty was announced by Presi-
dent Lyndon B. Johnson in his State of the Union address in January 1964,
The government set up the Office of Economic Opportunity (OEO) to coor-
dinate a range of programs designed to raise the living standards of the one-

18 This paragraph is based on Robinson and Gilson.

19 This paragraph is based largely on conversations with Emest Johnson, who, in addition to his credit
union duties, is a member of the Southern Christian Leadership Conlerence.
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third of Americans whose incomes fell below the poverty line. In 1966, with
the encouragement of civil rights leaders, the OEQ joined in a working part-
nership with CUNA to found credit unions in poor rural and urban locations
throughout the country.

Some of the OEO credit unions still exist today Most of them failed,
however. By 1975 just half of the original 400 were still active, and by the
1990s only ten percent had survived. The experience of the OEO credit
unions, and the reasons for the failure of so many of them, are worth consid-
eration at a time when the federal government is once again taking the initia-
tive to bring financial services to poor communities. To anticipate, the OEO
history shows not that government intervention into low-income financial
markets is necessarily doomed, but that particular federal policies in the
1960s, policies which both were and are avoidable, were responsible for the
problems with the program.

Maost, although not all, of the OEO credit unions were sponsored by a
Community Action Agency (CAA). The CAAs were institutions established
for the purpose of empowering local poor people, advocating for the rights
of the poor, and providing some direct services such as food and nutrition,
family planning, day care, emergency shelter, etc. The credit union was an
additional activity undertaken by the CAA. Only about one-third of the new
credit unions received direct funding from the OEQ; the funding was gener-
ally in the form of salaries for up to three staff members. The remaining
credit unions received encouragement and some technical assistance as they
started up, and many of them were provided with space in the CAA facility.

From recent interviews that Ceretha Robinson and Anne Gilson of the
Woodstock Institute have conducted with staff and board members of the
early OEO credit unions, and from documents prepared at the time, it ap-
pears that many of the credit unions succeeded in lending money and pro-
viding financial services to poor people. The loans were often very small, for
purposes like buying food, paying medical bills, consolidating debts, and
buying school clothes. The credit unions were places where people could
cash checks and buy money orders without paying exploitative fees at liquor
stores and similar establishments.

To a large extent, however, the OEQ experience represents an enormous
and costly case study in how the government should not sponsor financial
institutions for the poor. On the whole, concludes the Woodstock Institute
report, it was a top-down effort, not the result of local grass-roots organizing,
and in retrospecl it seems as if failure were almost built into it by design.

The arithmetic of growth and sell-sufficiency was never fully confronted
by most of the planners of the OEQ credit unions. Some of the credit unions



B THIR CATS

were given grants to pay for three staff members in the hope that they would
eventually be able to cover those expenses out of their earned income. But
three staff salaries plus other office expenses might total about $40,000 an-
nually. If the credit union was earning a spread on its assets of 8 percent,? it
would need total assets of a half million doliars 1o generate $40,000 in earn-
ings, and even then it would have nothing 1o put aside for reserves and capi-
tal growth. But deposits of a half million dollars were unthinkable for most
QEOQ credit unions operating in poor communities. After several years' op-
eration, many of them were still struggling to bring in their first $100,000 in
member savings. The consequence was that many of their leaders never took
seriously the possibility of becoming self-sufficient and operated as if the
grants would last indefinitely. When the grants were abruptly cut off in the
early 1970s, some of the credit unicns collapsed in short order.

Other OEQ credit unions received no grants to cover expenses, and in
the long run they may have been more fortunate, since they were forced from
the beginning to rely upon their members’ own volunteer efforts. But they
too faced problems that eventually forced many of them into liquidation or
metger. All of the sources of information on this period are in agreement that
one of the maost serious problems facing the OEO credit unions was inad-
equate training. Although the OEO provided some training through CUNA,
it was never enough to meet the needs fully. In spite of CUNA3 interest in the
QEQ credit unions at the national level, few individual credit unions or state
leagues offered the newcomers any assistance. As a consequence, many
credit unions operated with informal and incomplete accounting systems
and made serious errors in their business management. At times, loans were
not tracked, payment delinquencies were allowed to accumulate, funds were
not prudently invested, and expenses were allowed to rise.

Other problems were of a more sociological or cultural nature. Veterans
of the OEO credit unions told the Woodstock Institute’s interviewers that
many of the members of the credit unions were enmeshed in the welfare
system and had developed a sort of grants mentality; they apparently did not
fully understand that the loans they received from the credit union had to be
repaid.

The connections that the credit unions had to the CAAs, while helpful in
some ways, were a handicap in others. Some of the Woodstock Institute’s
informants recalled that the CAA leaders tried to use the credit union for
patronage. Others said that the CAA leaders wanted to establish a relation-
ship of dependency between community members and the institution and

20 A spread of B percent would resull from average net earnings on assets that were lenl or invested of 13
percent, minus dividend payments to the members on their savings deposits of 5 percent. These are
fairly typical rates for the period.
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that this brought them into conflict with the credit union whose mission was
to foster independence. When government funds for the CAAs dried up in
the 1970s, some of the CAAs exploited the credit unions by charging rela-
tively high rents for the use of the facilities.

It appears that the CAAs were generally not appropriate sponsors of
credit unions, since their focus was largely on the delivery of and advocacy for
social welfare, not on community economic development and certainly not
on banking.

A reading of the Woodstock Institute’s interviews leads one to the conclu-
sion that the root problem was that the credit unions were initiated by the
OEQ in Washington, and then by the staff of the CAAs. They were not for the
most part a response to local community organizing, and many therefore
failed 10 develop a group of volunteers who were committed to their ongoing
success. When hard times came, the QFO credit unions had {ew resources on
which to fall back.

Two public policies of the early 1970s signaled the end for many of the
OEOQ credit unions. First was the cutoff of subsidies to the credit unions,
along with the reduction in support to the CAAs, as the new Republican ad-
ministration of President Nixon retreated from a commitment to the War on
Poverty. Many of the OEC credit unions were not self-sufficient by that time.

The second problem, ironically, was the requirement, imposed in 1970 by
the NCUA, that all deposits in the counuy’s credit unions be insured. The
NCUA Share Insurance Fund, which provided most of the deposit insurance
for the country’s credit unions, imposed financial criteria for eligibility; credit
unions were required to maintain a certain level of capital, or reserves, in
order to protect themselves against losses—and thereby 1o protect the insur-
ance fund. Most of the OEQ credit unions, however, could not meet the capi-
tal standards. After considerable protest and negotiation, they were given a
grace period of two years to come into compliance with the insurance regula-
ttons, but even this concession was not enough for a number of them which
were eventually forced to close their doors.

Those in the countrys credit unions who feared increased government
regulation as a result of the insurance requirement were correct. After 1970,
federal and state regulators substantially increased the rigor of their examina-
tions and held credit unions to higher standards of performance and safety. A
number of OEQ credit unions which survived the trauma of the early 1970s
nevertheless failed eventually because they could not meet the examination
requirements.?!

21 Chapler 7 discusses in more detail the dual effects of the increasingly rigorous examination standards.
CDCUs which could meet the standards emerged stronger, But examiners ofien had no understanding

of the particular difficuliies that poor people’s credit unions faced, and ended up closing institutions that
could well have survived and made a contribution to their communities.
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The legacy of the OEO period is not entirely negative. Loans and other
services were provided even by the institutions that did not succeed in the
long run. Lessons were learned. And most importantly, some of the credit
unions overcame all the handicaps and survived. In African American com-
munities in the rural southeast, over a dozen CDCUs founded by the OEO
still sustain their struggling communities. One in the Florida panhandle,
North East Jackson Area Federal Credit Union, makes crop loans to small
farmers. Others provide a full array of small consumer and business loans. A
small credit vnion in south central lowa meets the credit needs of people
associated with the still existent community action program. In the poorest
area of Los Angeles, Watts United Credit Union, sponsored by the OEO in
the wake of the 1965 riots, makes consumer loans to low-income people,
many of them on welfare. Approximately 40 CDCUs from the OEQ period
are still functioning, still making a contribution.

All of the surviving OEO credit unions are still relatively smail—none of
them over $5 million in assets, many under $1 million. But they are impor-
tant beyond their size. Their staff and board members and volunteers come
from the local communities and understand well the financial problems that
their neighbors are facing. Moreover, the OEO credit unions are a critical
part of the CDCU movement as a whole. While the newer CDCUs exceed
them in number, still the OEQ institutions provide continuity and a sense of
history that the low-income credit union movement would otherwise lack.
Their experience gives some reassurance to the other people in the move-
ment that obstacles can be overcome and that their own credit unions can
last into the indefinite future.

Chapter 7 will outline President Clinton’s new proposal for federal sup-
port of what he calls Community Development Financial Instiruttons, in-
cluding CDCUs. As that chapter shows, the new plan is designed to avoid
the problems inherent in the OEQ approach. The President’s proposal antici-
pates that most of the support to poor people’s financial institutions in the
1990s will be in the form of capital or reserves, not in the form of subsidies
for operating expenses; thus the institutions will not be seduced into operat-
ing beyond their means. The program will be administered not by a poverty
agency lacking expertise in finance, but by its own separate administration.
Tt will offer support to existing community financial institutions which have
a track record of performance, as well as to start-up institutions which have
demonstrated community involvement.

From the perspective of the 1990s, therefore, it appears that one of the
important legacies of the OFQ period is that it has provided the experience
to help design an effective public-private partnership in support of commu-
nity development in low-income areas.
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New CDCUs continued to appear in the 1970s and the 1980s.?? By then
the government had backed off [rom organizing and chartering low-income
credit unions. The newer credit unions were initiated by a variety of local
groups and grass-roots organizations, not by federal officials. Each of these
more recent CDCUs has its own unique story. Some were organized by activ-
ists who had tried to promote change in their communities in the 1960s and
who turned 1o CDCUSs at a later date because they seemed to be an institu-
tion with some chance of permanence. Some were spinofls of existing com-
munity organizations. A few were sponsored by churches, particularly in
African American neighborhoods, although the pace of new church CDCUs
siackened in the most recent period. In the 1980s especially, CDCUs were
organized by groups of people in response to the closing of bank branches in
poor neighborhoods; in some cases the organizers of the CDCUs were able
to use the Community Reinvestment Act to pressure the departing banks
into contributing resources, for example, buildings, equipment, deposits, or
in a few cases, even staff.

The newer CDCUs appeared in all parts of the country and among varied
population groups. Most were urban, although a few—including two of the
mosl innovative, Central Appalachian People’s Federal Credit Union in Ken-
tucky and Community Trust Federal Credit Union in Florida—were rural.
Some were in predominantly African American neighborhoods, as had been
many of the earlier CDCUs. But others arose among different ethnic groups,
including Latinos, Asian Americans, and Native Americans, as well as in
predominantly white low-income neighborhoods. Some were in desperately
poor areas, but others were in mixed-income communities where the re-
sources of middle-income members could be used in support of lower-in-
come members.

Most of the earlier CDCUs had had a straightforward mission, namely to
meet poor people’s unmet credit needs and to provide a safe place Lo save.
Some of the newer ones developed new ideas about how to operate a savings
and lending cooperative. Among them were several of the credit unions de-
scribed in Chapter 1: Central Appalachian Peoples in Kentucky, with its doz-
ens of branches spread throughout the mountains; Self-Help in North Caro-
lina, with its statewide charter and its exclusive focus on business and hous-
ing lending; and Santa Cruz Community in California with its commitment
to community development lending. There were others. In Apopka, Florida,
Community Trust Federal Credit Union, chartered in 1982, succeeded in or-
ganizing migrant farm workers, many of whom did not speak English. While

22 The author’s understanding of the histary of CDCUs from the 1970s to the present comes from his own
involvermenlt in the movement, from discussions with CDCU activists, and from reading documents that
were generaled over the years by the credit unions.
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banks had seldom been willing to lend to poor migrants before, Community
Trust took the risk. It found that most—but not all—of its members paid
back their loans, even when they were in a distant part of the country. Over
the years Community Trust has faced serious problems, and the NCUA
threatened to liquidate it in 1991-92, but it has survived. In Ithaca, New York,
Alternatives Federal Credit Unton, chartered in 1978, has devoted much of
its attention to real estate lending to low-income borrowers.

While some new CDCUs were appearing, however, the NCUA showed
increasing reluctance to grant new charters, and it liquidated or merged many
existing CDCUs. This was part of its general policy to reduce the number of
small credit unions. As Table 7.1 in Chapter 7 will show, the pace of new
chartering fell to almost zero by the early 1990s, while liquidations and merg-
ers continued at quite a high rate, so that the number of credit unions in
existence fell sharply from a peak in 1970. NCUAs policy followed from its
view that peoples needs for credit union services could best be met by expan-
sion of the existing larger credit unions, that small credit unions were likely
not to be viable in the long run, and that they were more expensive than it
was worth to examine and regulate.

But the NCUASs view was simply incorrect in the poorer neighborhoods of
the country. For the most part, these neighborhoods did not have existing
large credit unions which low-income people could join. The credit unions
were not physically located in those neighborhoods, and in any case most
low-income people did not have the jobs or belong to the organizations that
would have made them eligible for credit union membership. The conse-
quence of the NCUA policy was therefore to restrict very severely both the
growth of CDCUs and the access to credit unions of any kind by low-income
people.

In the early 1990s, this policy appears to be changing. In 1992, for ex-
ample, seven new CDCUs were chartered. These included South Central
Peoples in the area of Los Angeles which had been severely damaged in the
disturbances in April of that year, and Central Brooklyn, described by its
founder, Mark Griffith, as the world’s first “hip-hop credit union.” New
CDCUs were set up in Omaha, Nebraska and in Denver, Colorado, and new
charters were expected in Camden, New Jersey and Washington, D.C. A char-
ter was granted to a Korean Catholic church in Oakland, California, In re-
sponse to President Clinton’s call for a new emphasis on community develop-
ment banking, the NCUA was once again willing to entertain charter applica-
tions from poor communities, provided that they were well thought out.

The National Federation of Community Development Credit Unions

The CDCU movement has been assisted by a trade association, the Na-
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tional Federation of Community Development Credit Unions. The Federa-
tion was incorporated in Washingten, D.C. in 1974, but its origins go back a
few years earlier to 1970 and 1971 when a group of limited-income credit
unions got together to deal with the problems created by the new federal
requirement for share insurance. The credit unions were successful in their
negotiations with the government and decided to make their association per-
manent.

Initially the Federation had no income. It was simply an association of
credit unions, and the central work was done on a volunteer basis. It received
its first small grant in 1977 and in 1979 it began a three-year period of sub-
stantial grant support. The Community Services Administration, successor
to OEQ, provided the Federation major funding, reaching a peak level of a
half million dollars in 1981. The funding was in support of technical assis-
tance that the Federation provided in conjunction with the governments
revolving loan program for low-income credit untons, a program that will be
described more fully in Chapter 7. At first the Federation shared responsibil-
ity for the training with the National Center for Urban Ethnic Affairs, but in
1981 the NCUEA stafl was folded into the Federation. At that time the
Federation’s staff numbered about a dozen.

The period of government largesse passed quickly, however. The grant
expired on September 30, 1982, and most of the stafl members left. Two, the
Executive Director, Jim Clark, and Clifford Rosenthal, who had joined the
staff in 1980, stayed on, drawing just a day or two of salary a week, and tried
to hold the Federation together. A few months later, Clark left and the Fed-
eration was in danger of closing. Rosenthal managed to pull together a few
small grants, however; in the fall of 1983 he hired Annie Vamper of the Na-
tional Credit Union Administration, and the two began the uphill task of
reconstructing the organization.

In 1984, the organization started to grow again. Rosenthal obtained sev-
eral grants—initially from the New York Foundation and from the New York
Community Trust—in support of credit union organizing in the city of New
York, in areas that had been abandoned by banks. The Federation helped to
establish a credit union on the Lower East Side of Manhattan, and worked in
a half dozen other areas of the city. Meanwhile the membership of the Fed-
eration consisted of between 50 and 100 CDCUs from around the country.
While the grants were directly in support of community work in New York,
they helped to pay modest salaries for Rosenthal and Vamper, who in turn
were able to spend part of their time coordinaring the national movement.

In the long run, however, it was clear to the staff and board of the Federa-
tion that a national movement could not be carried on the back of organizing
grants in just one city. As early as 1982, when federal support was ending, the
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Federation decided upon the strategy of a capitalization program. The idea
was to attract deposits and loans from “socially responsible investors™—
foundations, churches and other organizations that were prepared to earn
less than the maximum possible return on their funds, provided the money
was put to work on behalf of a good cause. The Federation would act as an
intermediary, soliciting the deposits and placing them in CDCUSs, while tak-
ing a cut of about a percentage point to cover its own expenses. Since most of
the Federation’s member credit unions were certified by NCUA as serving
low-income people, they were able Lo accept nan-member deposits. The de-
posits raised the spread or net earnings rate of the credit unions, and in some
cases they also increased the capacity of the credit unions to make loans to
their members.

The capitalization program grew slowly at first, reaching only $100,000
in 1986. In that year, however, the Federation received a major deposit from
the John D. and Catherine T. McArthur Foundation, and assets rose almost
overnight to about $1 million. That proved to be the turning point in the
program; thereafter, substantial support was obtained from the Presbyterian
and Roman Catholic churches, from the Ford Foundation, and from a num-
ber of other socially responsible investors, In 1993, the capitalization pro-
gram stood at $4 million and was growing, although it was stilt a long dis-
tance from its ultimate goat of $20 million.

During the middle and late 1980s, the Federation struggled to establish
its own credibility as a representative voice to be taken seriously on the na-
tional scene. A breakthrough occurred in 1985, when it was invited by the
White House to do a study of the role of credit unions in capital formation in
low-income communities.?> The study presented new data and developed
new arguments about the actual and potential importance of CDCUs. There-
after the Federation was turned 1o increasingly for its views, and it found
that its views were often heeded.

Consequently, and in spite of the fact that its resources were exceedingly
limited, the Federation become an effective advocate with the Congress,
White House, and NCUA. For most of the 1980s, its principal goal was to
restore the revolving loan program to low-income credit unions that had
been eliminated in 1981. It also lobbied in favor of increased technical assis-
tance 10 CDCUs, relaxation of the restriction on non-member deposits in
CDCUEs, greater sensitivity on the part of federal examiners to non-white and
low-income communities, and the chartering of new CDCUs. 1t took a lead-
ing role in proposing what became President Clinton’s initiative on commu-
nity development banking,. lts staff developed close working relationships

23 gee Gore, Rosenthal, and Smith.
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with some of the board and stall members of the NCUA.

In the late 1980s and early 1990s, the Federation continued to obtain
grants to support its technical assistance and training programs. It still em-
phasized its work in New York City. Programs there included job training for
low-income individuals to prepare them for entry level jobs in credit unions,
and technical assistance for low-income housing and small business develop-
ment. It won a large grant from the Ford Foundation to set up networks of
CDCUs—for mutual support and technical training—in four separate areas:
the cities of New York, Philadelphia, and Chicago, and the state of North
Carolina. It also obtained grants first to study minority church-based credit
unions, and then to set up a support network for them. In 1992, with the
assistance of a major grant from the DeWitt Wallace-Reader’s Digest Fund, it
started a program of children’s credit unions in eleven CDCUSs, based on the
model developed at the D. Edward Wells credit unicn, described in
Chapter 1.

Another important activity of the Federation has been to provide help 1o
communily groups trying to organize and secure charters for new credit
unions. As noted above, beginning in the 1970s, both federal and state regu-
lators became increasingly reluciant to see new credit unions start. Faced
with this resistance, the task of the Federation became harder each year, up
through the early 1990s,

The Federation represented the CDCUs in developing working relation-
ships with other types of progressive financial institutions operating in poor
neighborhoods, including community development loan funds, community
development banks and microenterprise lenders.2* With representatives of
these institutions, it formed the Coalition of Community Development Fi-
nancial Institutions which argued for President Clinton’s community devel-
optent banking initiative and had an influence in shaping it.

Over time the Federation succeeded in attracting as members increas-
ingly greater proportions of the credit unions located in low-income areas of
the country, but this trend was countered by the overall reduction in the
number of CDCUs. In the 1990s the trend turned upwards; by 1993, the
Federation had 109 member credit unions in 30 states plus the District of
Columbia and American Samoa. It holds an annual meeting which represen-
tatives of the member credit unions attend. In addition to providing training
seminars and business sessions, they offer an occasion for the people in
these institutions to meet and learn from one another.

As the programs of the Federation have grown, it has developed enough

24 por descriptions of the ioan funds and the microenterprise lenders, see Stevens and Tholin, and
Mclenighan and Pogge.
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sources of income to expand its stalf, Member credit union dues rose from
$21,000 in 1988 to $33,000 in 1992, but the dues represented a smaller and
smaller portion of the Federation’s total income, just 3 percent in 1992, The
bulk of the Federation’s income comes from grants, contracts, the spread on
the capitalization program, and CUNA. In 1993, the Federation’s stafl had
risen to 10 people. Most were non-white, reflecting the Federation’s overall
membership.

The most important development in stabilizing the Federation was its
merger with CUNA, the Credit Union National Association, in 1991. The
Federation had grown up outside the CUNA umbrella, and many of its
members were suspicious of or even hostile to CUNA. CUNA was seen to
represent the large and mainstream credit unions, mainly white and middte
class, that had largely forsaken the mission of social change that was central
to the CDCUs, A number of CDCU leaders told the author in interviews that
they had encountered a certain lack of cooperation from the credit union
leagues in their states.?> By the turn of the decade, however, it was becoming
clear that both sides would benefit by closer organizational cooperation.
From CUNAS side, it was facing increasing skepticism from Congress that
credit unions deserved tax exemption and other legal benefits that derived
from their status as cooperatives. The country’s credit unions were looking
more and more like banks, and the Congress was increasingly considering
treating them just like banks. So, at least in the opinion of board members of
the National Federation who talked with the author, CUNA wanted to be
able to say publicly that its members were serving a social purpose well be-
yond that provided by the banks, and the CDCUs were perfect for this. In
addition, CUNA had embarked upon Operation Moonshot, to raise the
country’s credit union membership from about 60 million people to 100 mil-
lion. To do this, it would need 1o make major inroads inte poor communi-
ties, and the CDCUs could be a help in this. The Federation, for its part,
needed ongoing, permanent organizational and financial support. Its staff
salaries were low, and completely vulnerable to the changing fashions of
foundation support. Affiliation with CUNA promised to bring with it salary
support for the staff, plus medical and retirement benefits, plus access to the
enormous technical resources that CUNA had available. The concern, from
the Federation’s side, was to retain its autonomy in terms of setting policy,
while enjoying the benefits of CUNA affiliation.

Long nregotiations produced an agreement under which the Federation’s

25 The leagues are the trade associations in each state that represent most or all of the state’ credit unions.
They provide technical assistance and in some cases operate a central financial facility. The siate leagues
are affiliated with CUNA on the national level,
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offices would stay in New York rather than move to CUNA headquarters in
Madison, Wisconsin, and the Federation’s board of directors would retain
responsibility for the organization’s policy. At the same time, the affiliation
provided that part of the executive directors salary would be paid by CUNA,
and that the position would report, for some purposes, to a CUNA vice-
president. As the partnership worked out, in 1992 CUNA covered 19 percent
of the Federation’s operational expenses.

Summary

By the early 1990s, then, CDCUSs had reached a position of reasonable
stability and were prepared for expansion. Some of them had been in exist-
ence for 30 vears. They had survived the roller coaster of the late 1960s and
early 19705 when hundreds were chartered but many soon failed. They had
made it through the 1980s, when almest any program in the country dealing
with poor people was viewed with hostility by many in positions of public
authority. Liquidations and mergers of CDCUs continued throughou the
1980s and early 1990s, and the CDCU movement had figuratively held its
breath in the late 1980s when no new CDCUs were chartered. But most
recently the chartering of new CDCUs has begun again, and interesting in-
novations in cooperative community finance are springing up around the
country. The trade association, the National Federation of CDCUS, is stron-
ger than ever, continuously inventing and implementing new programs.
CUNA, representing the whole credit union industry, has taken a new inter-
est in CDCUs, and backed thar interest with support. NCUA has begun to
consider CDCUs as rather more of an asset, and rather less of a bother, than
it once did. There is a new interest by the federal government in promoting
community development banking, to be discussed in detail in Chapter 7,
and this interest is likely to translate into substantial real support.

No one imagines that the hard times are over. Institutions that work
with the poor will always be in a tenuous position. More CDCUs will be
liquidated and the chartering of each new one will be a siruggle. But overall,
the CDCU movement was in a much stronger position in the early 1990s
than it was a decade before.

Why does the success of the CDCUs matter so much? To answer this
question, Chapter 4 turns to the issue of how ordinary financial institutions
treat poor communities in the United States.
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1

WHY RRE COCls NEEDED?

T was borm in Lee County, Alabama in a small town where poverty and igno-
rance were accepted as a way of life. People in Lee County worked hard but
earned little, especially people of color...My own family had no access to credit
from banks or from other sources. We were victimized by loan sharks who
operated through finance companies and businesses, as these were our only
sources for credit.

—Ernest Johnson, CDCU specialist’

In many American cities the most accessible financial institution is a check
cashing facility. In some areas these institutions charge as much as 10 percent
just to cash a government check. People who want to save have no place to go;
businesses have no access to capital.

—Senator Bill Bradley, D-NJ?

It has been our experience that the voluntary initiatives of banks have been
entirely insufficient to address fair access to credit and that regulators have
been undependable in enforcing the Community Reinvestment Act.

—~Gilda Haas, Communities for

Accountable Reinvestment?

' John Ernest Johnson. “Low Income Credit Unions: Failures that Lead 1o Success.” Master’s thesis, Antioch
University, Yellow Springs, Chio, 1991,

2 Testitmony before the U.5. Senate Banking Committee, July 15, 1992,

3 Testimony belore the Subcommittee on Housing and Community Development and the Subcommitiee

on Consumer Alfairs and Coinage ol the U.S. House of Represeniatives Committee on Banking, Finance
and Urban Affairs, May 7, 1992,
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inancial services and financial institutions are seriously lacking in low-

and moderate-income neighborhoods in the United States. The existing

conventional financial institutions—banks, savings and loan associa-
tions, and even credit unions—have not provided the services that are
needed. To a large extent, the financial tasks in poor areas have been left to
the informal sector—to check cashers, liquor stores, pawnsheps, finance
companies, and loan sharks—and this has left poor communities at a severe
disadvantage.

The evidence shows that fewer loans are available 10 residents of poor
communities than to people and businesses in middle- and upper-class ar-
eas. Banks are more likely to deny loan applications from the poor. What is
true of the poor is doubly true of the non-white; even among the poor, racial
minorities have less access to loans than do whites. These assertions are well
documented in the case of home mortgage loans; in small business and con-
sumer lending the available information is less comprehensive but suggests
the same conclusion. There are fewer branch offices of financial institutions
in poor communities than in other areas and recent branch closures have
exacerbated the discrepancies. Many of the poor have to turn to currency
exchanges or check cashers to conduct the simplest of financial transactions;
these institutions charge relatively high fees and offer limited services and no
insurance protection. The branches of conventional financial institutions
that do exist in poor communities serve largely to drain resources out of
those communities rather than bring capital to bear on pressing problems.
The federal legislation that has been designed to address these sorts of prob-
lems is largely, il not completely, ineffective. The extent to which the prob-
lems are the consequence of active discrimination and racism, or rather the
consequence of the impersonal functioning of normal capitalist markets, is
not clear, but it may not matter very much. What matters is the severe lack of
financial services in poor communities. Community development credit
unions—which offer essential financial services to poor communities at rea-
sonable rates—are therefore critically needed. This chapter discusses these
issues.

Financial Institutions as Intermediaries

Financial institutions such as banks and credit unions are a key to eco-
nomic development. They function as the intermediaries between savers on
the one hand, and consumers and investors who can make productive use of
loans on the other hand.* They pool the savings of a large number of people,

4 For the classic analysis of financial institutions as intermediaries, see Gurley and Shaw.
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and subsequently lend those savings at a rate of interest sufficient to cover
the cost of funds and their own expenses.

At first blush, financial institutions might not seem 0 be very critical
players on the economic scene. They do not generate significant savings of
their own,; they simply allow for the pooling of other peoples savings. They
do not invent new technologies, buy equipment, start businesses, or build
houses; they simply lend to other people who perform these tasks. One
might well ask why [inancial institutions are needed at all. Why do the
people with excess funds, the savers, not simply lend directly to the people
who need extra funds, the borrowers—and thereby avoid the expense and
bother of the intermediary aliogether?

The answer is that financial institutions provide significant services to
savers that individual borrowers could not provide and significant services
to the borrowers that the savers could not provide. Most savers are in no
position Lo evaluate the creditworthiness of a loan applicant or make in-
formed choices between diflferent applicanis. Few savers are prepared 1o as-
sume the risk inherent in lending 1o a borrower. Instead, they deposit their
funds in a financial institution where, in most cases, their savings are com-
pletely guaranteed and the rate of return is secure. The borrowers, lor their
part, would find it tedious and expensive in the extreme to approach a large
number of small savers in order to put together a large loan. They would find
it difficult to persuade savers to tie up their funds for the length of time the
borrowers wish 1o keep the money. Instead, they approach a single financial
intermediary, which is likely to provide all of the funds needed [or a reason-
able length of time. The intermediary builds up long-term assets (its loans)
which are suitable 1o the borrowers, and balances them with short-term li-
abilities (its deposits) which are attractive to savers.

Financial institutions provide the important service, therelore, of con-
necting savers and borrowers. They are a channel through which a society’s
financial resources are converted to productive use. They are not the only
channel. Governments amass funds through taxation and use them for pur-
poses that are decided upen in the political process. But within the private
sector of a capitalist, market economy such as the United States, banks and
other financial institutions are the principal mechanism for gathering funds
and directing them.

As a consequence, the financial sector has a great deal of power. Through
its lending policies, it determines the uses to which a society’s funds will be
put. This is not to say that each individual financial institution has a great
deal of power. Many thousands of banks, thrift institutions, and credit
unions operate in competitive markets. 1f one of them decides not to engage
in a particular kind of lending, that niche may be fitled by another institu-
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tion. But taken as a whole, the financial sector influences the sorts of invest-
ments and expenditures that will be undertaken and the overall direction of
economic development. Some sectors, communities, and people are amply
provided with funds while others are starved—whether because they lack
productive investment opportunities, or because they appear untrustworthy
to the lenders, or because of outright and arbitrary discrimination.

The failure of banks and other financial institations to serve poor com-
munities adequately is therefore a matter of great concern to those communi-
ties.

An Example on Chicago’s South Side’

A testament to the importance of financial services in a poor community
exists-on the south side of Chicago in the contrast between two predomi-
nantly African American neighborhoods, South Shore and Woodlawn. In the
mid 1970s, both were depressed, low-income areas with high unemploy-
ment and a decaying housing stock. Woodlawn was well known to the out-
side world as the area in which Saul Alinsky developed his techniques of
grass-roots community organizing in the 1960s. The Woodlawn Organiza-
tion (TWQ) was a model of local people taking the issues that beset their
neighborhood into their own hands, confronting the power structure, and
working for constructive change. South Shore did not enjoy this kind of
community organization.

By the 1990s, however, the contrast between the two areas was dramatic.
Woodlawn was almost completely devastated, with block after block of
abandoned apartment buildings and many vacant lots where buildings had
burned. South Shore, on the other hand, was thriving, with block after block
of rehabilitated housing and a viable commercial sector.

How did South Shore succeed and The Woodlawn Organization ulti-
mately fail? The full answer is no doubt complicated, but one difference
between the two neighborhoods stands out easily. In 1973, the South Shore
Bank was formed to buy cut a local bank and to direct funds into the local
neighborhood for housing rehabilitation. South Shore Bank was a commu-
nity development bank| a bank with stockholders and established to make a
profit, but with the additional purpose of rescuing its neighborhood. Rather
than drain funds from the neighborhood, it became a conduit for channeling
outside funds into the neighborhood. The bank made local real estate loans
on the express condition that the property be rehabilitated. These were prop-
erties that Chicago’s banks had consistently declined to finance. South Shore
5 Much of the information in this section comes [rom the author visit to South Shore Bank, along with

other members of the National Federation of CDCUs, in May, 1992. For descriptions of South Shore

Bank, and the associated financial institutions controlled by the holding company, Shorebank Corpora-
tion, sce among others Satin, Quint, and Houghton.
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Bank initially provided mortgages on single family units. Within a few years,
it had demonstrated that such lending was profitable and other Chicago
lenders moved in to compete. At that point, seeing no further need in the
area of single family structure morigages, South Shore began 1o finance the
purchase and rehabilitation of apartment buildings. Between 1973 and 1991,
it financed the rehabilitation of 30 percent of the neighborhood’s rental
housing units. Still later, it moved into small business lending.

South Shore Bank uses the deposits of community people for the develop-
ment of the local area. It also serves as a vehicle for channeling outside funds
into the local community; about half of the deposits come from outside South
Shore, while almost all of the loans are made within the target area.

In Woodlawn, on the other hand, there was no institution devoted to
development finance and consequently no way of directing capital into the
community. The Woodlawn Organization was a marvelous example of com-
munity organizing but it lacked capital, and in the long run was therefore
unable to prevent the deterioration and death of its community.

The South Shore Bank shows the power that a financial institution can
have to promote development in its community. No other community devel-
opment banks in the United States, however, have been successful for a suffi-
ciently leng period to make a real impact. At the beginning of the 1990s,
several banks in other poor areas of the country were trying to replicate South
Shore’s success,® but it was too early to evaluate them. Woodlawn is in some
respects an extreme case, but it is more typical of poor communities, particu-
larly in central cities: Woodlawn demonstrates that the absence of a financial
institution that can collect and direct capital for economic development may
go hand in hand with the social and economic deterioration of an area.

Home Mortgage Lending

A great deal is known about the home mortgage lending of banks and
other financial institutiens, far more than is known about other aspects of
banking activity in poor neighborhoods. Mortgage lending patterns are well
documented because of the passage in 1975 of the federal Home Mortgage
Disclosure Act (HMDA), which required banks and other depository institu-
tions to disclose publicly, by census tract, the dollar amount and number of
their home morigages and home improvement loans. In 1989, the HMDA
reporting requirements were expanded significantly.” The patterns that are

®  They included the Southern Devetopment Bancorporation, a bank holding company founded in 1988
in Arkansas, spensored by and modeled after South Shore Bankss holding company, Shorebank Corpora-
tion; Community Cupital Bank, founded in 1990 in Brooklyn, New York; and Developmens Bank of
Washington, D.C., which at the time of writing was being organized in the nation’s capital.

7 The most recent data are fully described in Glenn B. Canner and Dolores 5. Smith, from which much of
the information in this section is taken.
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revealed by the HMDA data are disturbing, partly for what they show di-
rectly about mortgage lending and partly because they hint at the uneven
distribution of the other bank services that are not so well documented.

The pre-1990 HMDA data can be combined with information about per-
sonal income and racial composition from the census tracts. The resulting
patterns are striking. Using rather reserved language, Glenn B. Canner and
Dolores S. Smith of the Federal Reserve Board described the overall findings
of a large number of studies of lending in individual cities and by individual
barks:

For the most part, one basic lending pattern has stood out: Consider-
able differences exist in the levels of home lending activity across neigh-
borhoods within local communities when the neighborhoods are
grouped by median family income or racial composition.... Overall the
HMDA data show that a smaller proportion of home purchase loans
made by reporting lenders are for properties in low or moderate-income
neighborhoods (those where median family income is less than 80 per-
cent of the median family income of their MSA) B

In other words, banks lend significantly less to the poor than to the
middle class. According to the 1980 census, low-income areas contained 16
percent of the owner-occupied housing units in MSAs, and yet in the latter
part of the 1980s they received only between 10 and 12 percent of the num-
ber of home purchase loans. Upper-income neighborhoods, in contrast
(those whose median family income exceeded 120 percent of the median
family income of their MSA), contained 23 percent of the units, and received
roughly 33 percent of the home purchase loans. These figures refer to the
number of home purchase mortgage loans, not the dollar amount of lending.
No one would be surprised to discover that a disproportionate share of the
money went to high-income areas; what these data reveal is a disproportion
in the number of loans. :

When the racial composition of the different neighborhoods is taken
into account, the picture becomes more skewed. In 1988, newspapers in
Atlanta and Detroit conducted studies comparing mortgage lending in pre-
dominantly white and predominantly minority communities of roughly
comparable average incomes.® The newspapers found the same pattern in
both cities. Banks made three to four times more home purchase loans, per
single family housing unit, in the predominantly white areas than in the

8 Ibid. MSA stands for metropolitan statistical area.

9 “The Color of Money,” Atlante Journal-Constitution, and “The Race for Money,” Detroit Free Press.
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predominantly minority areas. The principal conclusions of the Atlanta
Journal Constitution were stated clearly:

Whites receive five times as many home loans from Atlanta’ banks and
savings and loans as blacks of the same income—and that gap has been
widening each year, an Atlanta Journal-Constitution study of $6.2 bil-
lion in lending shows.

Race—not home value or household income—consistently determines
the lending patterns of metro Atlanta’s largest financial institutions, ac-
cording to the study, which examined six years of lender reports to the
federal government.

Among stable neighborhoods of the same income, white neighborhoods
always received the most bank loans per 1,000 single-family homes.
Integrated neighborhoods always received fewer Black neighbor-
hoods—including the mayor's neighborhood—always received the
fewest.

The same pattern was found in Atlania area home mortgage loans pur-
chased in the secondary market by the Federal National Mortgage Associa-
tion (Fannie Mae} and other secondary market lenders.!® These institutions
purchased twice as many home mortgages per 100 homeowners in predomi-
nantly white neighborhoods as in predominantly minority neighborhoods.
In the period July 1, 1987 through June 30, 1989, the figures were 13.9 loans
per 100 homeowners in white areas, as against 7.0 in the minority areas. The
pre-1990 data, therefore, showed significant dilferences in mortgage lending
by income levels and racial composition of different areas of cities.

The 1989 expansion of the HMDA allows a more detailed examination
of the patterns of mortgage lending. Under the new requirements, reporting
was extended beyond depository institutions to include independent mort-
gage companies. This is an important addition, since non-depository mort-
gage companies are particularly active in fow-income areas. All home mort-
gage lending institutions are now required te report the number of loan ap-
plications and their disposition, not just the loans actually made. They are
also required to report the race or national origin, gender, and annuai in-
come of the applicants.

At the time of writing, results from the expanded HMDA are just begin-
ning to come in; within a few years, there will doubiless be many detailed

10 o5, Jr.
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Table 4.1
{Percentages by Applicant Income and Race)

Denial Rates for Applications for Mortgages to Purchase Homes
1990

Applicant Income Government-backed Comventional
anc Race Morigage Mortgage
Less than 80% of median MSA income
MNative American 26.5 277
Asian/Pacific Islander . 13.9 17.2
Black 29.4 40.1
Hispanic 224 31
White 14.7 23.1
Other 21.3 26.1
Joini [white/minority) 17.3 26.3
B0% - 99% of median
Native American 17.8 18.6
Asian/Pacific Islender 12.7 13.7
Black 248 29.3
Hispanic 17.0 21.5
White 10,6 13.7
Cther 13.5 21.1
Joint {white/minority} 13.0 18.0
100% - 120% of median
Native American 17.0 14.0
Asian/Pacific Islander 124 12.6
Black 231 26.3
Hispanic 147 19.1
White 25 1.2
Other 15.0 18.0
Joint {white/minarity) 12.9 15.0
More than 120% of median
Nalive American 15.6 12.8
Asian/Pacific lslander 1.2 1.2
Black 20.8 21.4
Hispanic 14.2 158
White 8.6 8.5
Cther 17.1 158

Joint {white/minority) 10.6 10.5



WURY ARE COCUs REEDED 83

Table 4.2
(Percentages by Census Tract Characteristics)

Denial Rates for Applications for Mortgages to Purchase Homes
1990

Census Tract Characteristic Government-backed Convenhional
Mortgage Mortgage

Racial compesition {minorities as

percentage of population)
Less than 10 11.2 11.5
10-19 13.4 138
20-49 16.1 16.5
50-79 211 19.3
80-100 232 240

Income [median income as

percentage of MSA median]
Low {less than 80%) 17.8 202
Middle (80% - 120%)} 13.0 13.9
Upper [more than 120%) 1.2 97

Income and racial compesition
{minarities as percentage of population)

Low-income
Less than 10 14.0 17.8
10-19 14.% 18.9
20-49 17.3 19.4
50-79 20.6 21.2
80-100 242 24.4

Middle-income

Less than 10 11.3 12.7
10-19 13.5 14.5
20-49 158 16.3
50-79 222 183
80-100 21.5 237

Upper-income

Less than 10 10.3 8.8
10-19 120 11.3
20-49 14.9 13.0
50-7¢9 13.9 15.3

80-100 17.1 168
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studies of mortgage lending in individual cities. The Board of Governors of
the Federal Reserve Systern has published a few nationwide tabulations for
1990. While limited, they both confirm and extend the conclusions that
were apparent in the earlier data.

In 1990, 6.4 million applications for mortgage loans were recorded.
Since applications are included along with loans actually made, denial rates
can be calculated. Tables 4.1 and 4.2 contain the denial rates for the country
as a whole, 4.1 according to the income and race of the applicants, and 4.2
according to the average income and racial characteristics of the census
tract.!!

The new HMDA data are revealing, Table 4.1 shows that lenders refuse a
higher than average proportion of mortgage applications from poor people
and from minorities. Both factors are important. Starting with income, for
each racial group, low-income people are more likely to be denied mortgages
than middle-income people are, and middle-income people are more likely
to be denied than upper-income. For example, a lower-income white person
is almost three times as likely to be rejected for a conventional morigage as
an upper-income white. Turning to race, within each income category,
Blacks, Hispanics and Native Americans suffer more denials than whites do;
for example, a Black person is about twice as likely to be rejected as a white,

Looking at the characteristics of the census tracts in Table 4.2, the [ind-
ings are similar. Denial rates are higher the greater the minority proportion of
a community’s population and the lower the typical incomes in the neighbor-
hoods. The first panel of Table 4.2 shows the patterns by race: the more non-
white, the greater the likelihood that a mortgage loan application will be
denied. The second panel shows the patterns by income: the poorer the
neighborhood, the greater the likelihood of denial. The last three panels
show that the racial composition of a neighborhood influences the denial
rates, even when income is held constant. For example, locking only at low-
income neighborhoods, the denial rates in predominantly minority neigh-
borhoods are much higher than in predominantly white neighborhoods: 24
percent versus 14 percent in the case of government-backed morigages.

The differences in denial rates in these tables are almost surely an under-
statement of the true differences in the mortgage markets in different areas of
the country. In many cases, potential applications that are likely to be re-
jected are simply not filed. Realtors who are familiar with the lending poli-
cies of local financial institutions will decline to work with people or proper-
ties that are unlikely to receive a mortgage, and thus the loan application is

11 Canner and Seith.
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never made.'? Sometimes informal inquiries are made to a loan officer and
rejected out of hand, the consequence being that no formal loan application
is made and no record is kept under the HMDA.

A narrower study of mortgage lending in the San Francisco Bay Area,
using the expanded HMDA data for 1990, comes to much the same conclu-
sions.'3 For example, at the area’s largest mortgage lender, Bank of America,
an affluent African American was more likely to be denied a mortgage than a
low-moderate income white: 31 percent denial rate versus 27 percent in
Qakland, 45 percent versus 25 percent in San Francisco.

In an ambitious study sponsored by Ralph Nader’s Essential Information,
Inc., Jonathan Brown used computer techniques to map loans in 16 metro-
politan areas made by both banks and mortgage companies in 1990 and 1991.
He identified 49 lenders and 62 separate instances in which predominantly
minority neighborhoods were either excluded or under-served.'*

Thus the voluminous data on home mortgages that have been collected
over the years show clear patterns. Fewer home purchase loans are made in
poor and minority communities than elsewhere, in absolute terms and also
per hundred units of owner-occupied housing. One of the explanations of
this disparity is that mortgage applications from the poor and from minori-
lies are disproportionately likely to be rejected.

Bank Services Besides Mortgage Lending

Home mortgage lending by financial institutions is exceptionally well
documented; other aspects of bank activities in low- and moderate-income
communities are hardly documented at all. Governments do not require re-
ports on the geographic dispersion of other bank activities nor on the in-
come and race of the people who engage in other types of business with the
banks. No equivalent of the HMDA exists in such areas as consumer and
small business lending, location of branches, services offered by branches, or
deposits. A few state and local governments have passed commercial lending
disclosure laws but the quality of the data that are generated is uneven.'”

In order to assess the need for community development credit unions in

12 5ee for example, Atlanta Jeurnal-Constitution, “The Color of Money,” op. ciL, lor interviews with realiors
in predominantly black areas who say that they generally sieer their clienis loward mortgage companies
rather than banks or savings and loan associations because their experience is thal the latter are unlikely
1o approve a loan in their neighborhood.

13 California Council of Urban Leagues.
14 Brown with Bennington.

15 see Flax-Hatch for a discussion of the data generated by Chicago’s ordinance on the disclosure of com-
mercial lending.
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poor areas, one would like to have comprehensive information on all finan-
cial services, not just home mortgages. Credit unions, after all, are not exclu-
sively home mortgage lenders. They are largely consumer lenders, and some
of them lend to small businesses as well. In the absence of systematic data,
however, one must make do with scattered, unsystematic information and
inferences.

Looking first at personal loans, what evidence exists seems to indicate
that low-income pecple seldom get them from conventiona! financial insti-
tutions such as banks, savings and loan associations, and credit unions. The
poor are unlikely to turn to such institutions when they need advances for a
vacation, a car, education, health care, or the purchase of major appliances.
This type of lending is the niche in which mainstream credit unions do a
great deal of their business, but seldom with the poor. While comprehensive
data on this point are lacking, studies and interviews from widely scattered
neighborhoods show a consistent picture.

Organizers of new CDCUs frequently survey the state of financial ser-
vices in their neighborhoods as a part of the chartering process. One such
survey, conducted by the Woodstock Institute in Chicago’s Austin area in
preparation for the founding of the Austin/West Garfield Federal Credit
Union, showed that people in the neighborhood experienced a severe lack of
credit for their personal needs. Summarizing the findings, Kathryn Tholin
wrote that local leaders

[felt strongly that there was a lack of affordable financial services in the
community, particularly for low-income residents. The local banks
were widely perceived as not making an effort to make loans within the
community. Furthermore, experience had demonsirated that the local
banks were also not interested in serving the deposit needs of local resi-
dents or of local organizations. Because local banks charged high fees
Jor small accounts, lower income residents in the community did not
have access to either banhing services or credit from banhs. Even
middle income residents could not get small loans from local banks.
Respondents cited consumer loans, home improvement loans and loans
for purchase or repair of used cars as particular needs they felt were
unmet in the community. 18

It would not be surprising to find that financial institutions do an even
less thorough job of lending in low-income neighborhoods for personal,
consumer purposes than they do for home mortgages. In the case of mort-

16 Thalin, 4.
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gages, after all, the collateral is substantial and verifiable and it does not
necessarily lose value over time. A used automobile, on the other hand, is of
more uncertain value and is certain to depreciate. In the case of debt consoli-
dation, vacation, medical, and other sorts of personal lending, there may be
no collateral at all that can be repossessed if the borrower fails in his or her
repayment obligations. Thus a lender falls back to a large extent on an as-
sessment of the income and assets of the borrower, and perhaps character as
well. By definition, income is lower in low-income areas and certainly assets
are lower 100, and thus lenders have reason to be cautious. If racism and
other forms of discrimination play a role in lending decistons, they are more
likely to do so in consumer than in mortgage loans because the importance
of character, as judged by the lender, is more central.

The many CDCU loan officers with whom the author has talked have
said that their institutions are not in competition with other conventional
financial institution when it comes to making personal loans to their low-
income members. This is not to say that the poor members are unable to get
credit, but the sources for the poor are likely to be a pawnshop, a finance
company, or a loan shark. For example, in the mountains of eastern Ken-
tucky, the principal alternatives were thought to be pawnshops and finance
companies. On the Navajo reservation in Arizona people usually turn to
pawnshops, and in several central cities, in addition 10 pawnshops and fi-
nance companies, they deal [requently with individual loan sharks. Small
business borrowers in poor neighborhoods sometimes get credit from their
suppliers, at high implicit rates of interest. A study in South Centrat Los
Angeles shows this type of non-conventional lending increasing three-fold
in the 1980s.17

The non-conventional lenders who do business with poor people are
quite different from banks and other standard financial institutions. Their
interest rates are generally much higher. Annual rates as high as 50 1o 100
percent are common, and the rates sometimes go higher. Borrowers are
sometimes unaware of the real rates; for example, Rosenthal and Schoder
found people on the Lower East Side of Manhattan who referred to 10 per-
cent per week payments to a loan shark as “ten percent interest.”!® Non-
conventional lenders sometimes use unscrupulous, even predatory, prac-
tices. The South Central Los Angeles study cited above shows, for example,
that two of the largest finance companies in the area have been sued fre-
quently for fraud and unfair business practices.'

17 Haas,
L8 Rosenthal and Schoder.

19 $1aas.
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On the other hand, non-conventional lenders sometimes provide ser-
vices that are not possible in more bureaucratic institutions. In comparison
to the latter, they reduce transactions costs, namely the time and money
costs of doing business. The informal sector lenders frequently have a much
less complicated application process and a shorter waiting period. Because
they are located closer to the borrowers, the borrowers waste less time trav-
eling to and from appointments and time saved is time during which a low-
income person can be earning money. 2 What this indicates is not so much
that the non-conventional sector serves poor people well as that conven-
tional institutions often serve them badly, even when loans are available. 1t
also indicates that CDCUs would be well advised to focus not only on the
explicit costs of their loans but also on the hidden costs, and to do what they
can to minimize delays and bureaucratic procedures.

What is true of mortgage and consumer loans is also true of small busi-
ness loans; poor people and racial minorities find them very difficult to ob-
tain. A study of commercial lending in Chicago, conducted by the
Woodstock Institute, showed that in 1986 and 1987, the city’s principal
banks directed just one-third of their commercial lending to the city, com-
pared to two-thirds to the suburbs. Of the one-third in the city, three-quar-
ters went to the downtown Loop area, leaving only one-quarter of one-third
for the neighborhoods. It was not possible to show how poor neighborhoods
fared in comparison to middle-class and prosperous neighborhoods, but one
would be surprised to find that they did very well.?!

As part of its larger study on redlining, the Atlanta Journal-Constitution
examined small business lending in its area, and especially loans guaranteed
by the Small Business Administration.?? The principal conclusion was sum-
marized in an interview with a county planner: “Redlining is worse on the
commercial side than in housing.” The newspaper found that most banks
would not consider a commercial loan for less than $100,000. Using their
normal underwriting rules, this implies that an entrepreneur would have o
have $25,000 to $50,000 in start-up equity capital, a sum far beyond the
reach of most low-income people. As in the case of mortgages, income was
not the only determinant of the dispersion of loans; race also mattered con-
siderably. The newspaper found that the largest three banks in Atlanta had a
much smaller share of SBA loans in predominantly black areas than their

20 1 am grateful 10 Ginger McNally for her M.A. thesis, which refers to a siudy demonstrating the high
opportunity costs of conventional loans as compared 10 informal sector loans in Latin America: Chris-
ten; McNally.

21 Fiax-Harch.

2 Op. cit.
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share of deposits in those areas. The owner of a minority small business
investment corporation was quoted as saying, “The bank is making these
loans to white establishments. You don't want to think it’s out and out rac-
ism, but you wonder.” Whatever the reason, it is clear that commercial capi-
tal is scarce in poor neighborhoods.

Not only do banks lend less in poor than in middle-class communities,
they provide fewer financial services of all kinds. During the 1980s, many
banks reduced the number of their branches, and they did so disproportion-
ately in low-income areas. A study commissioned by the City of Los Angeles
revealed branch openings and closings from 1987 through 1990. In this pe-
riod there were 27 openings and 416 closings, the latter concentrated in low-
income areas.?? Gilda Haas of Communities for Accountable Reinvestment
studied the branch closures of two major banks in the Los Angeles area,
Bank ol America and Security Pacific. She reported:

During this period, Security Pacific closed 21 branches and Bank of
America closed 30. 71 percent of Security Pacific closures and 67 per-
cent of Bank of Americas were in low and moderate income communi-
ties. None of Security Pacifics closures and only four of Bank of
America’s closures were in upper income neighborhoods. 52 percent of
Security Pacifics branch closures and 30 percent of Bank of America’s
occurred in neighborhoods which are 80-100 percent minority, while
only 10 percent and 7 percent respectively of Security Pacific and Bank
of Americas closures took place in communities that have less than 10
percent minority populations.®*

This pattern of bank branch closures, particularly in low-income neigh-
borhoods, seems to be common throughout the country. A number of com-
munity development credit unions were formed during the 1980s specifi-
cally in response to branch closings that left a neighborhood with no stan-
dard banking services. When Manulacturers Hanover Trust Company
closed the last bank branch in a 100-square block area of Manhattan’s Lower
East Side, it inadvertently created a movement that led to the chartering, in
1986, of the Lower East Side People’s Federal Credit Union.# In Philadel-
phia, Southwest Germantown Association Federal Credit Union moved its

23 “Tuking it 10 the Bank: Poverty, Race, and Credit in Los Angeles,” a report to the City of Los Angeles
prepared by the Western Center on Law and Poverty, june 1991, cited in Haas.

24 Haas.

23 The story of the credit union is told in Rosenthal and Schoder.
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operations into a branch building that was closed by Fidelity Bank.

As banks become scarcer in low-income communities, they are replaced
by a variety ol substitute institutions, including check cashing establish-
ments or currency exchanges. The currency exchanges provide some essen-
tial financial services, but to a more limited degree and at a higher cost than
do banks. Checks can be cashed, but at a discount that sometimes reaches as
high as 10 percent. Money orders are sold, but for a higher fee than banks
usually charge.?6 Furthermore, since the currency exchanges are not in-
sured, poor people who buy money orders from them are at risk until the
money orders clear. They are not depository institutions for poor people and
they do net provide either interest or credit. So when currency exchanges
replace banks, important financial services are lost. In South Central Los
Angeles in 1991, a study found just 19 bank branches but 133 currency
exchanges, a ratio of 1 10 7.%7

The Drain of Capital

Evidence exists that banks and other financial institutions do not pro-
vide capital to poor communities but instead drain capital out of them. The
evidence is not conclusive since so much of it is hidden in the files of the
institutions, but it is at least suggestive.

In order to test this proposition conclusively, one would like to know the
deposits in each neighborhood or branch in comparison to the loans made in
that neighborhood or by that branch. The larger the latter in comparison to
the former, the more the bank is helping a community use its own resources
for its own use. Even the balance sheet figures on these subjects would not
be conclusive because of the complications caused by the banks’ selling of
loans on the secondary market, but they would be helpful. In their absence,
we are left with inferences and a few case studies.

In Philadelphia, the Southwest Germantown Assoctation Federal Credit
Union gained access to the books of the Fidelity Bank branch it was replac-
ing, to discover that the branch had only $100,000 in loans on the books
compared to $15 million in deposits. Clearly, that branch was functioning
like a great pump, sucking up the community’s financial resources and
draining them out somewhere else.

The Atlanta Journal-Constitution used nationwide estimates of savings by
26 A Woodstock Institute survey of 18 currency exchanges in Chicago’s Austin community in 1986 found

these fees: For check cashing, 90 cents plus 1.2 percent of the amount of the check {for example, the fee
for a $125 check was $2.40). For money orders, 75 cents plus 1 percent of the amount of money (for

example, the lee for a $120 money order was $1.40). For uiility bills, S0 cents; for state plates, $3.50; for
a book of stamps, 75 cents; and so forth. Thelin.

27 Haas.
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Black and white populations to estimate the bank deposits in predominantly
Black and predominantly white areas of the city in 1986. Comparing these
with the HMDA mortgage data for the same year, it calculated that Blacks
received 9.1 cents in the form of mortgage loans on each dollar saved, while
whites received 13.7 cents. The newspaper had no information on other
types of lending, but il the same patterns exist in personal and commercial
lending—as they probably do—then it is clear that the banks channel
money out of Black areas at a much faster rate than they do out of white
areas.

The most comprehensive study of the drain of capital from poor areas is
by ACORN, the Association of Community Organizations for Reform Now,
one of the principal groups lobbying for tighter controls on bank lending,?
ACORN used information from the Federal Deposit Insurance Corporation
on deposits by bank branch and compared it to HMDA information on mort-
gage lending by branch. The neighborhoods in which the branches were
located were categorized by income level and by racial composition, using
census tract dara. Summarizing the study, the authors wrote:

Nationally, the study revealed that, for every dollar on deposit in pre-
dominantly minority neighborhoods, about 4 cents was loaned for
mortgages in those same neighborhoods in 1989. By contrast, for every
dollar on deposit in predominantly white neighborhoods, nearly 8 cents
are reinvested in those same neighborhoods. . . .

The discrepancies were not materially reduced when comparing neigh-
borhoods of comparable income, but different racial and ethnic profiles.
For example, middle-income, predominantly minority neighborhoods
received only two cents in leans for every dollar on deposit in those
areas, while middle-income, predominantly white neighborhoods re-
ceived nearly seven cents in loans for every dollar on deposit in those
areas.

These findings are shown in Tables 4.3 and 4.4.%° Philadelphia is the one
exception where, the authors say, banks may have responded to community
pressure to increase lending in the central city. In all the other cities studied,
the ratio of morigage lending to deposits was considerably lower in minority
than in white communities.

28 agcaciation of Community Organizations for Reform Now (ACORN),

29 Data from ibid.
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Table 4.3

Loan-to-Deposit Ratios by Racial Compaosition of Neighborhoods

City up ta 25% Minority »25% Minority »75% Minority
Brooklyn 17.3% 11.8%
Chicago 7.6 24
Dallas 7.5 1.3
Detroit - 0.4
New Orleans 145 1.0
Philadelphia 36 50
St Louis 4.2 27
Washington DC 10.2 7.8
Boston 12.3 8.8%
Kansas City 59 0.5
Litle Rock 2.8 2.0
Milwaukee 3.0 0.3
Minn-5t. Paul 6.0 0.8
Phoenix 8.6 1.8
Table 4.4

Loan-to-Deposit Ratios in Middle-Income Neighborhoods

by Racial Composition of Neighborhood

City up to 25% Minority >25% Minority »75% Minority
Brooklyn 7.0% 4.8%
Chicago 21.7 2.1
Dallas 8.0 0.6
Philadelphia 31 1.2
Washington DC 201 33
Boston 2.6 04
Kansas City 7.8 0.6
Milwaoukee 37 0.4
Phoenix 33 1.5

Because of the limited information that is available, the ACORN study
looks only at morigage lending in comparison to deposits. One would like to
have data on all lending. As noted above, however, every reason exists to
think that personal and commercial lending is just as skewed, and probably
more so, as mortgage lending. If Tables 4.3 and 4.4 could be compiled to
include all lending, they would probably show that the proportion of a
community’s savings that is returned to it in the form of loans is significantly
higher for whites than for non-whites. On the basis of what is known, there-
fore, it is very likely that banks act to drain capital out of poor and minority
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communities. This drain is both predictable and disturbing. 1t is predictable
because, on the basis of all that is known about lending patterns in poor
communities, it is clear that financial institutions do not regard such areas as
good investment risks. They do not invest much money in them. The funds
that are deposited by residents of poor communities become part of the re-
source base of the financial institution, and that institution is free 10 move
those resources anywhere in the world that it deeins prudent and profitable.
Most financial institutions create no connection between the area that gener-
ates its resources and the area that absorbs those resources. One would be
surprised to learn that the savings of poor communities are returned to those
communities.

Yet the capital drain, if not surprising, is disturbing. Capital is a very
important resource. A labor force, no matter how skilled, educated, and en-
ergetic, can make little progress in economic development without capital,
without funds to make investments. The poorest areas of the country, both
urban and rural, are the most needy, the areas where economic development
could make the most impact on the lives of people. Ideally, at least some
surpius funds from rich areas of the country would be redirected to the poor,
to help repair some of the glaring gaps in living standards that mar the social
landscape. At the very least, a poor community should be able to make use of
its own financial resources to address its most pressing needs. But in fact
what happens is that the financial resources of the poor are siphoned off into
capital networks that for the most part benefit people who are better off than
they are.

The need for community development credit unions is shown most dra-
matically by the outflow of funds from poor neighborhoods. Since a credit
union is constrained to make loans only to its members, it provides a mecha-
nism for a community to have access to its own resources. The mechanism is
not airtight, since in some cases funds escape when the credit union is not
fuily loaned out and therefore makes investments with its surplus funds in
financial institutions that lie outside its field of membership. But credit
union managers always prefer to lend to members rather than make outside
investments, if for no other reason than that the rate of interest on the former
always exceeds the tate on the latter.?® So while there may be some leakages
of funds from the community, they are usually fairly small. In addition, the
use of non-member deposits by a CDCU can promote a reverse flow of re-
sources into the poor community.

The credit union structure is not essential to prevent the outflow of
funds. The South Shore Bank in Chicago, by making loans only within its

30 sec, for example, Tahte 5.11. in the next chapter,
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target community, and by accepting deposits from outside the community as
well as from within, acts to create a positive flow of funds. It does this be-
cause of the social commitment it has undertaken, but it is almost unique in
this respect. Most banks do not have this sort of commitment.

Legislation

For several decades, community groups and spokespeople for the poor
have protested the actions of financial institutions, and have petitioned the
government for redress. The focus has been largely, although not exclusively,
on mortgage lending and the allegation of redlining. Among the protesters’
allies in Congress was former Senator William Proxmire of Wisconsin, who
wrote in 1976:

“Redlining” is a term that was scarcely known four years ago. But
thanks to the painstaking efforts of community groups to preserve their
neighborhoods, we now know that arbitrary refusal by lenders to invest
in older urban neighborhoods dooms those neighborhoods to a prema-
ture death. That process, popularly called redlining, has been docu-
mented in scores of cities by community groups that labored in the base-
ments of county court houses to produce statistics which show conclu-
sively that many neighborhoods were not getting a fair share of mort-
gage money. And the community groups petitioned Congress for re-
dress. 3

Congress responded with a series of acts intended to promote urban de-
velopment and end discrimination of various sorts.>

The first major legislation was passed in 1968 as a part of President
Johnsons Great Society program. Section 103 of the Housing and Urban
Development Act specified certain older, poorer, and decaying sections of
cities as worthy of special federal programs.

The first important anti-discrimination legislation in banking was the
1968 Civil Rights Act. Title VII1 of that act is known as the Fair Housing Act.
It prohibits discrimination in the sale, rental, financing, and marketing of
housing on the basis of race, color, religion, national origin, or, after a 1988
amendment, handicapped or family status.

The prohibition against discrimination was extended beyond housing,
to include all lending, by the Equal Credit Opportunity Act of 1974, which

31 Quoted in Bentson, Horsky, and Weingartner.

32 The highlights of the legistative history are reviewed in Calem.
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specifically enjoined discrimination on the basis of race, color, religion, na-
tional origin, marital status, age, or welfare status.

The Home Mortgage Disclosure Act (HMDA) of 1975 required deposi-
tory institutions to disclose by census tract the number and dollar amounts
of their home mortgage and home improvement loans. As noted above, it
was amended in 1989 o include all mortgage lenders, and to require disclo-
sure of loan applications and of the race, gender, and annual income of the
applicants. The HMDA was intended to open discriminatory practices to
public view, to help enforcement of the Fair Housing Act, and to make
redlining more difficult if not impossible.

Some legislation has been proposed at the state and local levels o ex-
pand HMDA reporting requirements. In California, for example, a bill that
has been before the Assembly several times would require banks to report on
all their lending, including commercial and consumer lending, net just on
their mortgages. To date, none of this legislation has been adopted by states;
a few cities, most notably Chicago, do have broader reporting requirements
for financial institations seeking deposits from the local government.

Finally, the Community Reinvestment Act (CRA) of 1977 called on all
banks and savings and loan institutions to serve the credit needs of their
entire communities, in particular low- and moderate-income areas and not
just the wealthy areas. It requires the covered financial institutions to make a
public record of their actions to comply with the Act, it invites the public to
comment on that record, and it authorizes the government regulatory bodies
to monitor compliance. In 1993, President Clinton called for a review of the
CRA and its compliance regulations because of general dissatisfaction with
the way it was working; this will be discussed in Chapter 7.

Taken together, these laws require that financial institutions be non-dis-
criminatory in their provision of credit, and that they take affirmative steps
to serve all parts of their communities. The HMDA is intended to provide the
information by which outsiders can judge whether lenders are complying
with the legislative requirements, at least in the area of mortgages.

In [act, however, the legislation has proven to be unsatisfactory to almost
everyone concerned. Lending institutions generally regard it as a cumber-
some intrusion on their business affairs, and completely unnecessary as
well, since they claim to be not discriminatory in the first place. Community
groups, on the other hand, say that they have seen little or no change in bank
behavior as a consequence of the legislation.

To understand why the legislation of the last quarter century has had so
little impact on the role of financial institutions in poor communities, one
must consider the controversy over discrimination in lending.
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Discrimination

There is no agreement as to whether financial institutions discriminate
illegally against the poor and against racial minorities. The evidence pre-
sented in this chapter might seem to constitute overwhelming evidence of
discrimination. The fact that non-whites receive fewer mortgage loans than
whites, and that they are turned down more frequently than whites even
when they have the same income, would seem definitive. Some people ar-
gue, however, that discrimination is not proven, that there may be perfectly
equitable, rational, non-discriminatory reasons for these unequal results.

A sophisticated example of the latter sort of reasoning is contained in a
statistical study of mortgage loans in Rochester in the mid 1970s by Benston,
Horsky, and Weingartner.® They identified a central city area which com-
munity groups claimed was redlined and compared it to a suburban area.
They found that mortgage loans were in fact made by banks in the central
city; in other words, the most extreme form of the redlining hypothesis—
that banks refused to lend in the central city—was transparently false. The
authors explored a less extreme proposition, that banks set more stringent
terms on the loans they make in the central city: higher interest rates, for
example, or lower loan-to-value ratios or shorter terms. They found that
some of the terms were less favorable in the central city, in particular that the
number of months to maturity was smaller. Through a series of statistical
tests, however, they demonstrated that most if not all of the difference in
loan terms could be explained by the characteristics of the borrowers and of
the property and were not associated with the area of the city.

A prudent lender must consider the creditworthiness of the applicants,
and this can be divided into several dimensions. First, the lender must de-
cide whether the applicant is likely to be able to make the payments on the
loan. The main determinant is the applicant’s income, but it is not the sole
one; also relevant are the applicant’s expenses, previous financial obliga-
tions, and credit history. Second, the lender must decide if the applicant has
access to sufficient cash to cover all the immediate costs—in the case ol a
mortgage, these include the excess of the selling price over the loan, plus the
various closing costs. And third, the lender must decide if the collateral on
the loan is adequate, for example, if the house that is being bought with the
loan has sufficient value, both currently and in the future, to cover the
lender’s exposure should the borrower default.

Bentson and his colleagues found that while the loan terms were some-
what less favorable in central Rochester than in the suburbs, this was a pre-
dictable consequence of the fact that the borrowers in the central city were

33 op. cit.
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somewhat less creditworthy, according to the standard criteria of credit out-
lined in the last paragraph. There was almost no evidence that the lenders
treated people in the two areas by unequal standards. The authors concluded
that there was no evidence that redlining existed, that banks engaged in dis-
crimination based on the area of the city in which the property or the bor-
rower was located.

Some problems exist with the Rochester study, as with any study. While
the authors chose two areas for comparison based upon community views
about where redlining occurred, in fact the two areas chosen had almost
exactly equal average family incomes, and the authors lacked information
about the racial composition of the areas. [t is not clear, therefore, that the
study drew its data from an area that would be likely to show discrimination
in lending, were it to exist.

At the very least, however, studies such as those of Bentson and his col-
leagues demonstrate that redlining and bias are complicated issues, not to be
demonstrated by casual empiricism. The fact that banks lend less to the poor
and to racial minorities does not by itself prove that they are violating the
anti-discrimination laws.

A mountain of additional data has been generated by the HMDA since
the time of the Rochester study, but they do not resclve the question of
whether redlining exists and whether banks discriminate on the basis of race
or geographical area.

One common complaint about the pre-1986 HMDA data is that they
revealed nothing about the demand for mortgage loans. One reason why
{ewer mortgages are made in central cities, or to racial minorities, may be
that there is less demand for loans. Perhaps suburban populations are more
mobile, with more houses up for sale and consequently a higher demand for
mortgages. 1t was because of concern about the issue of demand that appli-
cations as well as approved mortgages were covered in the most recent ver-
sion of the HMDA, so that rejection rates could be calculated. As shown
above, there are in fact significant differences in rejection rates, by race and
income. It follows that differences in demand cannot be the sole explanation
of differences in mortgage lending rates in different communities. Differ-
ences in demand may still, however, be part of the explanation.

In addition, since even the most recent version of the HMDA provides
little information about the creditworthiness of the loan applicants, the data
cannot be used to demonsirate illegal discrimination. The fact that fewer
mortgages are extended to lower-income than to upper-income people—per
unit of housing in a neighborhood or per number of applications—may indi-
cate simply that lenders are doing a responsible job of weeding out people
who lack the capacity to repay. Even the data showing lower lending rates
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and higher denial rates to racial minorities, when income is held constant,
may be consistent with non-discriminatory lending practices because of a
lower level of net worth among minorities.*

The strongest evidence that banks engage in mortgage lending practices
that discriminate against minorities is contained in a 1992 study by the Fed-
eral Reserve Bank of Boston. It examined the economic characteristics of
about 3,000 mortgage applicants in the Boston area in 1990. It found that for
the most part banks used ordinary financial criteria in rejecting or accepting
mortgage applications, but in addition that they discriminated against racial
minorities. The study has been roundly criticized by economists at the Uni-
versity of Texas who have reexamined the Boston data, however. They assert
that much of the reported information is obviously in error, and that even if
it is not, the information does not support the study’s conclusion of racial
discrimination.?

One of the factors that makes a determination of discrimination in lend-
ing difficult is that there are different concepts, different definitions of dis-
crimination. Discrimination based on intent is quite different from discrimi-
nation based on impact, and the latter can exist in the absence of the
former.® Federal Civil Rights legislation helpfully distinguishes between
“intentional discrimination” and “disparate impact.”

Intentional discrimination is clearly forbidden in many areas of com-
merce. For example, the Equal Employment Opportunity Act (Title VI1 of
the 1964 Civil Rights Act) states:

It shall be an unlawful employment practice for an employer (1) to fail
or refuse to hire or to discharge any individual, or otherwise to dis-
criminate against any individual with respect te his compensation,
terms, conditions, or privileges of employment, because of such
individual’ race, color, religion, sex, or national origin. . .

The 1968 Fair Housing Act similarly states that:

.. . it shall be unlawful for any bank . . . to deny a loan or other finan-
cial assistance to a person applying therefore . . . or to discriminate
against him in the fixing of the amount, interest rate, duration or other

34 A Federal Reserve survey in 1986 showed that Black families had on average 17 percent of the net worth
and ¢ percent of the financial asses of white families. See Canner and 5mith.

33 Liebowitz, For a rebuttal ta the criticism, see the letter 1o the editor by Lynn Elaine Browne, Directer of
Research for the Federal Reserve Bank of Boston, The Wall Street Journal {Sepiember 21, §993}, A23.

36 On intentional discrimination versus disparate impact, see Ayres.
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terms or conditions of such loan . . . because of the race, color, religion
or national origin of such person. . ..

In the area of employment discrimination, a series of court rulings estab-
lished the doctrine of disparate impact, namely that unlawful discrimination
could occur as a consequence of apparently neutral practices if those prac-
tices had the effect of disadvaniaging a protected class of potential employ-
ees. In the late 1980s, however, several Supreme Court decisions, most nota-
bly Wards Cove Packing Co. v. San Antonio, weakened this basis for finding
discrimination. As a consequence, the 1991 Civil Rights Act explicitly estab-
lished disparate impact as a form of unlawful discrimination, in the area of
employment, when:

a complaining party demonstrates that a respondent uses a particular
employment practice that causes a disparate impact on the basis of
race, color, religion, sex, or national origin and the respondent fails to
demonstrate that the challenged practice is job related for the position
in question and consistent with business necessity. . . .

Federal legislation does not formally establish disparate impact as a form
of illegal discrimination in the areas of housing or lending, but only in em-
ployment. Nevertheless, the relevance of the concept extends well beyond
employment. The question of discrimination by financial institutions, there-
fore, should be divided into two categories, relating to intention and impact.

The data are simply not sufficient to establish the existence of inten-
tional discrimination in lending. Neither, however, are they sufficient to
demonstrate that intentional discrimination does not exist.

A good argument can be made to reject the hypothesis of intentional
discrimination but, on the other hand, a good argument can be made to
embrace it. The argument supporting the view that there is little or no inten-
tional discrimination is that there would be a financial cost to a lender of
engaging in such discrimination. A lender faced with two equally attractive
loan opportunities, one in a white suburb and one in a Black urban area, and
who chose only the former, would be giving up on a perfectly sound busi-
ness opportunity. Even if one supposes that the lender in question is pre-
pared to forego this opportunity, the lender’s competitor will likely see the
missed opportunity and will fill the gap. Furthermore, in a competitive busi-
ness environment, a firm that consistently passes up sound opportunities 1o
make money is likely to be driven from the market, leaving only non-dis-
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criminatory firms in place.” It is a most logical, although not completely
airtight, argument.®

The argument supporting the existence of intentional discrimination
and redlining is rather more historical than logical. The United States is a
country whose origins are steeped in slavery. Until recently, in some areas its
laws not only permitted but required discrimination in many aspects of pub-
lic, private, and commercial life. Until the last few decades, most of its white
leaders and indeed most of its white people were explicitly and unashamedly
racist. More recently, while racist language is generally (not always) viewed
as unacceptable, race and racism are at the forefront of many people’s emo-
tons. Income and social gaps between the rich and the poor, and between
the white and the non-white, have been growing in recent decades, Insuch a
society, financial institutions cannot be expected to be immune to the gen-
eral malaise. When confronted with the clear evidence that poor people and
non-whites have much less than their share of access to financial services,
one can draw the obvious conclusion that these are the fruits of discrimina-
tion and racism.

This conllict in interpretation goes straight to the heart of Americans’
consciences, and it is obviously beyond the scope of the present study, or my
ability, 1o resolve it. I can report that the great majority of the people in the
community development credit union movement with whom 1 have dis-
cussed the issue believe that the people in their communities are the victims
of racial discrimination by financial institutions.

Turning to the other form of discrimination, there is no question but
that disparate impact in bank lending is a fact. Disparate impact is exactly
what the data show. What is not so clear is whether the disparate impact in
lending would be judged by a court to be illegal, if there were a law in lend-
ing similar to the law in employment specifying disparate impact as grounds
for a suit. In the area of employment, disparate impact is unlawful only if
“the respondent fails to demonstrate that the challenged practice is job re-
lated for the position in question and related to business necessity.” In the
area of lending, the Community Reinvestment Act calls on banks to serve
the credit needs of low- and moderate-income communities, but it requires
them to do so in a manner consistent with safe and sound banking practices.

37 For the seminal statement of this type of argument, see Gary §. Becker, 1957,

38 The argument depends upon the existence of whal economists call “perfect competition,” in particutar
the assumnption that there are so many firms in competition with each other that they drive the rate of
economic prolit (as opposed 1o accounting or financial profit} down to zero, even for the most efficient
firm. Consequently a firm which is less than opiimally efficient—for example, one that discriminates—
will sufler losses over the long run and will eventually disappear. If financial markets are not perfecly
competitive, however, and they may not be, then room exists both for efficient firms to make excess
profits and for inefficient (discriminatory) firms 1o make sufficient income to stay in business.
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The obvious defense of financial institutions to the charge of discriminatory
disparate impact is that to iake greater lending risks in low-income neigh-
borhoods would be 1o put their profits, assets, and continued existence in
jeopardy.

Such a defense should not be taken as self-evident. For one thing, it is
contradicted by the experience of the South Shore Bank in Chicago, noted
above. South Shore showed that loans in a poor, African American, central
city neighborhood could be successful and could generate a profit for the
shareholders. [ts success actually induced other lenders to enter the area.

On the ather hand, South Shoere initially took a great risk. [n attempting
something that had not been done before, its management could not be
assured of success. Perhaps this is part of the problem in other urban,
underfinanced areas of the country. Few banks are willing to make an initial
commitment to an economically depressed area because they do not see
immediate, sound business opportunities there. 1f other banks would 1ake
the initiative, they would follow. Or, if a group of lenders would enter the
area together, so that the risk to any one was reduced, they would partici-
pate. In the absence of such actions, most banks decline to make loans
which, on an individual basis, they regard as too risky—and as a conse-
quence a whole neighborhood or a whole population is underserved.*

Either financial institutions discriminate inappropriately on the basis of
neighborhood characteristics and race or they do not; it is extremely frus-
trating that decades of legislation, data gathering, and studies have not re-
solved the question definitively. In order to establish the importance of com-
munity development credit unions, however, it is not essential to show the
existence of illegal discrimination.

What is very clear from the data, and from the experience of countless
people and institutions, is that poor neighborhoods and poor peaple, non-
white neighborhoods and non-white people, have less access to loans and to
other financial services than do groups that are better off. It is also clear that
this is not a small issue, that access to finance is critical to economic devel-
opment, (o the progress of individuals and groups. Finance is not every-
thing, but without finance many doors are closed.

Inequitable outcomes need not be the consequence of purposeful dis-
crimination, of the malfunctioning of markets and of the firms that operate
within them. The search for illegal and unethical behavior may be a chi-

39 1n the language of economics, there may be external benefits 10 making apparently risky loans in de-
pressed neighborhoods. The initial inflow of capital will improve the business and residential climate
for subsequent homeowners, entrepreneurs, and lenders. Since the initial lender cannot capture these
benelits, but bears the whole risk of the loan, it may not be willing 10 make the loan. Where social
benefits exceed private benefits, there will be less than the socially optimal amount of acsivity.
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mera. Inequality is a trademark of capitalism, not an aberration. The people
of eastern Europe who abandoned Communism because of its constraints
on freedom discovered, in some cases to their chagrin, that the free markets
they adopted favored some of them at the expense of others. Communism
had guaranteed a job for everyone, for example, but capitalism produced
unemployment. So it should come as no surprise if ordinary capitalist bank-
ing firms, doing business to the hest of their ability, rying 10 maximize re-
turns to their shareholders and seeking the most profitable lending opportu-
nities, produce a pattern of access to credit that is seriously unequal. In addi-
tion, of course, they may be acting in illegal, discriminatory, racist, and un-
ethical ways, but such behavior is not proven, nor is it necessary in order to
produce unequal results.

Proponents of community econotnic development have sometimes been
quick to assume that the source of the problem faced by low-income areas is
overt discrimination and racism. If discrimination were the source of the
problem, it could be combated through legislation, through the courts,
through education, and through concerted political action. The country has
had a lot of experience in successfully fighting racism. But if the source of the
problem is the ordinary, non-discriminatory functioning of impersonal,
capitalist markets, then the solutions are harder to come by. Legislative re-
quirements for non-discriminatory behavior will not work, no matter how
carefully enforced. Non-discriminatory application of lending criteria to all
applicants and all neighborhoods may be exactly what has produced the
disparate impact. What low-income communities will need is local institu-
tions, which they own and control, that can counter the forces of the market.
To the extent that the free market rather than racism is the problem, commu-
nity development credit unions and other community-based financial insti-
tutions are exactly what poor neighborhoods need.

Conclusion

Conventional financial institutions do not provide adequate services in
many poor communities. They do not provide the loans that are needed for
housing, business development, and consumer purposes, and they some-
times act to drain funds out of poor communities.

Whether they do this because of active, intentional, and discriminatory
practices, or simply because of the logic of competitive capitalist markets is
an interesting but not central question. More important is the simple fact of
the dearth of financial services.

Community-based financial institutions, such as CDCUS, that are dedi-
cated to serving the needs of poor comrmunities are therefore needed.
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They are not the only possible solution. The point of the Community
Reinvestment Act is to pressure banks and thrifis into serving low-income
communities more fully. In addition, larger, mainstream credit unions can
expand into low-income communities and provide financial services. Most
people in the community development credit union movement welcome
other institutions that are genuinely responsive to their neighbors’ needs.
But they remain skeptical. Almost two decades of the CRA have not led
banks to change their behavior markedly, and it is not clear whether large
credit unions, whose membership base lies in middle-class communities,
behave any differently from banks in poor areas.

Community development credit unions in low-income areas may be
able to do what banks and other conventional institutions cannot, because
of their cooperative, non-profit structure and because of their base in the
community. A corporation’s first responsibility has to be to its owners, its
stockholders, and their interest is in profits. If banking in poor communities
does not generate high profits, then the poor communities are not served by
banks. Credit unions also serve their owners, but their owners are their
members, their depositors, the people of the local community. Their owners’
interest is not in profits but in service at reasonable rates, Therefore CDCUs
may occupy a niche that other institutions reject.

CDCU organizers must be careful not to assume, however, that they can
be successful just because they have a different organizational structure or
just because the banks have rejected good business opportunities because of
their inherent racism. Credit unions may not have to maximize profits, but
they do have 1o stay solvent. As Chapter 5 shows, because they operate in
poor neighborhoods, they face business problems that are more challenging
than those confronting financial institutions serving the middle class.
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Lillian Bent (standing), Mandger of the Union Seitlement Federal Credit
Union in New York. R
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Opening day (May 1988) at D. E. Wells Youth Credit Union in

Springfield, Massachusetts, the first youth credit union in the country.
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Medicine man blessing the Casa Grande, Arizona branch of First
American Credit Union, a CDCU serving Native Americans.




Central Brooklyn Partnership: pledge drive.

Photo: NFCDCU



housing builder and a branch of Central Appalachian People’s FCU.

Photo: Tom Del Salvie
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Joyce Rogers, assistant manager at Central Appalachian People’s FCU
since 1986. She began in 1981 as a credit union volunteer, the branch
contact person at Redbird Mountain Medical Center.

Photo: Gienia Mikee




A Chinese herb and medicine store in the Tenderloin district of San
Francisco. A start-up loan was made by Northeast Community Federal
Credit Union to the son in order to enable the father, an herbalist in
Vietnam, to begin life anew in San Francisco.

Phato: Northeast Commaunity FCU



Santa Cruz Community Credit Union: Jeff Wells, Vice President; Mardi

Wormhoudt, President; John Isbister, Board Member.
Photo: Trey Dunbar
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Clifford Rosenthal, Executive Director of the National Federation of
CDCUs, speaking at a meeting of the Lower East Side People’s Federal
Credit Union in New York.

Photo: NFCDCU
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CHAPTER 5

THE OPERATIONS
OF COGUs

An emphasis on small deposits, small loans, technical assistance and
member counseling can be very expensive.
—Linda Hoke!

Lending to low-income people can, indeed, be a risky business.
But...that risk can be managed. And when it is managed successfully,
the social rewards are great: economic opportunity, personal dignity,
and community empowerment.

—Clifford N. Rosenthal?

ike all financial institutions, community development credit unions

attract funds and they allocate funds. They accept deposits from their

members (and in some cases from non-members), and in turn they lend
and invest most of those deposits. They assume the risk inherent in lending.
From their loans and investments they earn interest. They use the interest
earnings to pay for their expenses, to compensate the members for their
deposits, and to save in their reserve accounts.

1 Hoke.

2 Rosenthal and Schoder.
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This chapter explores these basic operations of CDCUs, using informa-
tion from their financial statements on December 31, 19913

Credit Unions’ Financial Statements

The chapter begins with an overview of the sort of information that is
included in credit unions’ financial statements.

Every business entity has at least two types of financial statements, a
balance sheet and an income statement. The balance sheet shows the condi-
tion of the institution—its assets, liabilities, and net worth-—at a moment in
time. The income statement shows the income, expenses, and profit of the
business over a period of time. To use the language of economists, the bal-
ance sheet shows stocks, while the income statement shows flows. Or, to use
a more familiar image, the balance sheet shows the level of water in the
bathtub at a particular moment; the income statement shows the flow of
water in, and the drain of water out, over a period of time, that produced the
level of water in the tub. This chapter uses balance sheets as of December 31,
1991, and income statements covering the period January 1 to December 31,
1991.

Table 5.1 is an accurate, although simplified, balance sheet for the Santa
Cruz Community Credit Union on December 31, 1991.

The largest asset of the credit union is its loans outstanding, These can
be thought of as IOUs, held by the credit union, indicating the sums owed by
the members to the cooperative. The “altowance for loan loss” is a fund held
by the credit union as a negative asset, in anticipation of loans that may not
be repaid and will have to be charged off. Net loans is the difference between
loans outstanding to the members and the allowance for loan loss; it is an
estimate of the true value of loans that will be recovered by the credit union.
The next largest asset is the investments; these are funds placed in other
financial institutions or financial instruments of some sort that earn interest
for the credit union. Cash is held in the office to conduct transactions with
the members. The fixed assets consist of the building that the credit union
owns plus its furnishings and equipment, principally its computer.

On the Liabilities and Capital side of the balance sheet, the liabilities
consist of notes payable and other obligations that the credit union owes.
The deposits are included on the right hand side of the batance sheet because
they are funds that the credit union owes to the people who have placed

3 The tables in this chapter may be compared with statistics developed by the NCUA on credit unions
identilied by that agency as serving a tow-income membership. As explained later in the 1ex1, the
NCUA low-income list is somewhat different, and smaller, than the list of CDCUs used in this chapter.
The NCUA has undertaken to produce an annual report on the performance of these credit unions.




THE OPERATIONS OF CDCUs 109

them in the institution. It is here that the principal ambiguity lies in credit
union accounting,. if the credit union were a privately owned bank, then the
deposits would be a liability; they would represent funds owed by the bank
to its customers. A credit union is not a privately held corporation, however;
it is a cooperative whose member-savers are its owners. It seems not quite
proper to think of the members’ deposits as a liability of the credit union,
since they are funds “owed” by the credir union to its own owners. So mem-
ber shares are usually counted as capital rather than liabilities. On the other
hand, the rationale for counting shares as capital is less compelling than it
was before 1970, when deposit insurance was introduced, since the shares
are not at risk. If the credit union has deposits from non-members, they are
unambiguous liabilities.

Table 5.1
{$ in Thousands)
Balance Sheet
Santa Cruz Community Credit Union, December 31, 1991
Assets Liabilities ond Capital
Cash 790 Liabilities 435
Investments 5,370 Deposits 17,288
Srtl\cres ber denost 17,288
Loans 11,586 on-member deposits
— Loan loss allowance -296 Net capital 642
= Net Loans 11,290
Fixed assets &47
COther assets 268
Assets 18,365 Liabilities and Capital 18,365

By definition, a balance sheet balances. The assets are always equal to the
liahilities plus the capital. This occurs because the last item on the liabilities
plus capital side is a residual. Different types of institutions give it different
names; in credit unions the name of choice is reserves or net capital. There
are actually different capital accounts in a credit union, including regular
reserves, special reserves, and undivided earnings. For some purposes, the
allowance for loan loss is taken away from the asset side and included as a
positive reserve account. Together, however, these capital accounts toal
whatever sum is needed to make the two sides balance. The logic behind this
is straightforward. The left hand side of the balance sheet shows what the
credit union has. All but the last item on the right hand side show what the
credit union owes, either to outsiders or to its own members. Whatever is
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left over, whatever the credit union has but does not owe, is the net capital,
owned collectively by the members. The net capital can be, and in some
cases unfortunately is, negative.

Table 5.2 is the income statement for the same credit union, for the cal-
endar year 1991.

Table 5.2
{$ in Thousands/
Income Statement
Santa Cruz Community Credit Union
January 1 to December 31, 1991
Income Expenses and Surplus
Loan interest 1,317 Operating expenses 1,299
Investment interest 37s Provision for loan loss 91
Ohher operaling income 441 Dividends 595
Net surplus 148
Total 2,133 Total 2,133

A credit unions income results mainly from the interest it earns on its
assets. kn Santa Cruz, as in most credit unions, the major part of this is in the
form of interest earned on the loans that are made to the members. A smaller
portion comes from the interest earned on the investments. In addition,
some income results from fees and penalties that are assessed as people do
business with the credit union.

On the right hand side of the income statement are the operating ex-
penses, including salaries, insurance, and many other items. The provision
for loan loss is the source of the funds that become the allowance for loan
loss on the balance sheet. Once these two sets of payments are subtracted
from income, the remaining revenues of the credit union constitute its sur-
plus. The surplus is divided into two parts. Some is returned to the members
individually in the form of a dividend on their savings (credit unions are also
permitied to rerurn surplus earnings to members in the form of an interest
rebate on their loans). Some, called here the Net Surplus, is retained by the
members collectively, and is transferred to one of the reserve accounts. The
income statement balances because the surplus is calculated as a residual,
the difference between income and expenses.

In some ways the dividend is analogous to the interest payment made by
a bank to its depositors, but in other ways it is different. The interest pay-
ment made by a bank is an expense, a contractual obligation of the bank just
as is the wage payment it makes to its employees. Once a bank has accepted a
deposit from a customer, it is required to make interest payments on that
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deposit, at whatever level it has announced, until such time as it publicly
changes its announced rate. In a cooperative credit union, on the other
hand, because the depositors are the owners, they cannot guarantee a pay-
ment to themselves, The member-owner-savers can receive a dividend pay-
ment only to the extent that the credit union generates a surplus. Conse-
quently, dividend payments are not guaranteed in advance but are declared
by the board of directors of a credit union at the end of an accounting period.
A member may be told in advance what dividend rate to expect, but that rate
can never be guaranteed until the credit union generates the surplus funds.

In most institutions, the last item would be called “profit,” and some
credit unions do use this term. “Surplus” is a better word, however, because
credit unions are non-profit institutions. Their net earnings do not belong to
a small group of shareholders, as in a corporation, but to all of their members
collectively. It is not a goal of a credit union to maximize its surplus, but
simply to generate enough of it to keep a reasonable level of reserves (or net
capital) to protect against losses.

The entries in the financial statements of the country’s CDCUs can be
used to develop a picture of how those institutions operate.

A Note on the Data

The data used in this chapter are derived from the “Call Reports” or
“Reports of Condition™ that federally insured credit unions file with the Na-
tional Credit Union Administration semi-annually. From this set of over
13,000 credit unions, the author selected a small number of institutions for
study as CDCUs. Since CDCU is not an official designation, a certain arhi-
trary judgment was required in making the selection. First, all 91 members
of the National Federation of CDCUs in the spring of 1992 were included,
on the grounds that if credit unions wished to participate in the CDCU
movement at the national level they should be counted. Second, most of the
credit unions designated by the NCUA as “low-income” were included. The
two lists overlap considerably but not completely, and the NCUA list is
longer. Not all NCUA low-income credit unions were included, however.
The university student credit unions on the low-income list were exctuded,
as were all of the employee-based credit unions except those whose em-
ployer was an institution specifically serving low-income people. In the
former case, while students may lack money, this is typically a temporary
condition, and they do not need a social change agent to transform their
community. In the latter case, most credit unions dealing with employees of
asingle company do not have a mission of outreach to low-income people or
a purpose of social change. In addition, a small number of credit unions with
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assets numbering just a couple of thousand dollars, or even in the hundreds,
were excluded, since they barely exist as institutions. One quite large church
credit union was excluded because its reported data in some categories
seemed to be wildly anomalous and therefore suspect, and would have
skewed the averages seriously in some cases.*

The selection yields a set of 180 CDCUs for the reporting date of Decem-
ber 31, 1991. The balance sheet items in the reports refer to that date, and
the income statement items to the calendar year 1991. For the purpose of
deriving the tables in the spread analysis, some of the balance sheet items
from December 31, 1990 were included. Some of the tables that follow are
based on fewer than 180 CDCUs because of data limitations.

These data make possible quite complete analyses of the financial condi-
tion of the CDCUs. They also permit comparison between the CDCUs and
all American credit unions. Data summaries for all credit unions are pub-
lished semi-annually by CUNA.> Because of the form in which CUNA pre-
sents its data, however, the comparisons are tricky, and this requires some
explanation.

Much of the data that are shown in the tables that [ollow are in the form
of averages of ratios across all CDCUs or across CDCUSs in a certain category.
The method is to calculate the ratio in each credit union and then to average
the ratios. This procedure gives each credit union, the small as well as the
large, equal weight in the average. The average can be interpreted as a “typi-
cal” value for a CDCU. CUNA uses a different method in presenting its data
for all American credit untons. It sums the numerator and denominator of
each ratio separately, across all the credit unions in the category under con-
sideration, and then takes the ratio of the two sums. This method weights
the credit unions according to their size in the compilation of the final figure.
Put differently, it treats all credit unions as if they were lumped together into
a single institution.

Each method is “correct,” but each takes a different perspective. Since
much of the focus of this study is on the description and analysis of quite
small institutions, the author decided it was important to retain a perspec-
tive that gives equal weight to all CDCUs. But when comparisons between
CDCUs and the wider credit union industry are needed, the “summation”
method has to be used. These latter cases are always clearly labeled. The aver-

4+ tam grateful 1o Bill Harmpel, Chiel Economist, and Marc Shafroth, Director of Data and Statistics, at
CUNA, who culled the CDCU data from the larger sets of data for all credit unions in the country, and
who supplied me with easily accessible disks. [ would be happy (o give copies of the disks and the
associated documentation to other researchers. The disks are lormatted for dBase 111 and 1V on DOS.

5 Credit Union National Association, Credit Union Operating Ratios and Spreads. Unless otherwise noted,
all of the industry-wide credit union data in this chapter are taken from this source.
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ages [or all American credit unions (in contrast to just the CDCUs} are con-
structed in such a way as (o represent credit unions of the same size as the
CDCUs. Consequently, whatever differences exist between the two aver-
ages—the CDCU figure and the figure for all credit unions—reflect true dif-
ferences in the character of the institutions, and not just differences in size.®

The Questions

The remainder of this chapter proceeds systematically through the op-
erations of the country’s CDCUs, asking the following questions:
e Where do CDCUs’ resources come from? This section looks at
the right hand side of the balance sheet, the liabilities and capital.

«  What do CDCUs do with their resources? This section turns to
the left hand side of the balance sheet, the assets.

»  How do CDCUs earn their income? Next the focus turms to the
income portion of the income statement.

» How do CDCUs allocate their income? This section looks at the
use of income, for operating expenses, for dividend payments to
the members, and for reserves.

+ How do CDCUSs create a spread between income and outgo? Next
the chapter treats the gap between income and expenses, or the
“spread.”

»  How are CDCUSs rated by their examiners? Finally, the financial
dara are used to illuminate the ways in which federal and state

6 The following method is used when comparing CDCUs with all credit unions. CUNA presents averages,
using the summation method, for all credit unions and for ten asset size categorics: {in milliens of
dollars) less than 0.5, 0.5-1, 1-2, 2-3, 5-10, 10-20, 20-50, 50-100, 100-200, 200 and over. FFor the most
part, in Lhis study two asse-size categories are used, less than 0.5, and over 0.5, since this division cuis
the number of CDCUs roughly in half.

The smallee CDCU category is compared direculy with the smallest CUNA category. The figures for
CDCUs over a half millien dollars, and for atl CDCUs, are compared with CUNA figures for all credit
unions, with the latter figures weighted according to the proportion of CDCU assets in each size cal-
egory (nok according to the proportion of assets in each category for all credit unions). In other words,
the figures for all American credit unions are artificial composites, based on the assumption that those
credit unions are distributed by size in the same manner that CDCUs are. Relatively small eredit unions
are thus given much more weight than they world have when compared to all other American credit
unions. The preportional distribution of assets in CDCUs, by size, in December 1991, [rom smallest to
largest category, was: .054, .085, .122, 211, .108, .233, .1B7, 0, 0, 0, summing 10 1.0. These weights
were muhiplied by the CUNA figures in each size category, and resulis summed, to arrive at a compara-
tive figure for all credit unions. When the comparison was for ¢redit unions over a half million dollars
in assets, the {irst proportion was eliminated, and the remaining ones adjusied 10 sum 1o 1.0. Note that
this method completely excludes American Credit unions in the top three size categories, above §30
million, because no CDCUs are of this size. Using this method, the resulting comparison between CDCUs
and all American credit unions are based on institutions of the same size.
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examiners assess CDCUs, according to the “CAMEL” system.
Where Do CDCUs’ Resources Come From?

Table 5.3 analyzes the liabilities and capital of 180 CDCUs, as of Decem-
ber 31, 1991. Each item is shown as a percentage of total assets (or, since the
amount is the same, as a percentage of total liabilities plus capital). The table
shows where the credit unions’ resources come from.

Total liabilities plus capital consist of savings deposits, plus borrowings
and other liabilities, plus reserves. The savings deposits are divided into two
parts: member deposits or shares, and non-member deposits. So in Table 5.3,
column 1 equals columns 2 + 3, and Total Liabilities plus Capital equals
columns 1+ 4 +5 + 6. Column 7 is a more expansive version of reserves than
column 6, adding in the allowances for loan and investment losses which are
normally carried as negative assets on the balance sheet.

Table 5.3 shows that the majority of the resources come from savings
deposits, 86 percent for the average CDCU. The ratio of deposits to assets
rises with the size of the credit union.

CDCUs receive on average almost seven percent of their resources from
non-member deposits. NCUA forbids non-member deposits in most Ameri-
can credit unions, but allows them up to a level of 20 percent of assets in the
credit unions it designates as serving low-income people. The 20 percent
limit is sometimes relaxed upon pettion by an individual credit union.
CDCUs can sometimes obtain the support of outside organizations such as
churches, foundations, corporations, and philanthropic groups, through
their use of non-member deposits. The deposits are made either directly or,
as explained in Chapter 3, through the intermediary of the National Federa-
tion of CDCUs. They are insured up to $100,000 just as are member depos-
its, and they receive a rate of interest that is negotiated at the time of deposit.

Table 5.3 shows the differences in the reliance of the various categories
of CDCUs upon non-member deposits. The urban-rural distinction does not
make much difference. Large CDCUs make proportionately more use of
non-member deposits than do small CDCUs. Non-church credit unions rely
much more heavily upon them than do church-affiliated credit unions and,
ntot unexpectedly, members of the National Federation make a great deal
more use of them than do non-members.

From the figures in Table 5.3, it would not seem that the NCUAs 20
percent limit represents a hardship, since even among NFCDCU members
the average use of non-member deposits is only about half the limit. The
table masks, however, the fact that mast CDCUs do not use any non-meim-
ber deposits, while those that do use them tend to depend quite heavily on
them. Of the 180 credit unions in this set, only 58 {or 32 percent) had any
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non-member deposits at all at the end of 1991; for these 58, the average ratio
of non-member deposits to assets was 20.8 percent.

Toble 5.3
{As Percentages of Total Assets}
Distribution of Liabilities Plus Capital in
180 CDCUs, December 31, 1991

1 2 3 4 5 6 7
Non- Other

Credit Union Total Member Liabi- Net Total
Category Depasits Shares Deposits  Borrowing lities Capital  Reserves
Assets up to $500K 827 77.2 5.5 0.2 2.4 147 17.2
Assets > $500K 893 81.4 7.9 i1 1.3 8.2 10.2
Church 852 82.4 29 07 19 12.1 14.9
Non-Church 864 781 B.3 0.7 1.8 1.1 13.2
Urban 87.5 81.0 6.4 07 1.8 10.1 12.4
Rural 836 76.4 7.2 0.7 20 13.7 16.0
NFCDCU 88.9 778 1.1 1.3 1.3 8.4 10.6
Non-NFCDCU 831 80.9 2.2 0.0 24 14.5 16.9
All CDCUs 86.0 79.3 6.7 0.7 1.9 1.4 13.7
Summation Method

CDCUs up to $500K B4.4 03 23 13.0 15.4
Al CUs up to $500K 84.5 o1 1.6 13.8 15.6
CDCUs $.51-50 Mil 91,2 07 0.2 7.1 8.7
All CUs $.51-50 Mil 90.0 a1 0.9 2.0 ?.8
CDCUs 0.9 0.7 1.0 7.5 .1
All CUs 89.7 01 1.0 9.2 1G.1

This is not to say that all 58 credit unions use non-member deposits
right up to the 20 percent limit. Twenty-seven had less than 15 percent non-
member deposits, 14 had between 15 and 25 percent, and 17 had over 25
percent. Most if not all of the latter group received special permission from
the NCUA to exceed the limit. A significant number of CDCUs have suc-
ceeded, therefore, in attracting outside, socially responsible investments into
their communities through the use of non-member deposits.

Column 6 of Table 5.3 is Net Capital as a percentage of assets; this repre-
sents the assets of the credit union that are not offser by the amounis that the
credit union owes to either members or outsiders. 1t is one of the most im-
portant indicators of the financial strength of a credit union. A healthy level
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of capital indicates that a credit union has a cushion to withstand a period of
negative earnings or some other kind of significant loss. Capital is somewhat
stronger in the rural credit unions than in the urban, and in the church credit
unions than in the non-church; it is considerably stronger in the small
CDCUs than in the large ones and in the credit unions that are not affiliated
with the National Federation.

The bottom panel of Table 5.3 compares the CDCUSs to all American
credit unions, using the summation method outlined above. Use of the sum-
mation method can make a considerable difference. Note, for example, that
the net capital ratio in column 6 is 11.4 percent for all CDCUs when the ratio
of each credit union is given equal weight, and just 7.5 percent when the
weights are proportional to the assets in the summation method. This fol-
lows from the fact that the larger credit unions—which are weighted more
heavily in the summation method—have lower capital ratios, as shown in
the first two rows.

CDCUs derive roughly the same portion of their rescurces from depaosits
as do other credit unions. They use more borrowed funds, although the pro-
portion is small in both cases. The net capital ratio of the CDCUs shown in
column 6 is, however, somewhat lower, particularly for credit unions over a
half million dollars in assets.

To get a full picture of capital adequacy, however, one should add the
allowance for loan loss together with the reserve accounts, as is done in
column 7. The allowance for loan loss is an account that is available to be
drawn down should a loan default.

When all of the capital accounts are summed, the financial strength of
CDCUs is seen to be almost comparable with that of all credit unions of the
same sizes. The overall reserve rarios are almost exactly the same for the
small credit unions, and just one percentage point different for the larger
ones. Contrary to the opinion of some observers, poor people’s credit unions
do not tend to be financially weaker than other credit unions, at least in
terms of their reserve accounts.

The reason CDCUs have almost comparable reserve ratios, however, is
that their allowances for loan loss tend to be higher than in other credit
unions. As will be shown, this is a prudent step on the part of CDCUs since
their delinquency and default rates on loans to their members tend to be
higher.

‘What Do CDCUs Do with Their Resources?

Table 5.4 shows the distribution of the various types of assets of CDCUs
as percentages of total assets. The table begins to answer the question of
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what CDCUSs do with their resources.

On the asset side of the balance sheet, the allowance for loan losses is
carried as a negative item; total assets are equal to columns 1-2+3 +4 + 51in
Table 5.4.

Table 5.4
{As Percentuges of Total Assets)
Distribution of Assets in 180 CDCUs
December 31, 1991
1 3 4

Allowances Fixed

for Loan and and
Crodit Union Investment Other
Category Loans Losses Cash Invastments Assots
Assets up o $500K 42.6 25 1.3 47.7 0.8
Assats » $500K 59.2 2.1 57 349 2.1
Church 44.8 28 10.0 47.1 0.8
Non-Church 537 2.1 78 387 1.8
Urban 48.3 23 ¢4 43.0 1.5
Rural 557 24 6.9 382 1.5
NFCDCU 532 2.2 8.2 39.0 1.8
Non-NFCDCU 488 2.4 8.8 43.5 1.2
All CDCUs 51.0 23 8.5 41.2 1.5
Summation Method
CDCUs up to $500K 47.8 2.5 2.0 44.5 1.1
All CUs up to $500K 60.2 1.7 7.2 334 0.7
CDCUs $.51-50 mil. 62.4 1.6 3.6 323 3.0
All CUs $.51-50 Mil. 59.9 0.9 31 36.0 1.9
CDCUs 61,6 1.6 KR 329 29
All CUs 59.9 0.9 3.3 359 1.8

The largest single asset is loans to members. The loan-to-asset ratio is
strongly and positively related to the size of the CDCU. Non-church CDCUs,
rural CDCUs, and NFCDCU members have significantly higher loan-to-as-
set ratios, on average, than do their counterparts.

Most of the assets that are not loaned to members are invested or are held
in cash. Consequently, the cash and investment ratios move roughly in-
versely to the loan ratio: when the latter is higher, the former are usually
lower. The loan-to-asset ratio is therefore the clue to the overall structure of
the assets.

1t would be useful 1o establish whether the variation in loan-to-asset
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ratio by church, urban, and National Federation categories are independent
phenomena or whether those categories are just proxies for size. After all, in
each case the group with the lower loan-to-asset ratio is also the group with
the smaller credit unions, and smaller CDCUs have lower loan-to-asset ra-
tios. Table 5.5 breaks down the loan-to-asset ratio in the different categories
of CDCUs.

Table 5.5
{loans as Percentages of Total Assets)

Loan-to-Asset Ratios in Categories of CDCUs

Assets Total
up to $500K »$500K

Church 391 552 448
Non-Church 448 460.3 537
Urban 378 571 48.3
Rural 49.3 63.9 557
NFCDCU 442 576 53.2
Non-NFCDCU 4.7 62.6 48.8
Total 42.6 59.2 51.0

Credit union size is not the sole variable associated with differences in
the loan-to-asset ratios. Within each size group, church and urban CDCUs
still have lower loan-to-asset ratios. National Federaticn affiliation largely
disappears as an explanatory variable, however: among the small credit
unions affiliation is assoctated with little difference in the ratios, and among
the larger credit unions the ranking is actually reversed.

Size is still independently important as well. Within each of the six
groupings in Table 5.5, the small credit unions have lower loan ratios than
the large.

The difference in loan ratios by church affiliation is expected. Many
church credit unions operate mostly as savings clubs rather than as borrow-
ing clubs or community development agencies. Table 5.9 below shows that
the ratio of number of loans to total membership is just 18 percent in the
church CDCUs, compared to 28 percent in the others.” Informal evidence
indicates that their members tend 10 be older than the members of other
credit unions, and perhaps reluctant to borrow because of uncertainty about
their ability to repay in the future. One of the purposes of the National
Federation’s organizing project among church credit unions has been to en-
courage them to become more aggressive lenders, in order 1o help meet the

7 These figures are likely overestimates of the propostion of members who are barrowers since some
members have more than one loan.
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financial needs of their members as well as providing a safe place for their
deposits.

The difference in loan ratios by urban-rural status is not expected. It is
not immediately clear why loan ratios should be higher in rural areas. Never-
theless there is a significant gap, one which remains even after the credit
unions are segregated by asset size.

The fact that smaller CDCUSs have lower loan ratios than larger CDCUs
is also unexpected. Such a relationship is not found among all U.S. credit
unions. If the association had turned out 10 be the opposite—smaller credit
unions with higher loan ratios—the obvious explanation would have been
that the smaller credit unions were limited by their assets in meeting their
loan demand while the larger credit unions had plenty of funds to go around.

A possible explanation of the actual relationship is that the smaller
CDCUs have poorer members who have more difficulty establishing credit-
worthiness in order to qualify for a loan. The data provide only marginal
support for this hypothesis, however: among the urban CDCUs, for ex-
ample, the average median family income in the neighborhood was $12,026
for the small credit unions and $12,420 for the large in the 1980 census,
hardly enough of a difference to create a major impact on loan demand.

It may be the case that the small credit unions are so small that their
members simply do not think of them very often when they are in need of a
loan. Or it may be that they are so small that they lack the resources 10 make
informed judgments about loan requests and are therefore conservative in
granting loans. They may lack a loan officer on the staff.

The ratio of loans to assets fluctuates in most credit unions, as the de-
mand for loans responds to overall economic conditions. At the end of both
1981 and 1986, the average loan-to-asset ratio in community development
credit unions in the United States was 59 percent. The significantly lower
ratio in 1991 probably reftects the sustained recession of that year.

The bowom panel of Table 5.4 compares the allocation of assets in
CDCUs and all credit unions. Compared to the industry as a whole, the loan
ratio is much lower in the small CDCUSs and slightly higher in the larger
CDCUs. The larger CDCUs can be satisfied that they have done as well at
getting loans out to their members during a serious recessionary period as
have credit unions in general. But the comparison for the smaller credit
unions indicates a serious difficulty.

Low loan ratios create two sorts of problems for credit unions. The first
has to do with their mission of service. Credit unions are organized in large
measure 10 provide a source of loans for their members, and this is particu-
larly important in low-income neighborhoods that lack capital. To the extent
that they are not recycling their members’ savings in the form of loans back
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into their communities, they are failing to meet at least part of their goal. Of
course credit unions cannot by themselves overcome an economic recession;
they cannot stimulate a demand for loans which is lagging. Furthermore,
they will not survive if they push loans onto people who cannot make good
use of them and lack the capacity to repay. Nevertheless, the low loan ratios
at the beginning of the 1990s were a source of concern.

The second problem created by the low loan ratios is the income that the
credit union forgoes. Resources that are not lent to the members can be in-
vested in financial institutions but, as Table 5.11 below shows, the interest
on investments is typically much less than the interest a credit union obtains
by lending to its members. Most CDCUSs struggle to meet their expenses,
and they can ill afford the income loss implied by a low loan ratio.

Table 5.4 reveals several other features of interest, besides the loan ratios.
The allowance for loan loss accounts are consistently higher in the CDCUs
than in all U.S. credit unions. This confirms what was seen in the previous
section.

Finally, the CDCUs have consistently higher amounts of non-earning
assets, that is to say, cash and fixed and other assets, than do mainstream
credit unions in the U.S, The relatively high level of cash may be a conse-
quence of people in poor communities using the CDCU as a check cashing
office rather than as a savings and lending institution. Or, it may indicate a
lack of investment expertise in CDCUs; certainly the CDCUs are in no posi-
tion to waste the income that their assets could be earning.

Since loans are so important to CDCUs—they are the largest item among
the assets, and they represent the most important purpose of the institu-
tion—they are examined next in greater detail. Table 5.6 shows the distribu-
tion of loans by type. A word of caution is due here. The loan types in Table
5.6 refer to the collateral that is used to secure the loan, not to the purpose
for which the loan proceeds are directed. Chapter 6 contains an estimate of
loan purposes for seven CDCUs. The relationship between the two concepts
can be confusing. For example, a home equity line of credit is treated in
Table 5.6 as a real estate loan since it is secured by a house, but the borrower
may use the funds for any purpose at all, including business expansion or
the purchase of a car.

CDCUs concentrate heavily upon unsecured, personal signature loans.
These are loans in which the borrower simply pledges to repay; in some
cases a co-signer also pledges to repay if the primary borrower defaults. But
the credit union does not take an ownership right to property that can be
repossessed in the event of nonpayment. Almost half of the loan money in
the average CDCU is unsecured. The ratio is much higher, in fact greater
than two thirds, in the smaller credit unions with assets of less than a half
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million dollars, while in the credit unions larger than a half million it is less
than one third.

Table 5.4
Loan Types @s a Percentage of Total Loans

Dollar Amounts of Outstanding Loans in CDCUs

Crodit Union Mew Used Real

Category Unsecured Avto Auto Estate Other
Assels up fo $500K 67.4 58 55 2.1 19.2
Assets > $500K 307 12.0 12.5 229 2.9
Church 5%.9 11.1 77 8.0 153
Non-Church 439 8.1 97 15.6 227
Urban 48.4 9.2 8.2 124 218
Rural 49.3 B.% 10.6 133 18.2
Total 48.7 9.0 2.1 12.7 20.5
Summuation Method

CBCUs up to $500K 59.7 101 7.4 4.4 18.4
All CUs up to $500K 39.5 16.5 21.8 1.4 20.8
CDCUs $.51-50 Mil 28.1 9.3 8.0 374 17.2
All CUs $.51-50 Mil 240 269 16.7 18.4 14.1

COCUs 29.4 9.3 8.0 36.0 17.3
All CUs 24.8 26.4 169 17.5 14.4

Compared to all American credit unions, the concentration on unse-
cured loans is significantly greater in the small CDCUs, and somewhat
greater in the larger ones.

The size of the CDCU is strongly related to the concentration in other
types of lending as well. The larger CDCUs, which do proportionately less
unsecured lending, do more lending on automobiles and real estate. The
difference is particularly striking in real estate.

The urban-rural distinction is not significant in terms of the type of lend-
ing. Church affiliation makes little difference in automobile lending, but
church CDCUs tend to emphasize unsecured lending and correspondingly
de-emphasize real estate lending,

Table 5.7 explores the question of whether church affiliation makes a
difference in 1ypes of loans once credit union size has been corrected for. The
table indicates that asset size is the most important variable associated with
differences in unsecured and real estate lending. Within each size category,
however, church affiliation continues to make a difference, with the church
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CDCUs doing more unsecured lending and less real estate lending.

Table 5.7
(Percentage of Total Loans)
Loan Types by CDCU Size and Church Affiliation
Unsecured Loans Real Estate Loans
Assets Total Assets Total
up to $500K »$500K up to $500K » $500K
Church 74.8 325 599 1.0 15.4 6.0
Non-Church  42.5 30.2 43.9 2.9 24.9 15.6
Total 67.4 30.7 48.7 2.1 229 12.7
Table 5.8
{$ in Thousands)
Average Loan Size
for Credit Unions fiuking Each Type of Loan
Credit Union Neow Used Real All
Catogory Unsecured Auto Auto Estate  Other Loans
Assets up to $500K 1.3 7.0 32 58 1.8 1.4
Assets > $500K 1.6 7.4 37 21.4 3.5 4.2
Church 1.7 7.5 4.1 187 27 2.5
Non-Church 1.4 7.3 34 18.6 3.0 3.1
Urban 1.7 7.3 38 24.% 3.4 3.3
Rural 1.0 7.4 31 10.4 2.2 2.3
Total 1.5 7.3 3.5 18.6 2.9 2.9
Summation Method
CDCUs up to $500K 1.2 6.5 3.3 &5 1.3 1.5
All CUs up to $500K 1.3 6.1 3.3 4.0 20 20
CDCUs $.51-50 mil 1.7 7.0 3.3 219 38 38
All CUs $.51-50 mul 1.7 7.2 4.1 20.8 3.2 3.7
CDCUs 17 6.9 3.3 21.6 3.5 3.4
All CUs 17 7.2 4,1 20.4 KA 3.6

The most likely explanation for the concentration of small and church
CDCUs upon unsecured loans is that those credit unions have limited re-
sources to lend and unsecured loans tend to be smaller than other loans. Not
only are those credit unions smaller in terms of total assets, they are also
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smaller in terms of assets per member; that is to say, they have less to go
around to satisfy the loan demand. The average assets per member in the
small CDCUs below $500,000 are $666, while in the larger credit unions the
figure is almost three times as large, $1,783. Church CDCUs have on average
$997 per member, compared to non-church CDCUs with $1,317. The
smaller CDCUs have fewer assets per member than do all American credit
unions of the same size; using the summation method, the respective figures
are $607 versus $984.

CDCUs do considerably less lending for automobiles than do other
credit unions. For most middle-class Americans, an automobile is the largest
personal invesiment they make aside from their house, and many American
credit unions specialize in providing the financing for that investment. Low-
income people spend less on cars than do the middle-class, however, and
their credit unions consequently do less car lending.

Table 5.9

Loans Per Member, December 31, 1991
Assets up to $500K 0.20
Assets > $500K 0.27
Church 0.18
Non-Church 0.26
Urban .20
Rural 0.30
Total 0.24
Summation Method
CDCUs up to $500K 0.18
All CUs up to $500K 0.30
CDCUs $.51-50 mil 0.29
All CUs $.51-50 Mil 0.43
CDCUs 0.28
All CUs 0.42

Table 5.8 shows the average size of loans, by loan type and CDCU cat-
egory. The table shows the balance outstanding on the loans on December
31, 1991, not the amount for which the loans were initially made (an
amount which would, of course, be larger). It shows that the average size of
unsecured loans is significantly less than the average size of all other types of
loans. Because small credit unions concentrate on unsecured lending, their
overall average loan size, in the last column, is much lower than in the larger
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CDCUs, in spite of the fact that their loans are of fairly comparable size
within each category (with the exception of real estate). Similarly, church
credit unions make smaller loans on average than do the non-church credit
unions, because of their concentration on unsecured lending, in spite of the
fact that within almost every category of lending, church credit unions make
slightly Larger loans.

Not only do small and church CDCUSs conserve their resources by con-
centrating on unsecured loans; they also make fewer loans overall than do
other kinds of CDCUSs. Table 5.9 shows that, in addition, urban CDCUs lend
to fewer members than do rural ones. Consistent with this finding, the bot-
tom panel of Table 5.9 shows that CDCUs lend to many fewer of their mem-
bers than do typical American credit unions.

Returning to Table 5.8, the bottom panel shows that CDCUs do not typi-
cally make smaller loans than other credit unions in the same size range.

How Do CDCUSs Earn Their Income?

Credit unions generate most of their income by charging interest on the
assets which they lend and invest. Table 5.10 shows the different categories
of income as percentages of gross income.

The two principal sources of income for the CDCUs are interest earned
on loans to members and interest earned on investments. Table 5,10 can be
usefully compared with Table 5.4, which shows the loan-to-asset ratios by
credit union size and by other characteristics. In credit unions in which the
loan-to-asset ratio is higher, the proportion of income generated from loans
is higher and the proportion generated from investments is lower. Note,
however, that the proportion of income generated from loans is consistently
greater, in all categories, than the loan-to-asset ratio. This occurs because
member loans are the most profitable use that a credit union can make of its
assets. [nterest rates are consistently higher on member loans than on invest-
ments, and they are certainly higher than on fixed, non-earing assets such
as buildings and computers that do not generate an income (although they
may save rental expenses).

The larger CDCUSs derive about the same proportion of their income
from loans as do all credit unions of the same size. The smaller credit unions
earn significantly less from loans. Interestingly, in all American credit
unions, the proportion of income deriving from loans falls with the size of
credit union, while in CDCUs it rises. The issue was discussed ahove in
connection with Table 5.4; small credit unions in poor communities have
difficulty generating loans.

Finally, Table 5.10 shows that CDCUs earn a much higher proportion of
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their income from fees than do all American credit unions. This reveals
something of the difficulty of conducting a financial business in a poor com-
munity. The leadership of CDCUs would prefer not to charge extensive fees
since their members are all too familiar with the phenomenon that “the poor
pay more,” in both prices and extra fees, on many of their transactions. As
will be shown below, however, CDCUs suffer systematically from higher ex-
penses than do mainstream credit unions. To cover these expenses, they turn
in part to [ees.

Table 5,10
{ltems as Percentages of Gross Income)

The Components of Income

Other

Credit Union Net Loan Investment Operating
Category Interest Income Feas tncome
Assets up to $500K 566 367 29 39
Assets > $500K 71.0 208 49 33
Church 59.8 354 2.0 28
Non-church 657 257 47 39
Urban 61.0 323 33 3.4
Rural 68.9 223 49 e
Total 63.9 28.6 3.9 36
Summeation Mothod
CDCUs up te $500K 65.0 288 3.4 28
All CUs up to $500K 77.6 19.4 1.3 1.8
CDCUs $.51-50 mil 72.5 17.8 71 25
All CUs $.51-50 Mil 73.4 21.8 2.9 1.9
CDCUs 72.2 18.4 7.0 25
All CUs 73.6 21.7 29 1.8

Table 5.11 shows the rates of interest that the CDCUs charged on differ-
ent types of loans. Only credit unions which made each particular type of
loan, and for which data are available, are included in the averages; the total
in each category is shown in the row labeled N.

The first four columns of Table 3.11 show the rates that were charged by
credit unions on four different types of loans at the end of 1991. The final
column, showing the rate of return on investments, is not strictly compa-
rable with the first four. Credit unions made countless different investments
with many different rates. What the final column shows, therefore, is the
actual income earned by the credit unions on their investments during the
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calendar year 1991, divided by the average of the beginning and ending in-
vestment levels in that year. In a later section this same kind of information
will be presented for loans. The actual rate of return on loans generally tends

to be somewhat lower than the stated interest rate because of delinquencies

in repayments and defaults. Thus the contrast between the figures in the first

four columns and those in the last is somewhat overstated. Nevertheless the

gap is huge—with the invesument figures being typically less than haif of the
loan figures—and the adjustment to the loan figures would only make up a

small portion of that gap.

Table 5.11
Annual Percentage Rates for the
Last Week of December, 1991

Average Interest Rates Charged on Loans

Unsecured
Credit Union 2-Year
Category Maturity
Assets up to $500K 147
Assets > $500K 155
Church 14.0
Non-Church 15.6
Urban 14,7
Rural 16.0
Total 15.2
N 167
Comparison with All CUs*
CDCUs up to $500K
All CUs up to $500K 14.3
CDCUs $.51-50
All CUs $.51-50 14.6
CDCUs
All CUs 14.6

Now Used
Auto Auto
4-Year 3-Year
Maturiry Matyrity
12.5 13.9
11.6 13.5
11.8 13.1
11.8 13.8
1.4 133
12,5 14.2
11.8 13.6
98 99
1n.2 127
10.0 1.7
10.1 11.8

12.3

10.5

10.6

*Since the first four columns are based on rates reported directly by the credit unien, and not
on ratios calculated from reported values, the summation method is not used. The rates
shown for all credit unions are comparable to those shown for CDCUs in the panels above.

For the last column, the summation method is used.

Several interesting conclusions emerge from Table 5.11. First, interest
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rates vary considerably on different types of loans. They are highest on unse-
cured loans and lowest on new car loans and first mortgages. There are dil-
ferent reasons for this variation. To a certain extent it teflects the credit
union’s assessment of risk. The risk on a new car loan or a first mortgage is
relatively low because even if the borrower defaults the collateral can be
repossessed and sold, while the risk on an unsecured loan is correspond-
ingly higher. The credit union attempts to compensate itself for the higher
risk by charging a higher interest rate. To some extent, in addition, the varia-
tion in interest rates reflects general variations in the market. Those CDCUs
that are in competition with other lenders for their members' business need
to keep their rates in line with rates in the comrmunity.

Second, rural CDCUs charge consistently higher interest rates than do
urban CDCUs. One can think of at least three different reasons why this
might be the case. The rural credit unions might have higher delinquencies
on loan repayments than the urban, and consequently have to charge higher
interest rates to achieve an equal net rate of return. The rural credit unions
might have higher expense ratios than the urban, and consequently charge
higher interest rates in order to generate the income to meet their expenses.
Or the rural credit unions might face less competition from other lenders
and therefore be able to charge higher interest rates without driving their
member-borrowers away. Table 5.12 below shows, however, that rural
CDCUSs have lower than average delinquency rates and only slightly higher
default rates, so delinquency cannot be the explanation. Table 5.13 shows
that rural CDCUs have about the same expense ratios, so expenses cannot be
the answer. It is likely, therefore, that rural CDCUs charge higher interest
rates because they face less competition from other lenders and their mem-
bers have fewer options.

Third, interest on loans is much higher than interest on investments.
Thus credit unions increase their profitability as well as serve their members
better by keeping their loan ratio as high as possible and their investment
ratio low.

While credit unions face a certain conflict in setting interest rates on
loans—needing to balance the concern of the members as individuals in
getting low rates against the concern of the members collectively in provid-
ing for a financially healthy credit union—they face no conflict in trying to
secure as high a rerurn on their investments as possible. That being the case,
some of the differentials in the last column are quite interesting. It appears
that church CDCUs and rural CDCUs are considerably less successful in
maximizing the returns from their investment portfolios than are the non-
church and urban CDCUS, respectively. One suspects that they 1ake a rather
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more amateur attitude towards financial management. Both small and large
CDCUs keep up well with the performance of other credit unions, however.

Fourth, the interest rates charged by CDCUs are consistently higher
than those charged by other American credit unions of the same size. This
finding may be discouraging to people concerned that “the poor pay more.”
It is certainly a hope that CDCUs, established for the purpose of serving low-
and moderate-income people, could offer loans at the same rates paid by
middle-class Americans. Just as in the case of fees, however, the reality is that
the poor pay more.

One cannot explain the higher interest rates by an intent to exploit the
poor since the CDCUs are controlled by representatives of their own com-
munities. As possible explanations of the gap, none of the factors listed un-
der the second point above can be rejected. CDCUSs tend to have both higher
delinquency rates and higher expense ratios than mainstream credit unions.
In addition, less competition from other lenders may account, at least par-
tially, for the higher rates.

The finding that CDCU interest rates on loans are typically somewhat
higher than those charged by other American credit unions needs to be put
in context. First, the CDCU rates are generally the lowest that are available
to people in low-income neighborhoods. The rates charged by pawnshops,
finance companies, and other non-conventional lenders are almost always
much higher than CDCU rates. So are rates on low-balance credit cards that
are sometimes available to low- and moderate-income people. Second, the
higher rates compensate at least in part for the higher costs of doing business
in poor neighborhoods and the higher delinquency rates; it is because of
these costs that many banks and savings and loan associations have left poor
areas of the country. And third, any extra income that is earned by CDCUs
stays in the local community; it is not siphoned away as is the case with some
retail establishments that charge high prices and then export the profits.

A credit union’s income is reduced to the extent that its borrowers fail to
make the contractual payments on their loans. Table 5.12 shows the delin-
quency rates experienced by the CDCUs at the end of 1991, and the charge-
off rates during 1991. A loan is considered to be in delinquent starus if the
repayments are two months or more in arrears. The first column shows the
delinquency rate in dollar terms, that is to say, the average across the credit
unions of the balance owing on the delinquent loans divided by the total
balance outstanding on all loans. The second column shows the delin-
quency rate by number of loans, or the number of loans in delinquent status
divided by the total number of loans.

Most loans that are in delinquent status are ultimately repaid, and since
the credit union accrues interest on the outstanding balance it eventually
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earns its due income on the loan, even if somewhat delayed. Some loans go
into default, however, and must be charged off by the credit union. The credit
union does this by reducing the allowance for loan loss, which as will be
recalled is a negative asset on the balance sheet, by the same amount as it
reduces its loan asset. The final column of Table 5.12 shows the loans charged
off in 1991 as a percentage of total loans outstanding at the end of the year.

Table 5.12
As Percentages of Toal Loans Outstanding on December 31, 1991

Delinquency and Charge-off Rates

Credit Union
Category Delinquency Rate Charga-off Rate
$ No,
Assefs up to $500K 20 12.5 27
Assefs > $500K 8.1 2.8 2.1
Church 12.5 155 1.5
Non-Church 6.8 9.2 2.8
Urban 9.0 11.7 2.2
Rural 77 10.1 2.7
Total 8.5 11.1 24
Summaticn Method
Assets up to $500K
CDCUs 10.1 11.2 1.6
Church CDCUs 16.4 18.1 1.2
Non-Church CDCUs 6.4 87 1.8
All CUs 56 7.1 1.4
Assets $0.51 - $50 Mil
CPCUs 54 7.5 1.8
Church CDCUs 2.0 10.3 1.7
Non-Church CDCUs 5. 7.2 1.8
Al CUs 2.4 3.0 1.0
All
CDCUs 5.6 7.9 18
Church CDCUs 10.2 121 1.6
Non-Church CDCUs 5.1 7.4 1.9
Al CUs 2.4 3.3 1.0

Table 5.12 shows that the charge-off rates are much less than the delin-
quency rates, indicating that most delinquent loans are eventually paid off.
The delinquency rates are lower in terms of dollar balance than in terms of
number of loans. This implies that the typical dollar balance on delinquent
loans is smaller than the rypical dollar balance on all loans outstanding.
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The delinquency rate is somewhat higher in small CDCUs than in large,
and somewhat higher in urban than in rural (although the charge-off rate in
the urban credit unions is lower). The principal contrast comes in terms ol
church affiliation, with the church CDCUs having significantly higher delin-
quency rates (although, again, lower charge-off rates).

The average delinquency rates for the church credit unions conceal
some extraordinarily high individual rates. The highest, 50 percent on the
dollar balance of loans, is suffered by a small church credit union with just
$35,000 in assets, located in a central city. Three other church credit unions
had delinquency rates above 30 percent at the end of 1991.

Why the church delinquency rates are so high is a matter of conjecture.
Church CDCUs have lower loan-to-asset ratios than do the other credit
unions, and it may be that they have simply not developed the expertise to
make good judgments about lending because they have less experience. It
may be particularly difficult for credit committees in churches to turn down
loan applications from parishioners since fellowship is valued highly in a
church context. A report by the National Federation of CDCUs shows that
some borrowers, apparently confused about the relationship between the
church and the credit union, think that the church is rich enough that they
should not have to pay back their loan. Some leaders of church CDCUs have
cited interference from the pastor as a factor impeding sound lending poli-
cies.® In any case, it is clear that delinquency rates are disturbingly high in
some church credit unions.

The bottom panel of Table 5.12 shows that delinquency and charge-off
rates are much higher in CDCUs than in all credit unions, for both small and
large institutions. The bottom panel is expanded, in order to explore the
question of whether church CDCUs alone are responsible for the difference
in delinquency rates between CDCUs and all credit unions. The figures
show that they are not. While the church delinquency rates are particularly
high, the non-church rates are also above the average delinquency rates for
all credit unions. For small credit unions the difference is just marginal: 6.4
percent in the non-church CDCUs compared to 5.6 percent in all credit
unions. For the larger credit unions the difference is more significant: 5.1
percent compared to 2.4 percent.

The conclusion is inescapable and unsurprising. CDCUs have higher
than average delinquency rates on their loans, no doubt because their mem-
bers are poorer than average Americans. CDCUs make loans to people many
of whom would not be deemed creditworthy at a mainstream credit union or

8 Natlonal Federation of Community Development Credit Unions, “Final Report: Church-Based Credit
Union Study.”
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other conventional financial institution; that is their principal reason for ex-
istence. Since poor people live so close to the margin of existence, even rela-
tively small economic reverses can put them in a position in which they are
unable to meet their financial obligations.

Turning to the last column of Table 5.12, one sees that for the most part
the charge-olf rates are higher in the CDCUs than in all credit unions. This is
consistent with the informaton on delinquency just reviewed. Institutions
with higher delinquency rates on repayments are likely to have to declare a
larger number of loans in default and write them off the books,

The interpretation of charge-off rates is somewhat ambiguous, however.
On the one hand, a high charge-off rate would seem to follow naturally from
a high delinquency rate. On the other hand, a charge-off is sometimes an
alternative to a delinquency. Once a non-performing loan has been written
off the books, it no longer appears as a delinquency. One way credit unions
have of lowering their delinquency rate is simply to let the loans go into
default, provided that the allowance for loan loss is sufficient to cover the
write-off.

Examining a similar data set to the one used here, Lindsay Neunlist of the
NCUA has pointed out that although low-income credit unions have higher
charge-off rates, their ratio of charge-off to delinquency rates is lower. Given
the caveats expressed in the previous paragraph, this may indicate that while
CDCU borrowers fall behind in their payments more frequently, they tend to
stick with their loans and eventually make good on them.

How do CDCUs Allocate Their Income?

Credit unions’ income is allocated completely to three categories of uses:
(1} operating expenses, (2) dividend and interest payments, and {3) transfer
to reserve accounts. Table 5.13 shows how the income of the country’s
CDCUs was divided among the three categories during 1991. On average,
CDCUs allocated 47 percent of their income for operating expenses, 34 per-
cent for dividend and interest payments, and 19 percent for transfer to the
Teserve accoumnts.

The portion of income transferred to the reserve accounts does not differ
much between the various categories of CDCUSs. Larger CDCUs and church
CDCUs tend to have lower expense-to-income ratios, and they use the sav-
ings in expenses to increase their dividend payments to their members.

The fact that the expense-to-income ratio falls with asset size among the
CDCUs (as it does also among all credit unions) may indicate that there are

9 Neunlist.
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some economies of scale in providing financial services. That is to say, not all
expenses have 1o be increased at the same rate that the membership and the
assets are growing, and consequently the larger credit unions are able to
realize some savings, at least proportionately.

Toble 513
{Percentages of Total Income)
Average Uses of Total Income by CDCUs, 1991
J
Dividends Transfer to
Crodit Union Operating and Reserve
Catogory Expenses Interest Accounts
Assets up to $500K 48.8 3.2 200 |
Assets > $500K 44,6 36.6 18.8
Church 432 376 19.2
MNon-Church 481 324 19.5
Urban 46.3 34.0 19.7 |
Rural 47.2 338 19.0 |
Total 86.7 34.0 19.4 |
Summation Method .
CDCUs up to $500K 48.0 30.8 21.3
All CUs up to $500K 44.4 394 16.2
CDCUs $.51-50 Mit 427 414 158
All CUs $.51-50 mil 34.5 50.2 13.3
CDCUs 430 40.9 14.1
All CUs 36.9 49.6 13.5
Table 5.14

{Operating Expenses as Percentoges of Total Income)
Expense-to-Income Ratios by Church Affiliation and Size

Assets Total

up to $500K > $300K
Church 436 42.4 432
Non-Church 522 451 48.1
Total 48.8 44.6 46.7

The anomaly in Table 5.13 is that the expense-to-income ratio in church
CDCUs is comparatively low in spite of the fact that church credit unions are
typically smaller than their non-church counterparts, and the first two lines
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of the table show that small CDCUs have on average higher expense-to-
income ratios. Table 5.14 explores this by breaking out the church and non-
church credit unions according to their size. 1t shows that the expense ratio
in church CDCUs is quite consistent, whatever the asset size, while in non-
church CDCU5 the ratio falls considerably with size. The explanation may
be that some of the more important fixed expenses in the non-church
CDCUs—that is to say, expenses like rent which need to increase littie if at
all as the credit union grows—are paid for by the sponsoring church in the
case of the church credit unions. In any case, the fact that small CDCUs have
on average higher expense ratios is due entirely to the non-church credit
unions.

Returning to Table 5.13, the bottom panel shows that CDCUs have con-
sistently higher expense-to-income ratios than do other credit unions. This
is the case whether the comparison is among small or large credit unions. 1t
also shows that CDCUs allocate more of their income to reserves—probably
in order to compensate for higher delinquencies and defaults in their loans.
As a consequence, CDCUs have much less income (about ten percentage
points less) to return to their members as dividends. To see the point in a
different way, note that CDCUs allocate more of their income to operating
expenses than to dividend and interest payments, while other credit unions
typically allocate more to dividends and interest.

There are a number of reasons for the relatively high expense ratios of
CDCUs. They normally have to spend more stalf time dealing with members
because fewer of their transactions occur in computerized payroll deduction
form than in other credit unions. In some cases, CDCUs find it more expen-
sive to determine the creditworthiness of their borrowers and to process
their loans. The most fundamental reason, however, is that their members
are poor, with relatively low savings balances.

To understand the consequence of low savings balances upon the ex-
pense ratio, one can envision the financial eflect of a member upon a credit
union. The member creates income for the credit union and also expenses.
The income results from the member’s savings deposits which the credit
union lends or invests, thereby earning interest. The larger the savings de-
posit, the larger the interest income. The expenses come largely from the
transactions the member engages in: each deposit, each withdrawal, each
inquiry, each loan payment, requires the use of staff time, computer time,
and supplies. Unfortunately, the level of transactions appears unrelated to
the level of a member’s savings. Members with $100 in their account engage
in roughly as many deposits and withdrawals as do members with $10,000.
If all members impose roughly the same expenses on the credit union, but
only members with high deposits generate high income, then credit unions
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with a preponderance of poor members will suffer from a relatively high
ratio of expenses to income. This is the systematic and inescapable reason
for the comparatively high expense ratios of CDCUs in Table 5.13.'° More
generally, any financial institution has difficulty thriving among 2 low-in-
come clientele, and therefore banks are scarce in poor neighborhoods while
pawnshops and loan sharks charge such high interest rates.

Table 5.15

{Percentages of Total Income)

Credit Union
Category

Assels up to $500K
Assets > $500K

Church
Non-Church

Urban

Rural
Total

Summation Method

Assets up to $500K
CDCUs
Church CDCUs
MNon-Church CDCUs
All CUs

Assets $0.51 - 350 mil
CDCUs
Church CDCUs
MNon-Church CDCUs
AllCUs

All
CDCUs
Church CDCUs
Non-Church CDCUs
AllCus

Another reason for the relatively high expense ratios in CDXCUs may be
that they offer more services to their members than do other credit unions,

10 14 i5 also why non-member deposits can be so important 1o a bow-income credil union, Non-member
deposits tend to be relatively large and they require few transactions (sometimes as few as one a year), so

Compensation and Fringes
Other
Compensation Expenses

10.0 388
20.1 24.5
9.3 339
17.6 305
15.4 309
14.6 324
15.1 31.6
14.3 337
7.9 332
18.3 339

16.3 281
214 21.5
18.4 273
21.3 21.2
17.2 193
20.8 222
16.4 28.4
21.2 216
173 19.8

Total

48.8
44.6

43.2
48.1
46,3
47.2

46.7

48.0
41.1
52.2
44.4

42.7
457
42.5
36.5

43.0
44.8
428
369

they can eflectively cross-substdize the small depositors who account for the bulk of CDCU funds.
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but cover the cost by charging fees for the services. In 1993 the NCUA ac-
knowledged this possibility by instructing its examiners to rate credit unions
not on their overall expense ratio but on their net expense ratio, where net
expenses are equal 10 total expenses minus fees. Table 5.15 permits a closer
look at the expense-to-income ratio by dividing out the component of ex-
penses that represents compensation and fringe benetits paid to employees.
This is the largest single item among the expenses.!!

The higher expense ratio for small CDCUs is not associated with higher
levels of compensation to employees. To the contrary, small CDCUs spend
only 10 percent of their income on staff compensation, while larger credit
unions spend 20 percent. Church CDCUs spend much less on employees
than do non-church CDCUs.

The bottom panel of Table 5.15 shows that the compensation ratio is
actually less in the small CDCUs than in small credit unions generally, while
it is greater in the larger CDCUs. The comparatively low compensation ratio
for small credit unions can be seen, however, to be entirely due to the small
church CDCUs. Once the church CDCUs are factored out, the remaining
small non-church CDCUs devote a higher proportion of their income 1o
compensation than do credit unions generally.

Table 5.16

Staffing in CDCUs

Full4imo-equivalent Employees Per:

Cradit Union Credit 1,000 $100,000 $1,000,000
Category Union Members Income Assets
Assets up to $500K 0.6 25 6.5 5.6
Assets » $500K 3.2 2.0 1.5 1.5
Church 0.9 1.7 3.2 27
Non-Church 2.3 2.5 4.3 39
Urban 1.9 22 3.5 2.8
Rural 1.8 2.4 48 48
Total 1.9 2.2 4.0 3.5
Summoation Mathod
CDCUs up to $500K 0.6 1.9 3.3 3.0
All CUs up to $500K 08 33 3.4 34
CDCUs $.51-50 Mmil 3.2 1.8 1.0 1.0
All CUs $.51-50 mil 7.2 20 08 0.8
CDCUs 1.9 1.8 1.1 A
All CUs 6.9 2.1 0% 0.9

H The other expense categories reported in the call data are travel and conflerence, office cccupancy, office
operations, educational and prometional, loan servicing, professional and outside services, member
insurance, operating fees, and others.
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Salary expenses reflect a combination of staffing levels and wage rates.
Something about these can be inferred from the call reports but the infer-
ences are imprecise. Credit unions report the number of full-time and part-
time staff separately They do not, unfortunately, report the hours for the
part-time staff. Consequently the total number of hours—or, alternatively,
the number of full-time-equivalent employees—is not known. In the tables
that follow, the intermediate assumption is made that a part-time employee
works half-time, and is equivalent to half a full-time employee. Using that
assumption, Table 5.16 shows the average ratios of staff per CDCU, per
1,000 members, per $100,000 in income and per $1,000,000 in assets.

The typical CDCU has just less than two staff members. Naturally, the
number is lower for the smaller credit unions and for the church-affiliated
credit unions. CDCUs have fewer employees per credit union than is the
case in the industry generally. They have somewhat fewer employees per
member and somewhat more per dollar of income and assets.

Two [eatures of Table 5.16 merit further exploration. First, church
CDCUs have fewer employees per member, and per dollar of income and
assets, than do non-church CDCUs, in spite of the fact that they are smaller.
Second, small CDCUs have more employees per dollar of income than do
larger CDCUs, in spite of the fact that the portion of income they spend on
employees is considerably smaller (see Table 5.15).

Table 5.17
{Number of Credit Unions in Parentheses)

Employees Per Hundred Thousand Dollars in Income
by Credit Union Size and Church Affiliation

Assets Total
up to $500K » $500K
Church 3.9 (35) 1.9 (19) 3.2 {54)
Non-Church 8.2 (54) 1.4 (72) 4.3 {126)
Total 6.5 (89) 1.5 (91) 4.0{180})

Table 5.17 explores the first issue by looking more closely at employees
per $100,000 of income in church and non-church CDCUs. It shows that the
staffing gap between the two types of credit unions is huge at the smaller
size, and this compensates for the fact that most church credit unions are
small and that smaller credit unions have higher proportionate stafting lev-
els. Among the larger credit unions, the church staffing ratio actually ex-
ceeds the non-church ratio, but since there are so few church credit unions
in this category, it does not pull the overall church ratio above the non-
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church. Put simply, small church credit unions make do with many fewer
employees than do non-church credit unions of a similar size. The explana-
tion is likely that they rely more heavily on volunteers, and also that they
take on fewer tasks, including less lending.

The second issue is that while small credit unions have more staff per
$100,000 of income, they spend a smaller proportion of their income on
staff. There are two possible explanations of this, both of which likely have
some validity. The first is that many staff members in small CDCUs are paid
by a sponsoring agency and not from the earned income of the credit union.
The second is that wages are lower in the small credit unions.

The second explanation, that wages are lower in the small credit unions,
is no doubt true, but a simple calculation shows that it cannot be the sole
explanation. I all employees are paid from the credit unions’ own income,
then the wage rate, or compensation per employee, is equal to the ratic of
compensation to income (in Table 5.15) divided by the rario of employees 10
income (in Table 5.16}. Performing the division, one sees that the implied
annual wage rate is $13,224 in the large credit unions and $1,536 in the
small. Even if the assumption about part-time employees is changed so that
part-time is counted as one quarter rather than one half of full-time, the
implied wages are $16,891 and $2,538 respectively Under either assump-
tion, the calculated wages in the large credit unions are quite low, and this
probably indicates that they get some supplementary help from sponsoring
agencies. The calculated wage in the small credit unions is impossibly low,
indicating that they get the majority of their stafl support doltars from spon-
soring agencies, grants, or other outside sources.

How Do CDCUs Create a Spread Between Income and Outgo?

One way to understand the financial condition of a credit union is o
identify the spread, that is 1o say, the gap between the income generated by
its assets, on the one hand, and the cost of those assets, on the other hand.
From this spread, the credit union must pay its operating expenses. Any
surplus that is left over afier the operating expenses can be transferred to the
reserve accounts, This section analyzes the spread.

Almost all of the components of the spread have been looked at already.
This section adds little new data, but it looks at the daia from a different
perspective.

The spread analysis is conducted in relationship to the assets of the
credit union. The income, expenses, and surplus are all stated as ratios 10
assets. For example, the interest return on loans is the income derived from
loans during 1991 as a percentage of loans outstanding, The gross income
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return on assets is the total of all the credit union’s income as a percentage of
its total assets. So far in this chapter, the assets used in calculations have been
the figures as of December 31, 1991. This sole date is not adequate for rate-
of-return studies, however. The loan interest income during 1991 was gener-
ated by the loans outstanding throughout the entire year, not just at the end
of the year. As an estimate of this quantity, the asset amounts for December
31, 1990 and December 31, 1991 are averaged throughout this section.

During 1991, the typical CDCU achieved a rate of return on all assets of
10 percent. This is shown in column 4 of Table 5.18. Compared to all Ameri-
can credit unions of the same size, the CDCUs' rate of return was one per-
centage point higher.

Looking at the CDCUs by category, the larger CDCUs, the non-church
CDCUs, and the rural CDCUs all had higher rates of return on assets than
did the smaller, church, and urban CDCUS, respectively. Some of the reasons
for these differences are revealing,

Table 5.18
{Percentoges)
Rates of Return
1 2 3 4
Interest Total Retum
Credit Uinion Net Retum Return on Return on on All
Category on Loans Invesiments Earning Assets Assets
Assefs up to $500K 127 6.4 9.5 2.4
Assefs > $500K 12.6 6.2 10.4 10.9
Church 12.2 57 VA 2.1
Non-Church 12,9 6.5 10.2 10.5
Urban 12.3 6.5 97 97
Rural 13.2 6.0 10.3 10.7
Total 12.7 6.3 9.9 10.1
Summation Method
CDCUs up to $500K 12.9 6.1 9.6 9.6
All CUs < $500K 1246 59 10.3 2.9
CDCUs $.51-50 Mil 12.5 6.4 10.5 11.1
All CUs $.51-50 mil 1.9 6.4 0.9 10.0
CDCUs 12.5 6.4 10.5 1.0
All CUs 11,9 4.3 9.9 10.0

Looking first at the rate of return on loans in column 1-—the interest
earned by the CDCUs on their loans divided by the loans outstanding—the
non-church and the rural credit unions both did better because they charged
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higher interest rates on loans (as was seen in Table 5.11), and because they
enjoyed lower delinquency rates on loans (Table 5.12). There was almost no
differential in rate of return on loans by size of credit union since, although
the smaller CDCUs charged higher interest rates on some categories of
loans, they suffered from somewhat higher delinquency rates.

The rates of return on investments were previously seen in Table 5.11.
The small differences in column 2 are probably due to differences in skills in
financial management.

Column 3, interest return on earning assets, is a weighted average of the
first two columns, showing total interest earnings divided by both loans and
investments outstanding. The final column adds fees and other income to
the numerator of column 3, and fixed and other non-earning assets to the
denominator. For the most part, these additions cancel out, leaving few dif-
ferences between the third and fourth columns.

An interesting feature of Table 5.18 is that the differences in overall rate
of return, shown for example in column 4, are generally greater than the
differences in the rates of return on either loans or investments. The reason
for this is that a very important determinant of the overall rate of return is
the proportion of assets that are devoted to loans. Note, for example, the
difference between small and large credit unions. On loans and on invest-
ments, looked at separately, the rates of return are very similar, marginally
higher for the small CDCUs in one case, marginally lower in the other. Yet
the overall rate of return on assets is much lower for the small CDCUs. The
clue is back in Table 5.4, showing that the loan-to-asset ratio was 43 percent
in the small CDCUs and 59 percent in the large ones. Since the return on
loans is so much higher, this puts the large CDCUSs in a stronger financial
position. In terms of the church and non-church distinction, while a gap
exists in columns 1 and 2, the greater gap in columns 3 and 4 is due to the
lower loan-to-asset ratio in the church CDCUs shown in Table 5.4. Similarly
in the urban-rural contrast, the lower loan-to-asset ratio in the urban
CDCUs has the effect of lowering the overall rate of return.

The fact that the rate of return on assets was higher for CDCUs than for
all credit unions of comparable size is due primarily 1o the higher interest
rates that they charged on loans, as shown in Table 5.11. CDCUs had a
slightly higher loan-to-asset ratio (Table 5.4}, but not enough to cause much
difference in the overall rate of return. Their return on investments was just
barely higher and their delinquency rates were actually significantly worse.
So the CDCUs’ policy of charging higher interest rates on loans resulted in a
higher overall rate of return.

When the CDCUs are segmented by size, however, it can be seen that the
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overall rate of return on the smaller CDCUs was below that of small credit
unions generally. In this case, the culprit is the low loan-to-asset ratio shown
in Table 5.4, which far more than compensated for the higher interest rates
that the small CDCUs charged.

The second component of the spread analysis is the cost of funds. Col-
umn 1 of Table 5.19 shows the cost of member savings: the dividend pay-
ments divided by the shares outstanding during 1991. Column 2 is a more
comprehensive estimate of the cost of funds. To the numerator of column 1
is added the interest cost of borrowed funds, and the denominator in column
2 is the credit union’s total assets.

The most interesting feature of Table 5.19 is how much lower the cost of
funds is for CDCUs than for credit unions generally of the same size. In
1991, small CDCUs paid only about three quarters as much for their funds
as did all small credit unions; larger CDCUs, over a half million dollars in
assets, paid about 90 percent of what all larger credit unions paid.

Table 519
{Percentages)

Cost of Funds

1 2

Crodit Union Cost of Dividend and interest
Category Shares Cost of Total Assats
Assets up to $500K 3.3 27
Assets > $500K 4.3 3.9
Church 37 3.2
Mon-Church N} 3.3
Urban 34 3.2
Rural 4.1 3.5
Total 3.8 3.3
Summation Method
CDCUs up to $500K 3.4 29
All CUs up to $500K 46 39
CDCUs $.51-50 mil 50 4.6
All CUs $.51-50 Mmil 5.6 50
CDCUs 49 4.5
All CUs 5.5 50

The relatively low cost of funds is a mixed blessing for the CDCUs. Table
5.13 above showed that CDCUs have relatively high operating expenses and
that they devote a high proportion of their income to reserves in order to
compensate for loan defaults, leaving them with significantly less to return
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to their members in dividends. Now Table 5.19 shows the consequence of
this squeeze; CDCU members in fact earn less on their savings than do mem-
bers of other credit unions.

This may help to explain why many CDCUs have stayed so small; poten-
tial members prefer to deposit their funds elsewhere to get a higher return.
Still, the CDCUs retain a deposit base, and this requires an explanation, too,
in view of the relatively low returns on savings that they offer. Part of the
explanation may be loyalty. Members ofien feel a connection to an institu-
tion that has been established by their neighbors and {or their benefit, and
they are willing to forego a little income on their savings in order to support
it. They may stick with the CDCU in order to qualify for loans themselves.
Another part of the explanation is that in at least some poor neighborhoods
few financial institutions are competing for peoples deposits, and conse-
quently savers may not be able to obtain higher rates of return than the
CDCU offers, at least not very easily. Sometimes they cannot meet the mini-
mum deposit requirements at other institutions.

Among the CDCUs themselves there are some differences in the cost of
funds. Small CDCUs and urban CDCUs pay less for their funds than large
and rural CDCUs do, respectively.

Table 5.20
{Percentages of Average Assets During 1991)
Net Spread
1 2 3 4 5

Credit Union Gross Cost
Category Return - of = Gross - Operaking = Net

on Assats Funds Spread Expenses  Spread
Assets up to $500K 9.4 27 &7 48 1.9
Assets > $500K 10.9 3.9 7.0 5.1 19
Church 2.1 3.2 59 4.1 1.8
Non-Church 10.5 33 7.2 52 1.9
Urban 97 3.2 6.6 4.8 1.7
Rural 10.7 3.5 7.2 51 2.2
Total 10.1 3.3 6.8 4.9 1.9
Summation Method
CDCUs up to $500K 9.6 29 6.7 47 1.9
All CUs up to $500K 9.9 3.9 4.0 4.4 1.6
CDCUs $.51-50 Mil 1. 4.4 6.5 47 1.8
All CUs $.51-50 mil 10.0 50 5.0 3.6 1.3
CDCUs 17.0 4.5 6.5 4.7 1.8
All CUs 10.0 50 50 37 1.4
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Church affiliation makes no difference to the cost of funds, in spite of the
fact that church CDCUs devote a significantly higher portion of their income
to dividends than do non-church CDCUs (see Table 5.13). The answer to
the puzzle lies in Table 5.18, which shows church CDCUs doing signifi-
cantly worse in terms of overall return on assets; the result of this is that they
must devote more of their income to dividends just to stay even in terms of
dividend payments on shares. The gross spread is equal to the gross return on
assets, from Table 5.18, minus the to1al cost of assets, from Table 5.19. The
net spread is equal to the gross spread minus the ratio of operating expenses
to assets, as shown in Table 5.20.!?

Remarkably, there is very little variation in the net spread among the
different categories of CDCUs. The differences in gross return in column 1
are partially compensated for by differences in cost of funds in column 2. For
example, the gross return in small CDCUs is 1.5 percentage points less than
in larger CDCUs, but the cost of funds is 1.2 percentage points less, leaving a
difference in gross spread of just 0.3 points. Nevertheless, some significant
differences in gross spread remain, with non-church doing better than
church CDCUs, and rural doing better than urban. The gross spread in col-
umn 3 is correlated with the expense-to-asset ratio in column 4, however,
categories with high gross spreads having high expense ratios. Consequently
the net spreads come out quite close together around the overall average of
1.9 percentage points.

A substantial difference exists between the net spreads of the CDCUs
and all American credit unions of the same size, with the CDCU spread be-
ing higher by about half a percentage point. The higher net spread is re-
quired because the demands on the CDCUs’ net income are greater, as
shown in Table 5.21.

The loans in default are charged off from the net spread (column 2),
leaving the net income which is retained by the credit union (column 3).
Part of the net income is allocated to the allowance for loan loss (column 4),
which is held as a negative asset, and the remainder (column 5} is trans-
ferred to one of the reserve or capital accounts.

The amount to be transferred to the allowance for loan loss is stipulated
by the federal or state examiners; it depends upon the amount currently in
the allowance for loan loss, as well as the examiner’s assessment of the qual-
ity of the loans that are on the books.

In CDCUs, the required provision for loan loss is frequently greater than
net income, leaving a negative balance for transfer to other reserve accounts.
Table 5.21 shows that on the average in 1991 the reserve accounts actually

12 Because of rounding, some of the figures in Tables 5,20 and 5.21 appear to be subtracted incorrectly.
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shrank in CDCUs because transfers to the allowance for loan loss exceeded
net income. Further examination shows, however, that only a minority of
the CDCUs experienced this shrinkage. Of the 157 CDCUSs on which the
rate of return tables are based, 58 lost reserves in 1991 after the provision for
loan loss was transferred.

Toble 5.21
{Percentages of Average Assets During 1991}
Allocation to Capital
1 2 3 4 5
Provision Other
Credit Union MNet - Net Loans = Net = forloan + Transfers
Catogory Spread Charged Off Income Loss to Capital
Assets up to $500K 1.9 0.7 1.2 1.1 0.1
Assets > $500K 1.9 1.1 0.8 1.3 0.5
Church 18 0.6 1.2 1.2 0
Non-Church 1.9 1.0 1.0 1.2 0.3
Urban 1.7 1.0 0.8 1.4 07
Rural 2.2 07 1.4 1.0 0.5
Total 1.9 0.9 1.0 1.2 -0.2
Summation Method
CDCUs up to $500K 1.9 06 1.4 1.1 0.3
All CUs up to $500K 1.6 07 1.0 07 0.2
CDCUs $.51-50 mil 1.8 1.1 0.7 1.2 0.5
All CUs $.51-50 mil 1.3 0.5 0.8 0.5 0.3
CDClUs 1.8 1.0 0.7 1.2 0.5
All CUs 1.4 0.5 0.9 Q.5 0.3

In summary, the spread analysis shows that CDCUs enjoyed a higher
return on assets than did all American credit untons, and paid less for their
funds. Consequently, their gross spread was substantially larger—by one
measure, one and a hall percentage points. Their expenses were substantially
higher, however, as was the dollar amount of loans charged off, and as a
result their net income was roughly on a par with other credit unions. Be-
cause the required provisions for loan loss were higher in CDCUs than in
other credit unions, the amounts left over for transfer to the other reserve
accounts were substantially less, and in many cases actually negative. Conse-
quently, one of the most important tasks facing many CDCUs is to build
their capital base.
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How are CDCUs Rated by Their Examiners?

Each credit union in the country is rated by its federal or state examiners

using the CAMEL system, where CAMEL stands for:

Capital Adequacy
Asset Quality
Management

Earnings

Liquidity Management

Each component is rated on a 1 to 5 scale, with 1 being the strongest and
5 being well below the minimal acceptable standard. In addition, the credit
union as a whole is given a numerical rating. The CAMEL ratings are in-
tended as a measurement of the risk that each credit union presents to the

National Credit Union Share Insurance Fund.

Table 5.22
Percentages, Using the Summalion Method
CAMEL Ratios*
Ratio Assets up to $500K Assets » $500K Total
All Al all
cocy < cocu cu cocu <
Capital Adequacy:
Net capital/assels 13.0 138 71 9.0 7.5 92
Reserves/ossets 154 154 8.7 98 21 101
Asset Quality:
Loan delinquency ratio (3] 10.1 546 54 2.4 56 246
Loon charge-off ratic 1.6 1.4 1.8 1.0 18 1.0
Non-earning assets/assets 1.1 0.7 3.0 1.9 2.9 1.8
Earnings:
Net income/assets 1.4 1.0 0.7 08 0.7 0.9
{before prov. for loss)
Met income/ assets 0.3 0.2 0.5 0.3 0.5 0.3
(alter prov. for loss}
Op. expenses/assets 4.7 4.4 4.7 3.6 47 37

* The first two rows of figures are from Table 5.3, the third and fourth from Table 5.12, the
fifth from Table 5.4, the sixth and seventh from Table 5.21 and the eighth from Table 5.20.

The ratings are communicated in confidence to the management and
board of directors of the credit unions and are not available to the public.
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The information on which many of the assessments are made is, however,
available. The Capital, Asset, and Earnings ratings are based largely on ratios
that have been shown in the tables in this chapter. The Management and
Liquidity ratings are heavily influenced by more subjective criteria.

Table 5.22 brings together the most important figures for the CAMEL
ratings, displaying them by asset size of the credit union and comparing
them to all American credit unions of the same size.

Table 5.22 shows that, according to at least some of the criteria generally
used to assess the health of credit unions, CDCUSs are typically weaker than
other credit unions. In terms of capital adequacy, CDCUs usually have lower
ratios of net capital to assets (first row). When the allowance for loan loss is
added to the reserves, the gap between the two groups is reduced but not
eliminated.

In terms of asset quality, the CDCUs have much higher levels of loan
delinquency and somewhat higher levels of loan charge-offs {third and
fourth rows). In addition, more of their assets are in non-earning form (fifth
row),

In considering earnings, the CDCUs do just about as well as credit
unions generally, except in the case of larger credit unions, when the provi-
sion for loan loss is deducted. They do, however, have higher expense ratios.

While the actual CAMEL ratings are not available, Table 5.22 makes it
clear that CDCUs are typically rated lower than other credit unions. In view
of the difficulties of deing business in poor communities, this is hardly sur-
prising.

Conclusions

Some of the interesting findings of this analysis of financial data lie in
the details and need not he repeated. Lest the reader be lost in the details,
however, some of the central points bear highlighting.

Taken as a whole, CDCUSs do nearly as well financially as do mainstream
credit unions of the same size; they are capable of managing the risk inher-
ent in their business, generating income, keeping expenses under control,
and accumulating reserves. But they do not do quite as well, and for predict-
able reasons. Working as they do in poor neighborhoods, CDCUs find that
their expenses are higher, that their net profitability is lower, that more of
their loans must be written off, and that as a consequence they are forced to
charge more for their services.

Among the most striking findings are the following;

* Loan delinquency rates are substantially higher in CDCUs than
in mainstream credit unions, but charge-off rates are only
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slightly higher (Table 5.12). 1t follows that the proportion of de-
linquent loans ending up in default is relatively low in CDCUs.
This may indicate that the high delinquency rates are a conse-
quence of economic distress, not irresponsibility, and that when
CDCU members are capable of it, most eventually make good on
their loans.

CDCUs devote a higher proportion of their income to operating
expenses than do other credit unions (Table 5.13).

CDCUs charge somewhat higher interest rates on their loans
than do other credit unions (Table 5.11), probably in order to
compensate for the greater loan losses and the higher expenses.

The consequence of the relatively high expenses in CDCUs is
that less is available to be paid to the members as dividends on
their savings (Table 5.19). CDCUs reduce the dividend rates, but
they do not skimp on transfers to the reserve accounts (Table
5.13}). On the other hand they sustain greater losses from their
reserves, and therefore the ratio of reserves to assets in CDCUs is
close to, but not quite as high, as in other credit unions of compa-
rable size (Table 5.3).

CDCUs generate a greater spread between income and cost of
funds than do other credit unions. The demands on that spread
are greater, however, as a consequence of higher operating ex-
penses, higher loan charge-offs, and higher required provisions
for loan loss, the consequence being that the income available for
transfer to the reserve accounts is lower in the CDCUs, and
sometimes negative {Tables 5.20 and 5.21).

CDCUs have higher staffing levels, relative 1o assets, than do
other credit unions (Table 5.16) and devote a higher proportion
of their income to employee compensation (Table 5.15).

Compared to other credit unions, CDCUs make more unsecured
loans and fewer automobile loans (Table 5.6). Within each cat-
egory of loans, the size of loans is about the same (Table 5.8).
CDCUs tend to a relatively small proportion of their members
(Table 5.9).

The facts that CDCUSs suffer higher defaults on their loans, incur
higher expenses, charge higher interest rates on loans, and pay
lower dividend rates on savings make it difficult for them 1o ar-
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tract middle- and high-income members, who have the option of
doing business with financial institutions that offer them better
rates. While it is not impossible to develop a credit union mem-
bership that is a mixture of low- and higher-income people, it is
difficult.’ 1t follows that CDCUs need to reach out to socially
responsible investors and institutions.

In some respects, small CDCUs face more difficult problems than
do large ones. A smaller proportion of their assets are lent o their
members (Table 5.4), and their operating expenses are a higher
proportion of their income (Table 5.13). Still, they compensate
for this, in part by paying lower dividends to their members
(Table 5.20), and, as a consequence, they are able to keep up with
their transfers to reserves (Table 5.21) and are able to maintain a
ratio of reserves to assets that is actually higher than in the larger
CDCUs (Table 5.3).

Church-affiliated CDCUs are as strong financially as other
CDCUs as measured by their reserve ratios (Table 5.3). They lend
fewer of their assets (Table 5.4) and as a consequence generate
less income (Table 5.20), but they compensate for this by incur-
ring lower expenses (Table 5.13) and, in particular, lower wage
payments (Table 5.15).

The most important single indicator of the financial health, sta-
bility, and expected longevity of a credit union is its reserve ratio.
Table 5.3 shows that CDCUs' reserve ratios are close to, although
not quite as high as, the reserve ratios in mainstream credit
unions of comparable size. In spite of the many difficulties they
face, CDCUs are typically doing reasonably well.

These data lead one to conclude, therefore, that financial institu-
tions can be successful operating in low-income communities.
They just cannot be quite as profitable as those operating in
richer neighborhoods. Although this study does not deal with
banks, it is likely that the flight of banks from poor neighbor-
hoods is caused by a search for higher profits, and is not a conse-
guence of actual losses. Cr, at the very least, losses need not be
sustained by a financial institution that takes seriously the mis-
sion of serving the financial needs of low-income people.

13 This point is made in Neunlist.
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UHAPTER S, )

THE LERDIMG PRACTICES
OF COGs

There’s not many who are willing to give the small operator a chance,
and at the credit union everybody has been willing to take a chance on

me.
—]James (Moose) Morgan?

The banks around here are just keepers of black folks’ money. Just like
everyone else, we need a lender and that is why the credit union was
started.

—James Gilliam, St. Luhke

Credit Union, North Caroling®

he most important impact of community development credit

unions results from their lending. This chapter explores the

lending practices of seven diverse CDCUs in order to illusirate the sorts of
loans that they make and the sorts of people who borrow from them. 3

Seven Credit Unions

The seven credit unions are
» Central Appalachian People’s Federal Credit Union, in Berea,
Kentucky. Its field of membership includes people associated

| Quoted in Central Appalachian People’s Federal Credit Union, Annual Report, 1990 {Berea, Kentucky:
1991).

2 Quoted in Thalin and Pogge, 2.
3 This chapter is largely based on a previously published report, Isbister with the assistance of Thompson.

It extends the study by Rosenthal and Schoder. Thanks 10 Joy Ageongay, Christina Cavazos, and Javier
Tapia for help in collecting the data.
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with 35 community organizations in the southern Appalachian
mountains. Each of the 35 organizations functions as a branch of
the credit union.

* First American Credit Union, whose head office is in Window
Rock, Arizona, on the Navajo Reservation. It is the largest Indian
credit union in the country. While its field of membership in-
cludes all Indians whose tribal headquartets are in Arizona, the
files examined in this chapter come only from the Window Rock
office where the majority of the members are Navajo.

» Mission Area Federal Credit Union, in a predominantly Latino
neighborhood of San Francisco. It grew out of the political
struggles of local community organizations in the 1970s. After a
difficult early period, it rescued itself and grew slowly into a
stable institution focusing on the needs of people living in a poor,
central area of the city.

e Northeast Community Federal Credit Union, in the Chinatown
area of San Francisco. It serves Asian immigrants who move into
the center of the city. It was chartered in 1970 and initially served
an almost exclusively Chinese population, but with changing im-
migration patterns significant numbers of Vietnamese have
joined. g

* North East Jackson Area Federal Credit Union, serving an Afri-
can American rural community in the Florida panhandle. It was
founded in 1965 with the assistance of the federal Office of Eco-
nomic Opportunity as part of the War on Poverty Many of its
members are independent {farmers.

¢  Santa Cruz Community Credit Unign, serving a mixed-income
population in Santa Cruz, California. 1t was founded by political
activists concerned both with the environmental preservation of
their coastal community and with social services for the poor. It
has a particular commitment to community economic develop-
ment.

*  Watts United Credit Union in the Watts area of Los Angeles, a
predominantly African American community. Founded just after
the Watts riots of 1965, as a response to the terrible economic
and social conditions in the area, it has been one of the few com-
mercial successes in a neighborhood that remains devastated.

For each of the seven CDCUs, Table 6.1 shows the membership, assets,
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and outstanding loans, plus two ratios: assets per member and reserves to
assets. Assets per member is an indicator, albeit imperfect, of the relative
wealth of the credit union and its members, while the rato of reserves to
assets is an indicator of the credit union’s financial condition.

Table 6.1
Seven Credit Unions: Basic Comparisons
As of December 31, 199
Assots/ Reserves/
Credit Union Members Assets Loans Member Assets®
{5000} ($000} Q] (%)
Appalachian 1,682 2,306 1,232 1,371 3.5
First American 9,999 26,024 16,061 2,603 7.3
Mission Area 250 2,093 1,744 2,203 40
Northeast Community 834 3,209 1,947 3,847 10.6
NEIA 819 458 437 803 8.5
Santa Cruz 6,233 18,365 11,586 2,944 51
Watts United 2,185 1,454 1,258 665 13.6

*Indudes the allowance for loan loss

Data were collected from loan files in each of the seven credit unions. An
attermnpt was made 10 look at approximately 200 loans in each credit union,
disbursed during 1990. The data are described more fully in the appendix.

Table 6.2
Median Values of Loans and Borrower Characteristics
First Mission North Santa Waits
Appal.  Amer Area East NEJA Crux  United
Amount {$) 504 300 5,000 5,500 1,500 3,108 2600
Interest (%) 15.0 16.0 15.5 13.0 15.0 159 18.0
Term {months) ¢ — 48 24 i2 36 34
Purpose* used used debt busi- farm credit  used
auto auto consol. ness card auto
Age 3 36 39 38 43 36 41
Sex F F F M M M F

Income/Month 1,000 1,260 1,920 2,500 1,096 2,349 1,577

* The loan purpese shown is nat the median, but rather the most frequently cited purpose.
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Table 6.2 selects the median value for each of seven variables in the loan
files of the credit unions. The first four rows are characteristics of the loans,
while the last three are characteristics of the borrowers. The table allows a
quick overview of some of the findings.

The Loans

Tables 6.3 and 6.4 analyze the loans in each credit union according to
their purpose.* Table 6.3 shows the percentage distribution of the dollar
amount of loans, while Table 6.4 shows the average size of loans, by purpose.

Table 6.3
{Percentage Distribution)
Dollar Amount of Loans by Loan Purpose

First Mission North Santa Watts
Purpose Appal.  Amer. Area East NEJA €z United
New auto a5 — 137 39 — 15.8 27.2
Used outo 50.0 229 13.5 2.1 20.9 71 257
Home improvement 6.1 13.2 2.2 8.8 8.2 10.2 6.2
Debt consolidation  11.4 1.4 31.4 55 1.3 3.5 4.6
Medical 0. 1.2 0.3 — 1.4 1.7 0.6
Travel 2.5 7.3 30 0.8 — 0.3 8.4
Furniture 2.6 2.3 0.2 0.0 0.6 0.1 4.2
Christmas 49 3.2 0.5 — 0.4 —
Business 0.4 1.6 16.8 48.0 44.2 28.1 _
Real estate 53 4.3 4.4 14.4 14.9 0.2 —_
Taxes 1.8 2.5 2.4 2.3 0.2 0.3 —_
School 4.4 14.6 0.4 — 4.1 — 3.6
Credit card — — — — — 30.7 —
Cther 4.7 13.5 2.3 14.1 39 20 17.5

Table 6.3 demonstrates that most CDCUs do a substantial amount of
lending for automobiles, with CAPFCU and Watts United directing over half
of their money to this purpose. The category “used auto” in these tables in-
cludes repairs as well as purchases. Other fairly large categories in some credit

4 These tables are not direcuy comparable with the data on loan purpose compiled by NCUA and CUNA.
The latter classify loans by collateral 1ype, not by the real purpose for which the proceeds will be used.
Thus, for example, an unsecured, personal loan which a borrower expects to use 1o purchase or repair
an automobile will be classified by the NCUA as “unsecured” buiin Tables 6.3 and 6.4 as “auiomobile.”
Note also that the loan purpose is s1ated in the borrower’s own werds on each application. Construction
of Tables 6.3 and 6.4, therefore, required some interpretation in borderline cases, particularly when
more than one purpose was given,
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unions are business loans, debt consolidation, and, in one case, credit cards.
Table 6.4

Average Size of Loan by Loan Purpose

First Mission North Santa Walts

Purpase Appal. Amer. Area East NEJA Crux United
New auto 7,977 — 10,401 12,783 — 10,995 12,145
Used auto 1,738 483 5333 4,229 2,328 5,535 3,695
Home impr. 938 4683 15,400 24,938 1,564 28,539 2,790
Debt cons. 1,191 336 6,533 7,844 820 5,685 3,547
Medical 250 400 1,648 — 1,513 13,247 808
Travel 562 577 1,936 2,250 — 2,215 2,690
Furniture 542 394 950 1,000 200 2,654 2,429
Christmas 414 370 3,000 — 1,198 — —
Business 502 538 49469 19,782 6,213 22,669 —
Real estule 2,448 651 4,577 29,740 5,337 6,076 —
Taxes 4682 527 3,587 12,875 300 2,723 —
School 889 522 2,450 — 3,275 — 2,870
Credit card — — — — — 1,819 —
Orher 1,027 423 3,885 7132 841 4,911 2,343
Average size 1,189 481 5,568 13,486 2,936 7,992 3,623
Median size 504 300 5,000 5,500 1,500 - 2,600
Industry

Av. size 3,581 4,214 3,164 3,581 2,618 4,054 3,164

Av. ferm (mo) 15 — 43 44 17 48 40

Median term @ — 48 24 12 36 36

Table 6.4 shows that in two of the credit unions, Central Appalachian
and First American, the average size of a loan is considerably smaller than in
typical United States credit unions of the same asset size.” In five of the credit
unions, including the four that devote significant resources to business
loans, the loans are on average larger than in other credit unions.

The lending experience of each credit union is considered in order.

Central Appalachian People’s Federal Credit Union

At CAPFCU the typical loan size is very small. Only First American has
smaller loans, and this is because of specific constraints that the latter’s board
of directors has placed on the lending policies in that credit union. At

5 The data on industry-wide avertges, calculated by asset size of the credit unions, come from Credit
Union National Associalion, Operating Ratios and Spreads, Year-End 1991,
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CAPFCU, the loans are small in most cases because the borrowers are poor
and cannot afford to go deeply into debt. Signature loans, without collateral,
were available in 1990 for amounts up to $300 (plus loan fees), and the
median loan was in fact for that amount.

Not only is the typical loan size small, but the term, or length of time for
repayment, is short; the usual loan is paid back in less than a year.

The loans are so small (and the borrowers so poor), that few if any of
them would be attractive to commercial banks. And few of the members, the
author was told, qualify for credit cards at other financial institutions. So the
only alternatives that CAPFCU members have for this sort of loan are non-
conventional lenders, all of whom charge much higher real interest rates
than the credit union does.

The small size and short term of most loans impose a burden on the
credit union, Fach loan, no matter how small, requires stalf time and atten-
tion, and those are not free. A $500 loan for nine months at 15 percent an-
nual interest generates about $25 income for the credit union, and that $25
may barely cover the stafl time used to evaluate the loan, to say nothing of
the credit union’s other financial costs such as insurance, supplies, rent, re-
serves, etc. The CAPFCU board and manager are aware of this problem and
understand that since the credit union makes so many small loans it must
find other ways to generate the income it needs to stay solvent.%

Over one-third of the loans and one-half of the loan money at CAPFCU
are used for the purchase and repair of z2utomobiles, and these are among the
largest of the loans. This reflects the rural and isolated geography in the
southern Appalachian mountains. Mountain people depend upon their ve-
hicles for access to work and for much of their social interaction as well; for
many people a working automobile is a necessity. The poverty of the area is
reflected in the facts that almost none of the vehicles is new, and that the size
of the auto loans, while large in comparison to most of the CAPFCU loans, is
quite smzll when compared to the other credit unions.

Over 10 percent of the loans at CAPFCU are made for debt consolida-
tion. As is the case at most of the other CDCUs, members find that they can
turn to the credit union to organize and rationalize their debts when they get
in over their heads.

CAPFCU makes more Christmas loans than the other credit unions.
These are normally small signature loans to pay for Christmas presents and
‘celebrations. The board of directors has debated whether this is a proper use
of credit union loan funds. There is a high demand for loans for this purpose;

6 In 1992, the CAPECU board of directors instituted a $15 loan application fee, to help recover some of
the cosis of making small toans.
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in December 1990, Christmas loans represented more than half of the loan
requests. The fact that so many people need to borrow several hundred dol-
lars to get through the Christmas season is another indicator of the marginal
economic conditions in the area and of the personal way that the credit
union can help people.

CAPFCU makes almost no business loans. As discussed below, however,
an affiliated community development loan fund finances small businesses in
the southern Appalachian mountain region.

First American Credit Union

First American is the largest of the credit unions in this study, and yet the
striking feature of its loans is how small they are. The average loan at First
American in 1990 was just $481, and the median $300. This is a conse-
quence of policy decisions made by the board of directors.

All loans at First American are “line-of-credit” loans. A member is allo-
cated a loan limit, after which he or she is able to borrow as often as desired,
up to that limit. There is no set term on the loans; rather there is a minimum
payment requirement of 3 percent of the loan balance each month, remitted
through payroll deduction.

The loan limits are kept quite low. In no case do they exceed $2,500, and
in the great majority of cases they are lower. Some members have lean bal-
ances higher than this, but only if the excess over the loan limit is secured by
their own savings in the credit union.

For the initial loan, and to establish the credit limit, a member at First
American filis out a standard loan application form, much the same as is
found at other credit unions. Thereafter the member can request extensions
over the phone or by dropping in at the office, and a stalf person will fill out a
very short, supplementary form. The funds are usually available the next
day, if not immediately. In some respects, therefore, First American’s lending
procedure is similar to a credit card program.

The credit union lends this way for two principal reasons. First is a deci-
sion made many years ago by the board that, since funds were limited, it
should try to spread them to as many members as possible, rather than con-
centrate them in just a [ew hands. The policy has been successful; approxi-
mately sixty percent of the members are borrowers, a very high proportion
for any credit union. The board thought that, if the loan limits were kept
quite low, members would use the money only for their most pressing needs,
and would not be tempted to waste it or use it for low priority needs.

Secondly, the credit union has difficulty taking collateral, and therefore
judges it prudent to keep the loan limit to any one member low. Real estate is
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not privately owned on Indian reservations, and therefore the credit union
cannot establish liens against real property.

Automobiles are privately owned, but the laws governing repossession
on the Navajo reservation make it almost impossible for the credit union to
lend against automobiles. Under the standard laws of most states, lenders
can engage in what is sometimes called “self-help repossession.” If a bor-
rower is in arrears on payments, the lender can simply collect the vehicle,
provided that such collection does nat provoke violence. On the reservation,
in contrast, a lender can repossess only alter a court hearing. Since the court
process typically takes half a year, lenders understandably fear that not much
will be left of the vehicle once they have authorization to collect it. As a
consequence, First American seldom lends to Navajos using automobiles as
security.’

For these reasons, First American makes almost exclusively small, signa-
ture, line-of-credit loans. 1t does, however, make a large number of such
loans. In June of 1991, for example, 2,500 new loans or extensions were
made.

For First American, Tables 6.3 and 6.4 refer to extensions of existing
loans as well as to completely new loans. When a member requests $150 to
be added on to an existing loan balance of $900, the transaction is treated in
the tables as a $150 loan.

The largest single category of loans at First American is for used autos.
These are exclusively for auto repairs; as just explained, the credit union
does not lend for the purchase of autos. Significant amounts are lent for
home improvements and for debt consolidation. Included in the category of
“other” is a large number of loans for religious ceremonial purposes.

School loans occupy a more important part of the loan portfolio at First
American than at the other credit unions. These loans are for tuition and
supplies, school clothes, and graduation expenses.

Mission Area Federal Credit Union

Of the five lowest income credit unions in the study—CAPFCU, First
American, Mission Area, NEJA, and Watts United—Mission Area makes the
largest loans, and for the longest term.

7 The author was told that Navajos usually finance their vehicles from dealers and finance companies that
are located off the reservation, for example, in nearby Gallup, Mew Mexico. These dealers are, of course,
subject to Navajo law when they come onto the reservation. In order to repossess, they typically wait
until the borrower drives off the reservation, for example, 10 go 10 a grocery store in Gallup, and repos-
sess the car there. There are stories of Indian women walking out of a store to find their car vanished. It
was because First American was unwilling to engage in this sort of practice that it decided not to lend
against vehicles on the Navajo reservaition. In 1992, it did begin making a few automobile-secured loans
1o members living on other reservations in Arizona where the Navajo repossession law does not apply.
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Table 6.4 shows that the typical loan amount is relatively high in almost
all of the loan categories. An additional veason for the relatively high average
size of loans at Mission Area is that lending is concentrated in several catego-
ries that tend to have high amounts, in particular, automobiles and debt
consolidation.

Over a quarter of the funds are lent for the purchase of automobiles. Of
these loans, half of the money goes for the purchase of new cars which are, of
course, more expensive than used cars.

The largest single category of lending at Mission Area is debt consolida-
tion, and the average loan in this category is relatively high, $6,533. The
credit union also does substantial lending for business development.

Mission Area prides itself on its financial counseling and advocacy ser-
vices. These services are concentrated in the loan categories of debt consoli-
dation and automobiles, the categories in which most of the loans are made.
When the manager, Raquel Castillo, provides a debt consolidation loan, she
is often able to spend time 1alking with the member about how beuter to
manage his or her affairs.

In the area of automobile loans, the manager frequently works with
members to help them understand the market better and make more in-
formed choices. She also works with automobile dealers in the neighbor-
hood to get favorable deals for members, and is willing to go to bat for them
when she thinks they have been cheated. One story she 1ells is of a member
who requested a loan for a car she had agreed to purchase from a neighbor-
hood lot. When Ms. Castillo looked at the papers, she discovered that the
price exceeded the published Blue Bock price by $3,000. She called the lot
manager to complain, and he in turn explained, in some embarrassment,
that the deal had been made by a new salesman who had not realized that
this customer was a Mission Area member. The lot manager agreed immedi-
ately to a $3,000 rebate and the deal went through. Poor people are suscep-
tible to being cheated, Ms. Castillo believes, and through this sort of advo-
cacy work, she tries to provide them some protection.

Northeast Community Federal Credit Union

Northeast Community has the highest borrower incomes of the credit
unions in the study, and it makes the largest loans.

Northeast Community concentrates on business lending, directing al-
most half of its money to this purpose. Again, this is considered more fully
below.

An interesting {eature of the Northeast Community loans is how little of
the money, just 6 percent, is lent for automobiles. The reason for this is not
that the members cannot afford autes, since credit unions that have much
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" poorer borrowers concentrate more heavily on auto loans. The reason may
be that the credit union’s geographical area is such a highly congested urban
neighborhood that members would find antomobiles to be an expensive
bother, not an asset.

A considerable amount of the loan money at Northeast Community is
invested in homes. Table 6.3 shows that home improvement and real estate
loans together account for almost one-quarter of the funds lent. These are
typically quite large loans; Table 6.4 shows the average home improvement
loan to be almost $25,000, and the average real estate loan to be almost
$30,000. For the most part, the real estate loans are not first mortgages;
rather they are second mortgages or supplementary loans of some other kind
to help a member buy real estate. Home improvement loans are also typically
quite large in Santa Cruz, but note in contrast how smail they tend to be in
the three rural credit unions, CAPFCU, First American, and NEJA. This dif-
ference is reflective of the large difference in housing costs between rural
America and urban California, and it is also reflective of differences in mem-
ber incomes.

North East Jackson Area Federal Credit Union

NEJA is the smallest of the credit unions in the study and, with the ex-
ception of CAPFCU, the one with the poorest borrowers.

The most distinctive feature of the lending at NEJA is the heavy concen-
tration on business loans: 29 percent of the leans, amountng to 44 percent
of the funds. These are crop loans to independent, African American farm-
ers.

The emphasis on crop 1oans helps to raise the typical loan size above that
found in the other rural credit unions. 1t keeps the loan term fairly short,
however, since crop loans are almost never extended for more than one year.

Aside from the farm loans, the largest single category of loans is for auto-
mobiles. These loans are exclusively for used cars. There appear to be two
reasons for this: the low-income status of the members effectively precludes
them from the market for new cars, and the limited size of the credit union,
together with its commitment to relatively large agricultural loans, reduces
its ability to lend in the amounts necessary to finance new cars.

Santa Cruz Community Credit Union

Santa Cruz is the only CDCU in the study that has a credit card program,
and Tables 6.3 and 6.4 give an indication of how important it is. Almost a
third of the money was lent on credit cards. These tables count as a credit
card loan not an individual purchase made with a VISA card, but rather the
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authorization of a new card or an increase in the credit limit on an existing
card. The amount of the loan is taken to be the credit limit; since many
members do not use their cards to the limit, this means that the tables some-
what overstate the amount of credit card lending in Santa Cruz.

While a credit card program might seem, at first glance, to be a kind of
“upscale” feature, appealing to higher income, professional members, in fact
the function of the credit card program at Santa Cruz Community has been
the opposite. The VISA card has been the vehicle by which the credit union
has been able to make smaller loans, to lower income members, including a
higher proportion of women. Table 6.5 compares conventional personal
leans in Santa Cruz to VISA loans (business loans are excluded from this
comparison).

The role of the credit card program in Santa Cruz, of permitting smaller
loans to lower income people, did not occur by happenstance; it was an
explicit goal of the credit union management when the program was insti-
tuted. The fact that credit cards do not necessarily perform this function in
typical financial institutions is shown by comparing Table 6.5 with Table
6.6. Table 6.6 shows the relative incomes, and the gender ratio, of VISA and
conventional loan borrowers at an occupational credit union in central Cali-
fornia that is given the pseudonym “Mainstream Credit Union.” At Main-
stream, the incomes of the VISA borrowers are no lower, and in terms of the
median, are actually higher, than the incomes of the conventional borrow-
ers. The VISA credit limits are somewhat less than the typical conventional
loans, but not remarkably so. And the proportion of female borrowers is
significantly smaller in the VISA program than in the conventional loans. By
comparison, Santa Cruz has used its credit card program to target a lower-
income stratum of its membership, including a higher proportion of women,
and to make smaller-sized loans.

Table 6.5
Comparison of Conventional and VISA Loans
nta Cruz Community Credit Union
Conventional VISA Rotio of VISA
Logns Loans to Convantional

Average borrower income $3,199 2,370 74
Median borrower income 2,520 2,076 82
Average loan size 8,989 1,767 .20
Median loan size 5,906 1,500 25
Ratio of female to .40 51

total borrowers
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Table 6.6
Comparison of Conventional and VISA Loans
Mainstream Credit Union
Conventional VISA ‘ Ratio of VISA
Loans Loans to Conventicnal
Average borrower income $2,791 2,787 1.00
Median borrower income 2,100 2,400 1.14
Average loan size 7,106 5,493 77
Median loan size 5,824 5,000 86
Ratio of female to .54 44

total borrowers

Santa Cruz does a lot of small business lending. Approximately 20 per-
cent of the tending is for automobiles and 10 percent is for home improve-
ment. The average amount of a home improvement loan is quite large, again
reflecting the high value of housing in urban, coastal California.

Watts United Credit Union

The typical size of a loan at Watts United falls roughly in the middle of
the credit unions studied. The loan size is the lowest, however, of the urban
credit unions, and this doubtless reflects the poverty of the area and the
relatively low incomes of the members.

The most notable feature of the lending at Watts United is that over half
of the money is used for automobiles (including repairs). This is consistent
with the freeway culture of Los Angeles and the notoriously poor quality of
public transportation in that city. Without a car, residents of Watts are almost
as isolated as the mountain people of eastern Kentucky (the other area where
automeobile loans exceed 50 percent of the lean portfolio). By far the largest
loans at Watts United are made for new autos.

Business Loans

Four of the seven CDCUs make a substantial commitment to business
loans, and a fifth is associated with a business lending institution.

As Chapter 7 will discuss in more detail, the NCUA discourages business
lending, regarding it as “speculative” and responsible for most of the finan-
cial problems of credit unions. Its member business loan regulations are
quite restrictive, Nevertheless, a number of CDCUs concentrate fairly
heavily upon business lending,

Table 6.7 outlines the business lending programs of Mission Area, NEJA,
North East Community, and Santa Cruz Community credit unions. The first
two lines show the proportion of business to total loans in the four credit
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unions, both by number of loans and by dollar volume. The latter proportion
always exceeds the former, reflecting the fact that the typical business loan is
greater in size than the typical consumer loan.

Toble 6.7

Business Loans in Four Credit Unions

Mission Naorth Santa
Area East NEJA Crux
Proportion of business
loans to total loans
by number of loans a1 33 21 1
by dellar amount 17 .48 A4 .28
Average loon omount $4,96% 19,782 6,213 22,668
Medion loan amount $5,000 20,000 6,870 10,000
Average term (months) 14 54 14 25
Average inferest rate 14,2 12.8 15.3 134
Average borrower income 1,939 3,685 1,788 —_—
Average borrower age 50 40 50 39
Proportion female .54 25 26 31

Of these four credit unions, the smallest commitment to business loans
is made by Mission Area. Among the sample of loans studied were several to
buy equipment or merchandise for a small business. Most of the business
loans in this credit union, however, went to non-profit organizations, for
purposes such as covering the time gap between grants or purchasing mer-
chandise for a fund-raising sale.

North East Jackson Area FCU in Florida is organized principally for the
purpose of making business loans to independent African American farm-
ers. Twenty-one percent of the loans, amounting to 44 percent of the dollar
volume, are for this purpose. The loans range in size from several hundred
dollars o $10,000.

By the nature of their business, farmers are debtors, They incur costs at
the beginning of the growing season, and must then wait a number of
months to sell their product. They borrow to cover their costs of production,
and not infrequently they also borrow to cover their living expenses in the
period before they sell their crops.

Almost all of the agricultural loans at NEJA are made to peanut farmers.
Usually they are used for purchasing fertilizer, seeds, and chemicals at the
beginning of the growing season. They are sometimes also used to buy
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equipment, to repair equipment, or to cover living expenses. The loans are
usually quite short-term: sometimes less than a year, and seldom more than
a year and a hall; they are intended to carry the farmer over until the revenue
accrues from the next crop. The payment schedules are generally unconven-
tional. Rather than make monthly payments of equal amounts, the farmers
undertake to make just one or two payments during the harvesting season.

In some cases the credit union takes farm machinery or vehicles as col-
lateral. In most cases, however, it takes a lien on both the crop contract and
the fariner’s crop insurance. Thus the credit union has double protection,
with security that is valuable whether or not the crop is successful.

North East Community FCU and Santa Cruz Community CU both spe-
cialize in loans to small, primarily urban, locally-owned businesses. Table
6.7 shows a higher concentration, in terms of both number of loans and
dollar amount, at North East Community. This is in part a statistical artifact,
however, resulting from the fact that Santa Cruz has a large credit card pro-
gram while North East Community does not. If credit cards are omitted from
the Santa Cruz loans, then Santa Cruz makes 26 percent of its loans for
business purposes and it devotes 41 percent of its loan dollars to businesses.
‘When this adjustment is made, the two credit unions are fairly comparable
in terms of concentration on businesses.

The typical business loan at North East Community is relatively large,
about $20,000, and it is made for a much longer term than is found at any of
the other CDCUSs, over four years. The sorts of businesses that the credit
union deals with are mostly small retail establishments in the Chinatown
and nearby downtown areas. They include a number of restaurants, laun-
dries, bakeries, grocery stores, and print shops. Some of the loans are for
start-ups, but most are for working capital, equipment, and expansion of
already existing firms.

While Santa Cruz directs a slightly smaller proportion of its loans to
business borrowers than does Northeast Community, still the actual volume
of business lending is considerably larger in Santa Cruz because the credit
union is larger.

Business lending, or more broadly, community development lending, is
the principal purpose of the Santa Cruz credit union. It was founded in 1977
by a group of people who were dedicated to progressive social change in
their community. Two years after opening their doors, they adopted what
became the main identity of the credit union, the “60-40 policy. Under this
policy, the goal was to allocate 60 percent of the loan money for community
development purposes and just 40 percent for personal loans. Community
development loans included loans to consumer and worker cooperatives,
nonprofit organizations, and small and locally-owned businesses that were
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making a positive contribution to the life of the community. The thinking of
the credit union leaders was that loans to encourage the creation and expan-
sion of locally-owned businesses, especially businesses that provided decent
working conditions for employees, would make a more permanent contri-
bution 1o the community than would strictly personal consumer lpans. Per-
sonal loans were not 1o be excluded, but they were given a lower priority.

The credit union tried to adhere to the 60-40 pelicy throughout most of
the 1980s, although not always successfully. By the 1990s the policy had to
be abandoned. Business and community development loans were actually at
an all time high in terms of dollar volume. The credit union had grown so
fast that comrmunity development lending could not keep up, however, par-
ticularly in view of increased regulatory constraints on business lending
which took effect in 1987.

The variety of business loans is considerably broader at Santa Cruz Com-
munity than at the other credit unions. As at Northeast Community, there
are restaurants, grocery stores, and print shops. Loans are also made to retail
stores (toys, clothing, musical instruments, and others), to professionals (at-
torneys, chiropractors, and therapists), to small construction and trucking
firms, and to farmers. Among the less conventional borrowers are alternative
weekly newspapers and non-profit associations in such fields as food and
nutrition, public radio, nursing, women’s health, and peace. The credit
union has put special emphasis on loans to low-income cooperative housing
projects.

The three other CDCUs in this study—Central Appalachian Peoples,
First American, and Watts United—do not engage in business lending ex-
cept very occasionally. In the case of First American, the reason is that the
credit union has decided to restrict itself to small, personal, signature, line-
of-credit loans. In the case of Watts United, the credit union manager told
the author that he does not believe the institution has the expertise to evalu-
ate potential business borrowers adequately, and that its cash flow is still too
small to embark upon such a program. He is interested, however, in explor-
ing the possibility of working with a state loan guarantee program as a way of
starting into the business loan field.

Central Appalachian People’s stays away from bustness loans for quite a
different reason. It works in partmership with an institution that is devoted
solely to small business lending in the southern Appalachian mountains.
The two groups divide the lending tasks, one specializing in business loans
and the other in personal loans.

The cooperating business lender in Appalachia is the Human Economic
Appalachian Development Corporation Community Loan Fund. The HEAD
Corporation was created by a task force on poverty in 1974. Since its found-
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ing, it has sponsored a variety of community development activities, includ-
ing the credit union. In 1987, it began the Community Loan Fund. The
Fund accepts deposits from socially responsible investors throughout the
United States. These investors include individuals, corporations, churches,
community organizations, and foundations that have an interest in contrib-
uting to economic development in Appalachia. The deposits are made for a
specific term and they receive interest; both the term and the interest rate are
negotiated separately with each investor. Unlike deposits at a credit union,
the deposits at the Community Loan Fund are not insured. As of mid-1991,
the assets of the Fund stood at about $400,000.

Between 1987 and 1991, the Community Loan Fund provided technical
assistance o 75 entrepreneurs and made loans to 45 individuals or busi-
nesses, totalling over $600,000. These included loans aimed at revitalizing
Appalachian culture, for example, Shaker crafts, pottery, quilting, rugs, and
homemade specialty foods. The Fund has lent to small businesses in monu-
ments, printing, motor repair, landscaping, video, and T- shirt design. Loans
have also been made to non-profit organizations in housing, childcare, and
other social services.

The HEAD Community Loan Fund works closely with the credit union.
Uniil recently, the HEAD Corporation was the nominal sponsor of the credit
union; in 1993 the positions were reversed, and the credit union took over
supervision of the loan fund. While in a formal sense the Appalachian credit
union does not make business loans, it is part of an organization that puts
considerable emphasis on economic development in the area.

In short, while community development credit unions are by no means
uniform in this respect, many of them devote a considerable portion of their
resources to business loans. They are rightlully concerned, therefore, that
the NCUAS business loan regulation may restrict them unduly from achiev-
ing some of their principal goals.

Borrower Ages

Table 6.2 shows that the typical age of the borrowers varies considerably
from credit union to credit union. The age differences are not related to dif-
ferences in the age composition of the different ethnic groups in the United
States. In 1989, the median ages of African Americans, Hispanics, and whites
wete 27.7, 26.1 and 33.6 years, respectively? the differences being caused
largely by the higher proportion of children in the non-white groups. In this
study, in contrast, the highest botrrower ages were found in the predomi-

8 ys. Department of Commerce, Statistical Abstract of the United States, 1991 (Washingion: 1992), Table
12
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nantly African American and Hispanic credit unions.

The oldest borrowers are found in the NEJA Federal Credit Union where
the median is 43. This is probably a reflection of the social conditions of this
area of the Black South; there is a reasonable living to be made by farmers
who make a commitment to the area, but young people typically choose 10
leave because rural employment opportunities are so limited. The next old-
est borrowers are found in the other African American credit union, Watts
United. Here the likely explanation is not that the young people leave the
area, since the average age of the entire Watts area is actually quite young. [t
is more apt to be that young Alfrican American men and women have so lew
economic opportunities that they cannot qualify for loans.

The high age of borrowers in the two predominantly African American
credit unions, when taken together, is a reflection of the desperate condi-
tions in which many young Black people find themselves today Because of
the absence of opportunities, they are leaving the rural South, as they have
for generations. In the cities to which they migrate, however, they typically
do not find much in the way of employment opportunities.

The youngest borrowers are found in the Central Appalachian People’s
Federal Credit Union. Although Appalachia is also an area of the country
that loses many of its young people, the relative youth of the borrowers in
this credit union is probably a consequence of the membership of the par-
ticular organizations that make up the field of membership.

Borrower Incomes

One of the purposes of gathering the data was to discover the extent 1o
which CDCUs succeed in directing their lending to low- and moderate-in-
come people. In this section, the information on the borrowers’ incomes is
presented, and then adjusted [or differences in the borrowers’ ages and the
local cost of living in order 1o make more accurate comparisons.

Table 6.8 displays the percentage of borrowers in different income cat-
egories in each credit unton, as well as the overall median and average in-
comes of the borrowers. The table shows significant contrasts between the
credit unions.

The lowest borrower incomes were found in the three rural credit
unions. OFf these, the lowest was the Central Appalachian People’s Federal
Credit Union, with a median income of $1,000 per month and an average of
$1,165 (the gap between the two measures indicates the extent to which the
range of incomes above the median is greater than the range of incomes
below). Half of the borrowers at CAPFCU earned less than $1,000 a month,
and a significant portion actually earned less than $500. Only 4 percent of
the borrowers earned more than $2,500.
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Table 6.8
{Percentage Disiribution)
Income of Borrowers

Gross Monthly First  Mission  North Senta Worts
Income Appal. Amer. Area East NEJA Cruz United
$ 0-499 8 3 ] 1 8 0 1
500-999 42 23 7 2 k] 5 13
1,000-1,499 29 37 16 13 26 4 30
1,500-1,999 10 21 27 22 18 19 24
2,000-2,499 8 9 16 8 5 20 13
2,500-2,999 2 3 17 16 5 13 &
3,0006-3,499 1 1 7 8 0 12 8
3,5006-3,999 0 1 2 N 3 7 1
4,000+ 0 1 7 19 2 15 4
Total 100 100 100 100 100 100 100

Median Income $1,000 1,260 1,920 2,500 1,096 2,349 1,577
Average Income 1,165 1,426 2,149 3084 1318 2,842 1,850

At NEJA the typical borrower incomes were just slightly above the
CAPFCU incomes, and at First American, on the Navajo Reservation, the
incomes were a bit higher still.

The four urban credit unions had higher borrower incomes. Watts
United stood lowest, while Mission Area came next; Santa Cruz Community
and Northeast Area had significantly higher borrower incomes.

Table 6.9 shows the median incomes of full-time workers in the United
States in 1989, by ethnic group.® While these data are not directly compa-
rable with the figures in Table 6.8, they show roughly how the incomes of
the credit union borrowers compare with those of Americans generally. In
five of the credit unions, the borrowers are poorer than workers in the coun-
try as a whole, while in Santa Cruz they are about the same and in Northeast
Community they are somewhat beiter off. When compared to their respec-
tive ethnic groups, the borrowers at Appalachia, NEJA, and Watts are worse
off, at Santa Cruz they are about the same, and at Missicn Area they are
better off.

Table 6.10 shows that in each of the seven credit unions, the median
income of the male borrowers significantly exceeds the median income of
the female borrowers. Taking all seven credit unions together, males’ in-
comes are 31 percent above females’.

9 Ibid., Table 736.
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Table 6.9
Median Monthly income of Full-Time Workers
United States, 1989

Ethnicity Female Malo
White $1,656 $2.487
Black 1,492 1,726
Hispanic 1,334 1,548
Total 1,637 2,384

The income difference by gender is consistent with the situation in the
country as a whole. Table 6.9, for example, showed that among full-time
workers in the United States in 1989, males’ earnings exceeded females’ by
45 percent. The economic literature on this phenomenon concludes that the
male-female income gap is caused in part by the fact that women are more
likely than men to move in and out of the labor force, in part by discrimina-
tion and in part by the lower educational attainment and hence the lower
level of “human capital” on the part of women.

Table 6.10
Median Monthly Income by Gender

Women Men
Appalachian $ 840 $1,170
First American 1,150 1,400
Mission Area 1,510 2,000
Northeast Comm., 2,000 2,745
NEJA 850 1,300
Saonta Cruz 2,020 2,630
Woatts United 1,490 1,710

The comparison in Table 6.8 between the incomes of the borrowers in
the different credit unions may be distorted somewhat by the factors of bor-
rower age and regional cost of living. Elsewhere, in a more complete presen-
tation of these data, the author has shown that the borrowers’ incomes tend
to rise with age (except at the very highest ages) in most although not all of
the seven CDCUs.!? Some of the variation in median incomes may therefore
be due not so much to fundamental differences in the social conditions of
the berrowers as to differences in their ages. When a correction is made in
the data for age differences, the principal adjustment is that the incomes at
Central Appalachian People’s credit union rise 1o about the level of the other
two rural credir unions.

10 1sbister.
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A second adjustment is needed because of differences in the cost of liv-
ing. According to data on regional price differences in 1990, it appears that
the cost of living in a California city was about 40 percent higher than in
Southern rural areas.!!

Table 6.11 shows the average incomes of the borrowers in the seven
credit unions, adjusted for both factors, age and cost of living. First, it is
assumed that the age distribution of borrowers at all the credit unions is the
same as at First American. Second, the incomes of borrowers at the three
rural credit unions are raised by 40 percent, because of the cost of living
differential, to make them comparable with the urban populations.

Table .11
Average Borrower Incomes Adjusted for Differences in
Age and Cost o!F Living

Credit Union Total Female Maloe
Appdlachian $1,730 $1,488 $2,034
First American 1,996 1,834 2,223
Mission Area 1,822 1,685 2,047
Northeast Comm. 3,125 2,485 3,437
NEJA 1,798 1,564 1,994
Santa Cruz 2,844 2,434 3,209
Watts United 1,842 1,718 2,071

When adjustments are made for the cost of living and for differences in
the ages of the borrowers, the credit unions fall neatly into two income cat-
egories. Five of the credit unions are low-income, the three rural credit
unions plus Mission Area and Watts United. In this group, average adjusted
monthly borrower incomes range from $1,730 to $1,996, a difference of 15
percent. The second group consists of two more moderate-income credit
unions, Santa Cruz Community and Northeast Community. In this group
the average income range is $2,846 to $3,125, or 10 percent. The overall gap
between the bottom of the first group and the top of the second is $1,395, or
81 percent.

The Importance of the Non-Poor

The data show clearly that five of the seven credit unions make most of
their loans to poor people. A question arises about the other two credit
unions, Northeast Community and Santa Cruz Community, where the me-

Ll American Chamber of Commerce Researchers Association, Cost of Living Index: Comparative Data for
246 Urban Areas (Louisville: Fourth Quarnter, 1990), 23,
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dian horrower is better off. Do those institutions serve low-income people?
Are they really community development credir unions?

They do serve low-income people and they are community development
credit unions. Table 6.8 shows that about a third of the borrowers at each
credit union earn less than $2,000 a month which, if not the poverty level, is
a low income on the Calilornia coast. The two credit unions use a strategy
that is different from the strategy of the other five.

Every financial institution that does business with low-income people
faces difficulties. Chapter 4 showed that banks and other conventional lend-
ers encounter such problems making a profit off the poor that they increas-
ingly avoid the business, choosing not to make loans or 1o withdraw from
poor neighborhoods altogether. Chapter 5 showed that community develop-
ment credit unions, while viable, are less successful financially than main-
stream credit unions operating with predominantly middle-class member-
ships.

In fact, while exceptions exist, most CDCUs need 1o find away of bring-
ing outside resources into a partnership with the savings of poor people if
they are to be successful in the long run. At least three ways exist of doing
this: non-member deposits, grants, and a broad field of membership that
includes middle-income people. Most of the credit unions studied in this
chapter have pursued one or more of these strategies.

The Appalachian credit union has attracted both non-member deposits
and grant money from the outside. In 1991, about half of its deposits, or
$900,000, came from outside its field of membership. Depositors included
the Campaign for Human Development and the National Federation of
CDCUs. The credit union qualified for a $200,000 loan from the NCUA
Revolving Loan Program.'? It has experienced no difficulty in attracting
non-member deposits. The only limit is the cap imposed by the NCUA;
while the agency has relaxed its usual 20 percent limit, it has not been will-
ing to allow the credit union to increase these funds beyond the current
level.

First American is less dependent upon outside resources. It has often
sought non-member deposits, but the reason has been not so much to gener-
ate the income needed for survival as to permit continued lending when loan
demand has outstripped savings.

Mission Area has made heavy use of both non-member deposits and
granis. 1t was virtually rescued, early in 1981, by an NCUA $200,000 loan.
At that time, its assets stood at just $100,000, so the outside loan tripled the

12 According to federal regulations, a loan from the NCUA does not Lechnically count as a “non-member
deposit” when calculaiing the 20 perceat limit, nor do deposits from outside the field of membership
that are solicited Lo maich the NCUA loan.
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size of the credit union and transformed it. It has secured grants from the
Vanguard Foundation and the San Francisco Foundation, and outside de-
posits from many foundations and other socially responsible investors.

NEJA has had little help from the outside, and perhaps for this reason it
remains small. It has, however, received deposits from Presbyterian churches
and from the National Federation of CDCUSs, and in 1991 it received an
NCUA loan.

Watts United was founded after the 1965 uprising with outside money,
and many of its expenses were covered in the early years by a community
agency, the Westminster Association. It has been largely on its own in more
recent years, but it has qualified for an NCUA loan. Watis United has ad-
dressed the problem of solvency, in the absence of much outside help, by its
pricing strategy; of the credit unions studied in this chapter, it charges the
highest interest on loans and pays the lowest dividend on savings.

All of the five unambiguously low-income credit unions have found
ways of bringing outside resources into their communities, to a greater or
lesser extent. The other two credit unions, Northeast Community and Santa
Cruz Community, have also made use of both grants and non-member de-
posits, and in addition they have attracted higher-income people into their
membership.

Northeast Community has received a waiver from the NCUA to exceed
the 20 percent limit on non-member deposits. In addition to such deposits,
it participates in a guarantee program for business loans to Southeast Asian
refugees, and it has received several grants. Santa Cruz Community does not
currently have non-member deposits, but it has had a few of them in the
past, in addition to an NCUA loan and a major grant in its early years from
the John Hay Whitney Foundation. it also participates in a guarantee pro-
gram for business loans to low-income people and minorities.

Both Northeast Community and Santa Cruz Community are fortunate to
have a mixed-income membership. The reasons for their fortune are inter-
esting. They are located in areas with both middle-class and low-income
people, but geography alone is not enough to explain the mixture. Both
credit unions began with a clear mission of social change from which they
have not wavered: Northeast Community to help the Asian immigrant com-
munity, and Santa Cruz Community to help low-income people in the
county of Santa Cruz. That mission proved attractive enough to many
middle-income people that they were willing to join. In 5an Francisco it was
largely ethnic loyalty that pulled the more prosperous people in. In Santa
Cruz there was a strong progressive political movement, which came to see
the credit union as its financial institution.
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The middle-income people who joined these two credit unions did so at
a certain cost to themselves. Chapter 5 showed that the rates offered by
CDCUs are not quite competitive with those offered by other credit unions,
and the same is true at Northeast Community and Santa Cruz Community.
In many cases, middle-income people would be unwilling to accept the sac-
rifice, however small, that is involved in belonging to an institution that
focuses on the needs of the poor, and therefore this model cannot be repli-
cated everywhere.

It is not a coincidence that Northeast Community and Santa Cruz Com-
munity concentrate on business lending more than the other CDCUs do.
Many of the business loans go to people who are not themselves poor, but
who provide employment for people who otherwise would be. For example,
Santa Cruz Community has provided agricultural loans for many years to a
Chicano farming couple who are successful and have a comfortable income,
and who each year provide stable employment, at an average annual wage of
$14,800, to 70 Mexican and Mexican-American farmworkers who previ-
ously were low-income migrants. Hundreds of other employees of busi-
nesses that borrow from the credit union—motels, grocery stores, print
shops, flower stalls, restaurants, etc.—are people who have been poor but
who now have decent, moderately-paid jobs.

The strategy of bringing people who are better off into the membership
of the credit union, aleng with low-income people, would not work in
Waltts, since the neighborhood is almost exclusively low-income, or at
NEJA, because of the cultural divide between the African Americans and the
whites, or in many other areas. But where it is feasible, it works. The middle-
class people treat the institution as their own, as it in fact is. They deposit
their savings, conduct transactions, and borrow from the credit union. In so
doing, they effectively subsidize the credit union’s dealings with its low-in-
come members.

Conclusion

The typical loan purpose varies considerably between CDCUs. Some
CDCUs concentrate on personal lending, including auto and debt consoli-
dation loans, while others emphasize small business lending.

In spite of skepticism from regulators about the appropriateness of credit
unions’ iending to businesses, many CDCUSs find ways to contribute to local
economic development by making a significant number of business and
community development loans.

Leaders in the CDCU movement have sometimes indulged themselves
in a bit of a dispute about whether personal lending or business lending was
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the most appropriate use of their institutions’ resources. Different credit
unions have made different choices. Many do no business lending at all. At
least one, Self-Help Credit Union in North Carolina, does only business and
housing lending. Some do a mixture of both. The case studies in this chapter
show, in the author’ opinion, the importance of both kinds of lending. Busi-
ness loans can help to transform a community by providing decent jobs to
low-income people and by giving people an ownership stake. But it would
be a mistake to regard the personal loans as somehow less important. When
a CDCU allows an Appalachian family to celebrate Christmas, or a Navajo
family to send their daughter to school, or an African American family in
Watts to buy a used car, it is performing a very important function.

The ethnic composition of the credit unions’ membership varies widely,
including concentrations among Hispanics, African Americans, Native
Americans and whites.

Five of the seven CDCUSs studied in this chapter operate in communities
that are marked by relatively low incomes and high poverty rates. Their bor-
rowers are on average quite poor. Two operate in mixed-income communi-
ties, where low-income horrowers are balanced by middle-income; this mix-
ture is part of a strategy that allows the credit unions to remain commercially
successful while at the same time serving poor people.

The borrowers' incomes are much lower in the rural CDCUs than in the
urban. When adjustments are made for differences in the cost of living and
the age distribution of the borrowers, however, the typical borrower incomes
in the rural CDCUs are roughly equivalent to the incomes in the poorer
urban CDCUSs. The incomes of male borrowers are significantly higher than
those of female borrowers in each CDCU.

Appendix: The Data

The data were gathered by the author and several research assistants. A
random selection was made of approximately 200 loans in each credit uniion,
disbursed during 1990. Because NEJA is a small credit union, with few loans
each month, the period was extended from 1989 through mid-1991, and
even so only 103 files were available. At Santa Cruz the sample consisted of
about 400 files, which provides a sufficient number of credit card and busi-
ness loans, as well as personal loans.

The material in the loan files is not uniform from credit union to credit
union, and even within a single credit unions files pieces of information are
sometimes missing. In the comparisons between credit unions, therefore,
the usable variables were restricted, and not all of the files could be used.

The information comes from different documents in the loan files. A
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loan file always contains an application, filled out by the member, and a
promissory note, filled out by the credit union and signed by the member,
Some, but not all, credit unions also have a worksheet containing relevant
information and calculations, filled out by a loan officer.

Some arbitrary decisions were necessary The first had to do with the
income of the borrower. Wherever possible, the figure used was the gross
monthly income of the principal borrower. Taxes and other paycheck de-
ductions were not subtracted. In the case of the self-employed, the attempt
was made to deduct expenses related to the generation of income, although
this was not always possible. Note that individual income, not household
income, was used, even when several incomes in a household were required
to make the borrowers eligible for a loan. There were two reasons for using
individual rather than household income: because the study was attempting
to discover the characteristics of the borrowers, not to assess the decision-
making process of the credit union, and because in some of the communities
the concept of “household” was ambiguous. 1n the great majority of cases,
the borrowers income was by a large margin the highest income in the
household.

Each loan was assigned to a single borrower, even when the loan was
legally made to a couple. In these cases, an attempt was made to decide, from
looking at the complete file, who the principal borrower was, and to gather
information about that person. This seemed the wisest choice, since other-
wise the information would not be comparable between loans.

Some of the information in the files is certainly inaccurate. A person
seeking a loan may have an incentive either to overrepresent or to
underrepresent his or her income. The tendency to overrepresent comes
from a desire to appear more creditworthy than the person actually is, while
the tendency to underrepresent may come from people on public assistance
who wish to conceal some of their income from the authorities. In some
files, figures are confirmed by employers or by tax returns, but this does not
happen in every case. Some credit union loan officers have said that they are
particularly suspicious of income reported from self-employment, since the
figures they are shown may not be net of income-related expenses. Errors
such as these are unfortunate, but since they affect all of the credit unions,
they are unlikely (with one exception} to influence the comparison between
the credit unions. The one exception is NEJA Federal Credit Union in
Florida, where many of the members are self-employed farmers, and where
the overstatement of income may therefore be somewhat greater than in the
other credit unions.
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CHAPTER

POLICY

Mr. Chairperson, I understand the political climate existing here in
Washington, D.C. following the savings and loan and bank crises. |
know that laws were passed giving regulators expanded supervisory
powers and that Congress clearly signaled the federal regulators to step
up their enforcement activities and to look under every rock for threats
to the insurance fund. Despite the fact that credit unions were doing
very well, the NCUA apparently felt it was also given the signal to
dramatically increase its regulatory pressure. In my judgment, they
may have gone too far. I agree that we need a top priority of safety and
soundness, but at what expense? Certainly not at the expense of curtail-
ing the fundamental mission of providing credit to those who desper-
ately need it.

—Jeff Wells, Board member of the

National Federation of CDCUs!

A public-purpose banking system cannot be created by an act of Con-
gress. It must grow from a network of well-organized citizens capable
of articulaiing a vision for community renewal.

—Martin Paul Trimble, National

Association of Community

Development Loan Funds?

Testimony before the Subcommitiee on Policy Research and Insurance and the Subcommitiee on Eco-
nomic Stabilization of the U.S. House of Representatives Commitiee on Banking, Finance and Urban
Allairs (July 22, 1992).

Trimble.
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Today I am sending to Congress an innovative program that will bring
new life and new opportunity and new directions to communities all
over America that lack capital and credit.

—President Bill Clinton?

his chapter considers public policy towards community development
credit unions. It concentrates on legislation and regulation at the level of
the federal government.

CDCUs, like all credit unions and like almost all financial institutions,
are private, non-governmental entities. Their success or failure is deter-
mined primarily by the extent to which they meet a market test, the extent to
which they provide services that individuals are willing to use and support.
They are not public agencies.

Nevertheless, governments have a great deal of influence over them.
Credit unions are chartered, regulated, and examined by agencies of either
the federal or a state government. They are required to carry deposit insur-
ance which is provided by a federal agency, and they therefore have o meet
the performance standards of the public insurer. To a certain extent they
serve a public purpose, and consequently public bodies frequently show an
interest in them.

The Regulation of Financial Institutions

In the United States in the late twentieth century, and in all other indus-
trialized countries, governments regulate and constrain the aciivities of vir-
tually all private businesses. They tax them, establish accounting standards,
restrict their environmental impact, impose fair labor standards—including
minimum wages, health and safety regulations, and collective bargaining
rights—and in some cases test and regulate the goods and services that the
businesses offer on the market. No sector of the private economy is regulated
more closely, however, than the financial sector, the country’s banks, thrift
institutions, and credit unions. Financial institutions are subject to all of the
regulations imposed on other businesses. In addition, they must subject
their business practices to detailed examination and often control by public
agencies. Public agencies have the authority to tell financial institutions how
to allocate their assets, o forbid them from making certain loans, to require
them to reserve funds to back up risky loans, and much more. They have the
authority to liquidate or merge them.

This level of public control occurs because of a peculiar distinction be-

3 Statement introducing the Community Development Banking and Financial Institutions Act of 1993
(July 15, 1993).
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tween financial institutions and other businesses. All businesses have liabili-
ties, but the liabilities of financial institutions are unique in that they consti-
tute the largest part of the country’s money supply. Most money that people
have is held not in the form of paper notes or coins, but of deposits at a
financial institution.* In the nineteenth and early twentieth centuries, when
banks were largely unregulated, they grew rapidly during boom periods, but
often went bankrupt during a downturn of the business cycle. When banks
failed, their liabilities disappeared, and consequently the country’s money
supply fell, and thousands of people were ruined by the loss of their life
savings. Both consequences were important. On the macroeconomic level,
research has shown that the money supply, the amount of money in circula-
tion in a society, is a principal determinant of the level of business activity;
when the money supply falls, businesses fail and people are thrown out of
work. On the individual level, the disappearance of a person’s savings can be
a tragedy.

The twentieth century response to this problem has been for the govern-
ment to regulate financial institutions closely, in order to increase the
chances that they will be operated prudently, and to insure their deposits.
The two responses fit together. The federal governments deposit insurance
means that a person’s savings are protected, even if the financial institution
should fail. By itself, deposit insurance helps to protect the institutions
against failure because, since they have insurance, depositors are less likely
to withdraw their funds when they suspect their institution is in trouble and
thus less likely to provoke the very crisis they fear by starting a bank run. In
addition, federal insurance brings government regulation to bear in a new
way. As the insurer, the government has a strong interest in seeing that the
financial institutions are operated safely, so that the insurance funds will not
have to be paid out. Thus, for the financial institutions to get insurance for
their deposits, they must meet the rigorous standards of the insurer. In re-
turn for providing the insurance, the government has the authority to exam-
ine the business practices of the financial institutions in detail, and to re-
quire many policies and behaviors in order to reduce risk.

None of this regulation and insurance eliminates risk or guarantees that
the financial institutions will survive. In the 1980s, a large number of thrift
institutions went bankrupt, principally because of imprudent business prac-
tices that the regulators did not prevent. While fewer banks failed, many of
them too found themselves in grave difficulty, often because of unwise loans

4 There are dilferent definitions of the money supply. The narrowest one, called M1, is restricted to coins,
notes, and checking deposits a1 commenrcial banks and a few other items, and it excludes deposits a1
credit unions entirely. But broader definitions of the money supply include many other types of depos-
s, including deposits at credit unions.
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made to foreign countries. The credit unions were actually the soundest of
the three types of financial institutions during this period,

Government regulation and insurance cannot eliminate risk, nor should
they. Risk is the essence of banking. If there were no risk there would be no
need for financial intermediaries like banks and credit unions. Individual
savers would simply lend their funds to individual and business borrowers,
secure in the knowledge that their assets were safe. But the risk that loans
will not be paid back exists, and individual savers would like to avoid that
risk to the maximum extent possible. They therefore pool their savings in
financial institutions. The institutions in turn make many loans, and in a
sense “manage” the risk. They place their loans in such a way that while they
expect a few of them to go into default, they are reasonably sure that these
few mistakes will be balanced by a much larger number of performing loans.
The principal purpose of government regulation, therefore, is not to elimi-
nate the risk, but to require financial institutions to manage it prudently.

At some times and in some circumstances, governments regulate finan-
cial institutions for a second purpose, namely, in order to direct credit in
particular ways. They decide that the private market is not supplying suffi-
cient loans to specific sectors of the economy, and they intervene to increase
the flow of funds in those directions. They do this sometimes in response to
perceived discrimination in lending. At other times no discrimination is al-
leged, but the government takes the position that the public would neverthe-
less benefit from more funds going to an area than the private sector is likely
to provide on its own. Sometimes constraints are placed on private financial
institutions to increase the loans to a sector of the economy; in other cases
the government establishes publicly controlled banks to perform the task.

Many examples exist of this latter sort of government intervention. The
Community Reinvestment Act requires banks to show that they are meeting
the credit needs of their local communities. The Home Mortgage Disclosure
Act requires financial institutions to report their mortgage lending perfor-
mance in detail. Both pieces of legislation were passed in response to allega-
tions of redlining, or discrimination in lending against minorities and poor
communities. An example of a public bank that directs credit to a particular
sector is the National Consumer Cooperative Bank, which lends only to co-
operatives, It was established in response not so much to charges of discrimi-
nation as to the recognition that the ownership structure of a cooperative
tends o make it relatively unattractive to a private-sector lender.

The Regulation of Credit Unions
Federally chartered credit unions are regulated by the National Credit
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Union Administration (NCUA), an independent federal agency whose three
board members are appointed by the President for six-year terms. State char-
tered credit unions are regulated by a variety of state agencies. The deposits
of the great majority of credit unions are insured by a branch of NCUA the
National Credit Union Share Insurance Fund (NCUSIF). Members' deposits
in a credit union are now insured to a level of $100,000, the same insurance
level as is provided by the government to depositors in banks and thrift insti-
tutions.

The provision of share insurance gives NCUA the right 10 examine and
regulate not only the federat credit unions but also the federally insured state
chartered credit unions in order to protect the soundness of the insurance
fund. As a consequence, virtually all of the country’s almost 14,000 credit
unions, whether or not they are federally chartered, are subject to the rules
and regulations established by NCUA.

Federal supervision of credit unions was begun in 1934, with the pas-
sage of the Federal Credit Union Act.” Initially, the Credit Union Division
was located in the Farm Credit Administration. Over the years it was moved
around, first to the Federal Deposit Insurance Corporation and then to the
Federal Security Administration. From 1952 through 1970, the Bureau of
Federal Credit Unions was a section of the Department of Health, Education
and Welfare; it was this bureau that was responsible for chartering the OEO
credit unions. In 1970, NCUA was established as an independent agency.

The purpose of federal regulation has undergone fundamental changes
since 1934. The Federal Credit Union Act was a part of President Roosevelt’s
New Deal legislation. Its explicit purpose was to encourage the growth of
credit unions in order to promote both personal savings and also loans for
“provident and productive purposes.” During the later years of the Great
Depression, the principal activity of the Credit Union Division was to orga-
nize new credit unions. The government organized many more credit unions
than did the newly formed Credit Union National Association (CUNA), the
private trade association of the credit unions. The Credit Union Division did
not provide share insurance, nor did it impose strenuous restrictions on the
activities of credit unions.

Again in the 1960s, the federal government took the lead in promoting
credit union development, this time specifically in poor communities. As
described in Chapier 3, the Office of Economic Opportunity helped to char-
ter about 400 CDCUs in both rural and urban areas.

In later years, however, the federal government took the position that it
was an inappropriate conflict of interest [or it both to promote credit unions

3 For the history of federal credit union regulation, see Moady and Fite.
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and to regulate them. It ceased to be a promoter of credit unions, and gradu-
ally adopted the more orthodox regulatory stance of protecting the public
against possible abuses by credit unions.

An important milestone in this evolution was the establishment of
NCUA in 1970. The new agency took over all the functions of the Bureau of
Federal Credit Unions, and within a few months it added the task of insuring
the share deposits of the country’s credit unions. Since it now had the re-
sponsibility of protecting the assets of the insurance fund, it began to take a
much more aggressive stance in regulation, holding credit unions to strict
financial standards, forcing the closure of many small and financially weak
credit unions, and tightening the requirements for new charters. Regulations
were [urther tightened in the late 1980s as a response to the fiasco in the
savings and loan industry and to the weaknesses that were revealed in the
banks. NCUA took the almost explicit position that new credit unions
should not be chartered, and that existing large credit unions should instead
expand to incorporate wider fields of membership.

Community development credit unions were particularly vulnerable to
this tightening of regulatory standards. While in some cases the tightening
helped CDCUs by encouraging them to adopt sounder business practices, in
many other cases it was their downfall. A CDCU with high delinquencies on
loan repayments, with low levels of reserves relative to its deposits, or with
losses on its income statement was vulnerable to the recommendations of
the federal examiners to close it. Even CDCUs with fairly acceptable finan-
cial ratios were sometimes at risk when the examiners did not want to incur
what they regarded as the expense and inefficiency of regulating small insti-
tutions.

No doubt some of the liquidations were inevitable; some credit unions
had been formed without sufficient community support or expertise and
they could not sustain themselves on an ongoing basis. But experienced ob-
servers in the CDCU movement believed that many of the liquidations could
have been avoided had the NCUA examiners taken the trouble to under-
stand the importance and the unique circumstances of the low-income
credit unions. Clifford Rosenthal, Executive Director of the National Federa-
tion of CDCUs, told the author that he believed the federal examiners were
often insensitive Lo the special features of minority communities and low-
income institutions, and that had they chosen to work more positively with
the CDCUs, many more of the institutions could have been turned around
and saved. Ernest Johnson, of the Federation of Southern Cooperatives,
spoke sadly of the credit unions he had advised, nurtured, and almost, but
not quite, rescued.
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In some respects, NCUA did recognize the special needs of poor com-
munities and their CDCUs. In response to a directive from Congress in
1974, the agency recognized certain “limited income credit unions,” which
it permitted to accept non-member deposits and to participate in a revolving
loan fund. The Democratic board member, Robert H. Swann {(appointed in
1990), and his assistant, Christopher Kerecman, took a fresh look at CDCUs
and attempted to redesign the regulations with an eye 10 their impact on the
CDCUs. With the coming of the Clinton administration, the agency acceler-
ated some of its attempts to be helpful to CDCUs. These most recent regula-
tory changes of the 1990s are described in the next section.

But in other respects, the NCUA regulators did not acknowledge that
poor communities were different from middle-class communities, that their
financial institutions faced problems that were systematically different, and
that the application of rules and regulations should be appropriately modi-
fied for them. CDCUs, as generally the smallest and most vulnerable of the
country’s credit unions, frequently experienced federal examination and
regulation as hostile. In 1990, Robert Loftus, director of public and congres-
sional affairs for NCUA, told an interviewer:

In our testimony to Congress [throughout the savings and loan crisis]
we made the point several times that, in some instances we (ry to be
extra helpful or bend over backward for a CDCU because of the type of
institution it is. Qur comments didn’t get a very favorable response from
senators and members of Congress. As a result, I would have to say
we've become less lenient with CDCUs.®

The Changing Response of NCUA to CDCUs

In the 1990s, and especially with the election of President Clinton in
1992, the regulatory hostility began to dissipate. For the first time since the
OEQ period of the 1960s, the federal government began to assert that it was
a policy goal to promote banking services for economic development in poor
communities. The President introduced the Community Development
Banking and Financial Institutions Act of 1993. NCUA took a number of
new initiatives 10 support CDCUs. The government was returning to the
dual view of its ptoper role: on the one hand, regulate and examine in order
to increase the safety and soundness of the credit unions and their share
insurance fund, but, on the other hand, encourage the flow of finance to-
wards poor communities in order to promote economic development.

6 “Low Income Credil Unions Survive Amid Turmoil.” Credit Union Magazine (Madison: Credit Union
National Association, October 1990]. 50.
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In July of 1992 NCUA undertook a major reconsideration of its regula-
toty stance towards low-income credit unions—thanks, in considerable de-
gree, to advocacy by the Nauonal Federation of CDCUs. It established a
committee charged 1o consider all aspects of its regulation, including the
limited-income designation, non-member deposits, participation in the Re-
volving Loan Program, chartering policies, and the examination and super-
vision of CDCUs. It undertook to prepare a detailed information base in
order to analyze key factors among CDCUs.” The committee went on the
road, holding hearings in Newark, New York, Philadelphia, Washington, At-
lanta, and Chicago. As a consequence of this reconsideration, it changed a
number of its policies.

To begin, it changed the criteria that it uses for identifying credit unions
working within low-income communities. These credit unions, first recog-
nized in response to federal legislation.in 1974, are eligible to accept non-
member deposits, to participate in the low-interest Community Develop-
ment Revolving Loan Program, and to receive federally funded technical as-
sistance.® It is likely that federal financial assistance to credit unions under
President Clintons community development banking initiative will be re-
stricted to this group.

At the end of 1992, 139 credit unions were certified by NCUA as falling
within this category. The number is low in comparison to the 180 CDCUs
whose financial statements were analyzed in Chapter 5, or in comparison
with the figures the National Federation of CDCUs sometimes uses of be-

7 The terms of what the NCUA called its “Pilot Program - Community Development Credit Unions™ are
outlined in 2 memorandum to the NCUA board dated July 7, 1992. For the information base, see the two
papers by Neunlist.

8 In this era of enhanced sensitivily Lo verbal labels, NCUA has dealt with the nomenclaiure of these
credit unions is a way so charming as o be worth quoting in its entivety. In the Federal Register 58 (April
23, 1993), in which the agency promulgakes the linal rules for the Community Development Revolving
Loan Progtam, it reviews the question:

NCUA requested comment on whether the term “low income credit union™ found in Section 705.3
should be changed 1o either “economic development credit union” or “community development unien.”
Two of these commenters believe this wording is more accurate than the alternatives, Ome commenter
believes confusion will result if the name is changed 10 “cemmunity developmeni credit union.” Three
commenters suggest the use of “economic development credit union” 1o avoid negative connotations
and pessible confusion. Six commenters recommend using the Llerm “community development credit
union.” Those commenters believe this term avoids the negative connotation some associate with the
term “low-income credit union.” NCUA believes that the term “low-income credit union” may have
negative connotations in the credit union community. Furthermore, NCUA believes the term “commu-
nity development credit unien” may cause conlusion due to the fact that many credit unions that have
not participated in the Program are members of a trade association called the National Federation of
Community Development Credit Unions. The term “economic development credil union” may be mis-
leading since the purpose of the Program is to assist credit unions serving low-income members. There-
fore the final rule deletes the reference o “low-income credit unions" in Section 705.3 without replacing
it with any of the suggested terms. Instead credit unions waking part in the Program will simply be
referred to in the final regulation as “participating credit uniens” as defined in Section 705.3{b}.
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tween 300 and 400 CDCUs. When NCUA ok over the administration of
the Revolving Loan Program in 1987, it inherited a list of over 300 desig-
nated low-income credit unions, which it cut drastically Some of the cuts
were appropriate, but some seemed arbitrary. After reconsideration, the
NCUA hoard agreed that the current criteria were excessively restrictive, and
therefore it expanded them in April of 19937

Under the new rules, participating credit unions are ones that serve a
“predominantly” “low-income membership.” “Predominantly” means at
least 50 percent, and “low-income” means below 80 percent of the country’s
average personal income, with some allowance for regional differences in
the cost of living. The principal change in the new rules is the 80 percent
standard, which was raised from a much more restrictive 70 percent. Credit
unions can demonstrate that they qualify for inclusion by surveying the in-
comes of their members or, if that is too onerous a task, they can now do so
by showing that they operate in a neighborhood which is predominantly
low-income. NCUA states that a credit union can use this latter method,
even if its field of membership is not geographical. As another new possibil-
ity, credit unions that do not meet the 80 percent test exactly, but which
*serve and benefit low-income residents of a community and whose mission
and goals are identical to those set out in the purpose section of the reguia-
tion™ 19 can petition the NCUA board [or inclusion. As in the previous regu-
lations, student credit unions may meet these criteria, but they are not eli-
gible to participate in the programs for low-income credit unions.

NCUA estimates that an additional 100 credit unions will qualify for
participation under these more relaxed criteria. The actual number may well
be greater. The changes are welcome ones. They will permit more poor com-
munities to be helped by government assistance, while still insuring that the
assistance is actually targeted to the poor, and not dissipated among higher
income groups whose credit unions are capable of flourishing on their own.

At the same time that it relaxed its criteria for participation in programs
relating to low-income members, NCUA expanded its Community Develop-
ment Revolving Loan Program. The program was first begun in 1979 with a
Congressional appropriation of $6 million. The funds were lent to commu-
nity development credit unions in amounts of $200,000, at 2 percent annual
interest, for a term of 5 years. The recipient credit unions were required to
match the loan by raising their share deposits, from either members or non-
members, during the loan period. After one round of funding, the program
was cancelled by the new Reagan administration as a part of its reduction of

% See the Federal Register, op_ cit.

10 (hid. Santa Cruz Community Credit Union, among others, is hoping o qualily under this provision.



166 THIN CATS

domestic spending. The funds were not confiscated by the administration,
however, and consequently they were available for a new round of lending in
1985. This time, though, the interest rate was set at 7.5 percent, a rate that
put it out of reach of most CDCUs.

The program was turned over to NCUA in 1986, but not activated again
until 1990, In three annual rounds, NCUA lent out $6.6 million (the original
appropriation plus the accrued interest), in amounts up to $200,000. After
the first round, most of the CDCUs that applied for the loans were approved.
While the program was received positively by the CDCUs, there were a few
negative notes. In some cases, the agency descended into a curiously de-
tailed level of micromanagement by placing what seemed to be unnecessary
restrictions on the use of the borrowed funds, by ruling that a CDCU could
not use the federal money, or the matching funds that came from non-mem-
bers, for loans but only for investments in other financial institutions. In
other cases, it also ruled that the net income on those investments could not
be used to meet the credit union’s expenses, but had to be put straight into
reserves. One credit union, PA FCU in Louisiana, actually declined the loan
after learning of NCUAS conditions.!! While the agency was no doubt wise
to place restrictions on some credit unions, the actual restrictions were oner-
ous and unnecessary in a number of credit unions that were completely ca-
pable of making responsible decisions themselves.

In 1993, NCUA announced new rules for the Revolving Loan Fund.
Henceforth, loan requests of up to $300,000 would be entertained, the pa-
perwork and bureaucratic requirements involved in applying for the loans
waould be reduced, and the availability of technical assistance from NCUA
would be separated from participation in the loan program.

In spite of its erraiic history, the Revolving Loan Program has been a
uselul ool for moving CDCUs towards self-sufficiency. In some cases, the
recipient CDCUSs used the borrowed funds to lend to their mernbers, thereby
increasing their impact on their communities, while at the same time im-
proving their financial status by virtue of the spread between the interest
paid by their members and the interest owed 1o the government. When the
funds were not lent out, either because of NCUA restrictions or because of
the credit union’s choice, they nevertheless have been invested in such a way
as to improve the financial standing of the credit union. The quantitative
impact of the loans has often been substantial. Some of the CDCUs that
received the loans in 1979—for example, Santa Cruz Community and Near
Eastside Community in Indianapolis—used them as springboards to de-
velop into mulii-million dollar institutions. More recently, NEJA Federal

1 National Federation of Community Development Credit Unions, CDCU Report (New Yerk, Fall, 1991}, 3.
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Credit Union, the rural African American credit union in the Florida pan-
handle whose lending was analyzed in Chapter 6, received a $200,000 loan
in 1991, thereby raising its assets by almost 50 percent, from $450,000 to
$650,000. The changes made by NCUA in expanding and streamlining the
program are likely to be quite positive.

Nevertheless, a number of peopie in the CDCU movement came to be-
lieve that an expanded low-interest loan program was not the most effective
way in which the federal government could stimulate the growth of credit in
low-income areas in the future, As was shown in Chapter 5, in the early
1990s, the typical CDCU, like the typical American credit union, was only
50 to 60 percent loaned out. It had plenty of funds 1o lend, and did not face a
liquidity problem. Moreover, a prospective increase in the size of its asset
basis was a mixed blessing, at least in the short run, because such an increase
made its reserves-ta-assets ratio goal more difficult to reach. What the
CDCUs really needed was an increase in their reserves, their equity capital,
and to achieve this they needed grants from the federal government, not
loans. They began to advocate, therefore, for what became President
Clinton’s 1993 initiative on community development banking, to be de-
scribed later in this chapter.

A third change made by NCUA in 1993 was that it began to deal with the
attitudes and training of its staff who examine low-income credit unions. A
common complaint from CDCUs over the years has been that the NCUA
examiners treat them rudely, in a manner insensitive to cultural and class
differences, and lack sufficient understanding of the problems that they face.
Since the examiners are predominantly white, and the CDCU staft predomi-
nantly non-white, the question of racism, whether subconscious or overt, is
frequently present. Federal examiners have a great deal of power over credit
unions, including the power to liquidate them or to dictate their business
practices in detail. Under these circumstances, the encounter between a
small credit union in a poor, non-white neighborhood and its examiner is
often fraught with tension, and it has considerable potential for miscommu-
nication. Regional directors of NCLUA have sometimes exacerbated the prob-
lem by using the examination of a small CDCU essentially as a training exer-
cise, assigning the least experienced people to do the job.

The National Federation of CDCUs has asked NCUA to revise its
Examiner’s Guide in order to remove some offensive language relating to
low-income credit unions and alse to add a section on CDCUs in its training
program for examiners. Without accepting all of the Federation’s requests,
NCUA has at least recognized the problem. It has set up a training session to
help its examiners deal more sensitively and professionally with the CDCUs,
and it is making attempts to recruit more people of color into the ranks of its
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examiners. It has agreed to review the Examiner’s Guide. Whether any of
this will make a difference to the quality of the examinations is still an open
question.

While welcome, these improvements in the regulatory stance of NCUA
do not exhaust the areas in which CDCUs have concerns. One of the most
important areas of contention between the CDCUs and their regulators is
the question of non-member deposits.

Chapter 2 discussed the use of the equivalent of non-member deposits in
the early German cooperative banks, and Chapter 5 showed their quantita-
tive importance in today’s CDCUs. Non-member deposits (except deposits
from the public sector) are forbidden in most credit unions, but allowed in
those credit unions identified by NCUA as serving low-income people. They
are an important mechanism in some CDCUs for promoting growth and
financial self-sufficiency by attracting the participation of socially respon-
sible investors such as churches and foundations.

The exception for low-income credit unions to accept non-member de-
posits is eritical. For example, Tholin and Pogge describe how the Austin-
West Garfield Community Credit Union, a CDCU in Chicago, opened for
business with two $100,000 non-member deposits from local banks; with-
out that start-off boost, the credit union might never have gotten going.'?
Another example is the Central Appalachian People’s Federal Credit Union
in eastern Kentucky, described earlier, where non-member deposits account
for roughly 50 percent of the $2 million asset base.

Consequently, the CDCU movement suffered a major blow when NCUA
decided in December 1988 to restrict non-member deposits to 20 percent of
total shares. The decision was taken in response to serious fraud and the
subsequent liquidation of the Franklin Community Credit Union in Omaha,
Nebraska, a credit union which had made heavy use of non-member depos-
its. The decision to limit non-member deposits represented a curious re-
sponse to the problem, however. The cause of the problem was [raud, not
non-member deposits. One would have thought the proper response was to
rethink the examination procedures which had allowed the fraud to go un-
detected until it was too late to save the credit union. Instead, NCUA de-
cided to restrict the amount of non-member deposiis. Faced with numerous
protests from credit unions, it did relax the new rule somewhat, to allow
regional NCUA directors to make exceptions in some cases if they deemed
fit. Currently, therefore, most CDCUs are restricted to 20 percent non-mem-
ber deposits, and even those which have exceptions must negotiate them
separately, with no guarantee of success, for each new deposit.

12 Tholin and Pogge.
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Non-member deposits can represent a risk to CDCUSs. Ordinary member
share deposits are usually so numerous, and so small, that a credit union can
count on the probability that withdrawals over a short period will be bal-
anced, more or less, by new deposits, and that therefore while there may be a
lot of in-and-out movement of funds, the overall size of the deposit base will
not collapse. Non-member deposits, on the other hand, tend to be few and
large. A decision by one or two non-member depositors to withdraw their
funds on short notice could cause a liquidity problem for a credit union, that
is to say, a shortage of cash that could threaten the solvency of the institution.

Stilt, the seriousness of the potential liquidity problem should not be
overstated. Just as the Federal Reserve System functions as a “lender of last
resort” for the nation’s banks, so wo NCUA operates a Central Liquidity
Facility which is available to meet short-term liquidity crises faced by credit
unions, Furthermore, liquidity was not the problem in Omaha; the problem
there was fraud. Nor have non-member deposits caused liquidity problems
for any CDCU of which the author is aware.

If NCUA is genuinely worried about the instability of non-member de-
posits, it could establish some regulations to increase stability. For example,
it could rule that beyond some level, such as 20 percent, non-member de-
posits would have to be made for a specific term, so that the credit union
could plan well in advance for their disappearance. It could require that non-
members give notice of their intent to withdraw, the length of the notice
depending upon the size of the deposit. Or it could require that non-member
deposits, beyond a certain level, be matched to loans of the same maturity as
the deposit. Regulations such as these would go a long way towards reducing
the possible threat 1o CDCUs caused by non-member deposits without kill-
ing them off. NCUA's stance should be to encourage non-member deposits in
order to increase the flow of funds into poor neighborhoods, while at the
same structuring them to control the risk. In late 1992, in response to criti-
cism from CDCUs and from the National Federation of CDCUs, NCUA
agreed to reconsider its policy on non-member deposits and the process for
requesting waivers from the 20 percent rule, but there has been no indica-
tion that the agency is willing to change the policy in any fundamenial way.

A second area in which NCUA regulation has been harmful has been its
member business loan regulations. The root of the problem in this case is
that most American credit unions view themselves as consumer lenders, not
business lenders, and so does NCUA. While the nineteenth-century German
cooperative peoples’ banks lent only for business purposes, most of their
modern American counterparts do no business lending. In 1991, only 1,360
of 13,007 federally insured credit unions, or about 10 percent, held any
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member business loans at all.!® At the end of that year, member business
loans accounted for only 1.2 percent of the doltar volume of ail credit union
loans outstanding.!® Consequently the regulators of credit unions tend to
view business lending suspiciously, as being outside the normal and safe
sphere of credit union activity. Since business loans carry particular risks of
non-repayment, they would prefer that credit unions not make them, or at
least restrict them severely.

NCUA has taken a strong stance against business lending. In its 1991
Annual Report, it referred to business lending as “speculative” and blamed
most of the financial problems of credit unions upon an over-dependence on
business loans. “Although less than 2 percent of all lending,” the Report
stated, “business lending accounted for 81 percent of insurance losses in
1991, almost twice the 1990 ratio. Although only 10 percent of federally
insured credit unions make business loans, poorly reserved and problem
credit unions hold a disproportionate share of business loans.”'?

What worried NCUA were some spectacular failures of credit unions in
the late 1980s and early 1990s where there was evidence of reckless specula-
tion in commercial ventures. The agency has not, however, presented evi-
dence that business lending, properly carried out, is necessarily excessively
risky. The President of the Credit Union National Association (CUNA},
Ralph Swoboda, has criticized NCUAS position, questioning why a third au-
tomobhile or a vacation is regarded by the regulators as a provident purpose,
while capital for a small business is seen as speculative.!®

NCUAS atitude on business loans runs into conflict with the basic pur-
pose ol at least some CDCUs. These credit unions view their principal impact
upon their communities as being the encouragement of business and housing
development for the benefit of low-income residents. While they offer per-
sonal loans in most cases, they tend 1o see those loans as making a shorter
‘Tun, less permanent contribution to their communities. Among the CDCUs
studied in Chapter 6, NEJA, Northeast Community, and Santa Cruz Commu-
nity have a major commitment to business lending, and they are not alone.

13 Federal Register 56 (September 25, 1991). A definitional problem exists here. For several years, loans
made [or a business purpose were not classified by NCUA as “member business loans” if the sum of
such loans to a single borrower did not exceed $25,000. In 1993, the cutofl was raised 10 $50,000.
Therefore, the number of credit unions doing business lending, broadly conceived, and the propertion
of business lending, is probably somewhat greater than these figures indicate.

14 Credit Union National Association. Operating Ratios and Spreads, Year-End 1991, Table 3.
15 Nationat Credit Union Administration, 1991 Annual Report (Washington: 1992), 7.

16 Speech at the annual meeting of the National Federation of Community Development Credit Unions
(Chicago: May 8, 1992).
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Member business loan regulations were first adopted by the NCUA
board in 1987 and then tightened at the end of 1991. NCUAs intention at the
beginning of 1991 was to impose even more restrictive rules, but an over-
whelmingly negative response in the public comment period persuaded it to
back off somewhat. The new regulations are lengthy and complex. The most
constraining rule is that no one member may receive a business loan exceed-
ing 15 percent of the credit union's reserves, or $73,000, whichever is
greater, NCUA had originally intended to restrict total business lending of a
credit union to 100 percent of reserves; while in the end it did not impose
this rule, it did require credit unions with business loans exceeding reserves
to report all business loans to the examiner in considerable detail.

The elfect of the member business loan regulations can be seen in a
credit union such as Santa Cruz Community which emphasizes business
lending. The size of its reserves restrict it to a maximum business loan o any
one member of about $100,000. This limit does not represent much of a
problem in the case of start-up loans. The failure rate in start-ups is relatively
high, and the credit union therefore prefers to begin with a fairly small loan
that is well-protected by collateral. The problem arises with continuing
loans to successful businesses. These loans tend to be safer because the busi-
nesses have a proven track record. But as they grow, the businesses have
larger needs for capital, often exceeding the $100,000 limit. One of the most
successful businesses started by Santa Cruz Community, a producer of natu-
ral fruit juices, wanted to continue to borrow from the credit union but
needed meore than $100,000. Since the credit union was prevented from
making the loan, the business approached a local bank which was happy 10
provide the funds. In this case, it is hard to see how NCUAs member busi-
ness loan regulation improved the financial condition of the credit union,
protected its members, or promoted the safety and soundness of the Share
Insurance Fund.

As in the case of non-member deposits, NCUA has ideniified a legitimate
area of concern but has used the wrong tools to deal with it. There is no
doubt that business lending can be risky. Some businesses fail and are unable
to pay back their loans. But this does not mean that financial institutions in
general turn their backs on business lending. On the contrary, banks and
other institutions lend enormous sums to businesses. Rather than reject
business lending, they learn how to do it prudently. They require business
plans, they insist upon the personal experience and qualifications of the bor-
rowers, they are careful o take liens on collateral that are adequate to protect
the loans, and they compensate for risk by charging higher interest rates. Of
course, credit unions should not stumble into business lending blindly, but if
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they take these sorts of precautions there is every reason to think that they
can be successtul. The delinquency and default rates on business loans at
NEJA, Northeast Community, and Santa Cruz Community are low, indicat-
ing that credit unions wanting to do business lending can be successful.

Rather than restrict the size of a member business loan so severely,
NCUA would have been better advised to instruct its examiners to pay par-
ticular attention to the quality of business loans and to insist that the sorts of
precautions noted above be taken. With this sort of policy, the agency could
have helped CDCUSs respond to the most pressing needs in their communi-
ties—the lack of employment and economic development—while also help-
ing them to increase the safety of their assets.

One of the consequences of NCUAS restrictions on business lending by
credit unions has been to increase the importance of another kind of lending
institution in poor neighborhoods, community development loan funds.
The loan funds accept below-market-rate, uninsured deposits from socially
responsible investors, and in turn make loans for affordable housing and
also for small businesses and non-profits. Because the deposits are not in-
sured, the funds are not closely regulated by the government and few restric-
tions are placed on the lending. The principal restrictions are imposed by the
loan funds themselves since they need to stay solvent.

Some CDCUs have developed working relationships with loan funds, or
have even sponsored loan funds, as a way of doing business lending without
falling under NCUA restrictions. The most successful example of this is the
Center for Community Self-Help in North Carolina which sponsors two in-
stitutions, a credit union and a loan fund. The same stafl operates both insti-
tutions and can decide easily whether to make a loan from the credit union
or from the loan fund, depending upon whether it fits within NCUAS5 regula-
tions,!” In 1993, the Central Appalachian Peoples Federal Credit Union
took control of the loan fund that had previously been its sponsor. And in
Santa Cruz, the credit union sponsors a non-profit institution which accepts
grants and in turn deposits those funds in the credit union to secure business
loans made by the credit union. This procedure has a result that is similar to
a community loan fund, since share-secured loans in a credit union are ex-
empt from NCUAS member business regulations.

The community development loan funds represent a way to get around
NCUAS restrictions on business lending and also its restrictions on non-

17 The NCUA business loan regulations have proven to be 50 restrictive that, at least in early 1993, almost
all the business lending was done through the loan fund. In the first four menths of 1993, Self-Help
made only $86,000 in member business loans through the credit union, while channeling $1.5 million in
business loans through the loan fund, because of the resirictions on credit union lending. Private com-
munication from Davis McGrady of Self-Help to Jell Wells, May, 1993.
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member deposits. It is not an optimal solution, however, since deposits in
the loan funds are not insured. The absence of insurance places a burden on
the depositors, and it results in less money being available for lending than
would be the case if insurance were provided. The use of a loan fund makes
community development lending completely dependent on loans from out-
siders. Furthermore, most CDCUs neither sponsor nor have a working rela-
tionship with a loan fund. Consequently, the NCUA member business loan
regulations impose serious burdens on poor communities.

A third way in which NCUA has stifled CDCU development is its policy
on new charters. Table 7.1 shows the number of charters issued and can-
celled, and total outstanding, for federal credit unions in selected years.'®

Table 7.1
Federal Credit Unions, Selected Years, 1935-1992
Charters Charters MNat

Year Issuad Canceled Change Total

1935 828 —_ 828 206
1940 b66 76 590 3,855
1945 96 185 -89 3,959
1950 585 83 482 5,128
1955 777 188 589 8,175
1960 685 274 411 10,374
1985 584 270 324 11,978
1970 653 412 151 13,555
1975 373 334 39 13,01

1980 170 368 -198 12,802
1985 55 575 -520 10,247
1990 3 3410 -377 8,629
1921 14 291 =277 8,352
1992 33 34 -308 8,044

The table shows that new charters exceeded cancellations of charters,
and the number of federal credit unions grew, until the 1970s. Thereafter,
new charters fell dramatically, cancellations increased (although irregu-
tarly), and as a result the number of federal credit unions fell. Similar data
are not available for state chartered credit unions, but in the period since
1980 the number of federally insured state credit uniens fell slightly. 1

:g National Credit Union Administration, 1992 Annual Report (Washington: 1993), 30-31.
lbid,, 33.
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These figures do not imply that credit union activiry fell; credit union
members, assets, and loans continued to grow. But the number of credit
unions fell as small credit unions were liquidated or merged with larger insui-
tations.

It is difficult to assign responsibility for the decline in the number of
credit unions, how much of it has been due to market forces and how much
to regulation. To a large extent, the cause must be economies of scale as
shown in Table 5.13, the fact that costs tend to increase less than proportion-
ately when a credit union expands, with the result that large credit unions can
offer services cheaper and more efficiently than small credit unions can. How-
ever, NCUA has done nothing to slow down the trend. At various times,
NCUA spokespeople have said that they welcome the decline in the number
of credit unions since it is not cost effective for the agency to devote resources
to examining small credit unions. Their view has been that members can be
as well or better served in large credit unions. Over the last decades the
agency has frequently increased the barriers to groups seeking new charters.

This position may be defensible in the case of most mainstream credit
unions serving a middle-class membership, although even here the decline
in the number of credit unions means less member participation and less
genuinely democratic control. It is not defensible, however, in the case of
CDCUs serving low-income neighborhoods. Many CDCUs have disap-
peared, and their members have not been well served in the aftermath.

Chapter 4 discussed the reasons why CDCUs are needed. As banks pull
out, many poor communities have no conventional financial institutions,
and residents are forced into the hands of check cashers, liquor stores, pawn-
shops, and loan sharks. Even when bank branches are present, they tend not
to lend very much in the local area, and therefore serve to funnel resources
out of the community.

When a small mainstream credit union with a middle-class membership
closes its doors, most of its members can find another credit union which
they are eligible to join. In the case of mergers, the charter of the new credit
union is explicitly changed to include the members of the closed institution.
But in a poor neighborhood, when the CDCU closes, there is usually no
other credit union nearby, and no credit union for which the members could
qualify. '

The question of whether large mainstream credit unions can operate ef-
fectively, and produce needed services, in poor communities is one which is
unclear and in need of further research. Certainly there are obstacles. As
Chapter 5 showed, CDCUs suffer higher loan losses and higher expenses
than do mainstream credit unions, and they therefore charge somewhat
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higher interest rates on their loans and offer lower dividend rates on savings.
Under these circumstances, it is not necessarily to the advantage of a middle-
class credit union to expand into a poor neighborhood. There may be sound
economic reasons for the relative absence of large credit unions in poor ar-
eas. Therefore, the premise behind NCUAs view is faulty: When a CDCU
closes, its members probably cannot be picked up by an existing credit
union.

Even if they can join a larger credit union, that credit union may not
provide the same level of services. Chapter 4 showed that branches of banks
in poor areas typically accept deposits and provide other customer services,
but they do not make very many loans. They find it more profitable and less
risky 1o lend in middle-class communities. Consequently, they siphon funds
away from the area. No studies exist on the question of whether mainstream
credit unions with branches in poor neighborhoods operate in the same way
as banks do, but until the case is proven otherwise, one ought to be suspi-
cious. When a CDCU closes, its members might be able to find a new credit
union, but cne cannot be certain that the new credit union will be as predis-
posed to lend to them as the old CDCU was.

Tt follows that the NCUA policy of permitting and encouraging a decline
in the number of small credit unions, including CDCUs, operates to the
detriment of low-income people in a way quite different from the way it
affects more affluent groups.

It is possible that NCUA is changing its policy on new charters. As Table
7.1 shows, new charters of federal credit unions almost disappeared in 1991,
but they rebounded somewhat in 1992. The 33 new chariers in 1992 in-
cluded 7 CDCUs. Nevertheless, the number of liquidations continues to be
high, and these include CDCUs. In May of 1992, the NCUA board met with
the National Federation of CDCUSs and heard its Executive Director, Clifford
Rosenthal, propose a program of 10 new CDCU charters a year for three
years, plus a temporary moratorium on CDCU liquidations. While the
agency has not accepted the second part of the proposal, it may have been
influenced by the first part.

New Federal Legislation

CDCU leaders argued for years that new federal legislation was needed il
the promise of banking in poor communities was to reach its full potential.
They prepared numerous position papers and draft bills and argued their
case strenuously in Washington. In 1993, their persistence was rewarded
when President Clinton proposed the Community Development Banking
and Financial Institutions Act. While the exact terms of the legislation were
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likely to change, the importance of the President’s action was that it restored
the federal governments initiative in the development of financial services
for the poor.

The President came into office with a commitment to what he called
“community development banking” as a strategy to improve living condi-
tions and combat poverty in low-income areas of the country. In a series of
speeches and interviews, both during the campaign and after taking office,
he praised small, private-sector financial institutions that made credit avail-
able to poor people for housing and business development.

The inclusion of credit unions in the President’s policy was a victory for
the efforts of the National Federation of CDCUs. Although Clinton was aware
of CDCUs—as a presidential candidate he had visited one in Texas—he did
not talk much about them in his speeches on community development bank-
ing. Instead, he focused on two models of low-income financial institutions,
the Grameen microenterprise lenders in Bangladesh and the South Shore
Bank in Chicago (with, not incidentally, an affiliate in Arkansas).

The microenterprise lenders were described in Chapter 3. First devel-
oped in Bangladesh, they identify a group of people, typically five women, to
form a “circle” for the purpose of planning small business ventures. The
group picks one of its members to take the first small loan from the bank.
When that loan is paid back, or partially paid back, the next woman can
qualify for a loan to start her business, and so forth until all the members are
engaged in new activities. The achievements of South Shore Bank were de-
scribed in Chapter 4. Owned by an inter-racial group of civic minded activ-
ists and bankers, with considerable capital from foundations and churches,
it exists for the twin purposes of making a profit and promoting community
economic development. Over a twenty year period, it has brought sufficient
capital into its neighborhood on the south side of Chicago and made enough
mortgage loans 1o transform what was once a nearly destroyed area of the
city into a thriving, lower-middle-class residential and business community,.

Upon assuming office, the Clinton administration initially proposed that
the federal government help establish 1,000 microenterprise lenders on the
Grameen model and 100 development banks like South Shore. As the pro-
posal was debated in Washington in the first few months of the ad:hinistra-
tion, however, it was criticized from several different perspectives, and as a
consequence changes were made in the program.

The first criticism came [rom the existing community development
credit unions and loan funds, from instittions and people who already had
a track record of providing financial services for economic development in
poor areas. They objected to the exclusive focus of the program upon new
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institutions, and argued that the government should reinforce successes that
had already been achieved in the field. As early as 1985-86, the National
Federation of CDCUs had developed a proposal for a public “National
Neighborhood Banking Corporation™ that would provide equity funding for
CDCUs, and in 1991 the National Association of Community Development
Loan Funds had joined the proposal as a cosponsor.?® The two national orga-
nizations now argued that something like this neighberhood banking corpo-
ration should be incorporated into the President’s proposal.

The second principal criticism came from people who thought that the
focus on small, alternative financial institutions was counterproductive and
harmful; the real emphasis should be on the large banks and thrifts, the insti-
tutions that controlled most of the countrys money. Interestingly, this criti-
cism came from both the right and the left of the political spectrum. Frorm the
right, Repuhlicans argued that banks should be given incentives to encourage
them to lend in low-income neighborhoods. From the left, organizations
such as ACORN (Association of Community Organizations for Reform
Now), argued for much tougher provisions and enforcement of the Commu-
nity Reinvestment Act (CRA). Currently, they argued, CRA was toothless and
ineffective; even banks that did little lending to low- and moderate-income
people in their local communities received high ratings. The Act needed both
amendment and tough enforcement in order to force the banks into a con-
structive relationship with central cities and other poor areas.

The criticism from the left represented a danger 10 the interests of the
CDCUs and the loan funds. At their most extreme, the proponents of a
tougher CRA seemed to argue that the very existence of small alternative
lenders was harmful because it altowed the banks to back off from their
responsibilities. The issue was brought into the open at a meeting of bank
critics with the board of the National Federation of CDCUSs in February of
1993,

The CDCUs representatives responded to the bank critics that there was
no necessary conflict between the two groups, and that if there were to be an
open fight on the issue, the likelihood of defeat for both sides would be
increased. There was no need to choose, they said, between a CDCU strategy
and a strong CRA strategy. They are compatible and even mutually support-
ive. The argument seems persuasive. In fact, CDCUs have been among the
strongest supporters of CRA enforcement in their cities. In numerous
cases—Ifor example at Austin/West Garfield FCU in Chicago and at the
Lower East Side People’s FCU in New York—credit union organizers have

20 National Federation of Commurity Developmemt Credit Unions. “The Netghborhood Banking Corpo-
ration.”
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used the leverage provided by the CRA to persuade, cajole, or even force
banks that were in the neighborhood, or banks that were departing from the
neighborhood, to make contributions to them. The contributions have in-
cluded buildings, technical assistance, staff, deposits, and granis. But
CDCUs and their spokespeople at the National Federation have been careful
not to argue that banks could meet their CRA responsibilities solely by con-
tributing to alternative financial institutions; the main responsibility of the
banks, they maintain, is to lend. CDCUs have frequently protested the lax
enforcement of CRA requirements, and have spoken out in favor of making
the requirements more explicit.

In any case, the administration took account of some of these criticisms
as it developed its policy for investment in low-income communities. In July,
1993, the President announced a two-part program, the first part dealing
with public investment in community development linancial institutions,
and the second with the Community Reinvestment Act. He proposed $382
million over four years to be given to community financial institutions in the
form of seed money and equity grants. Referring to CRA, he asked govern-
ment regulators to dralt a new set of rules that would reduce paperwork but
tighten the standards for compliance.

The administration refused, therefare, to accept the argument that a con-
flict exists between encouraging small community lenders on the one hand,
and requiring larger banks to do business in poverty areas on the other. It
took the position that the two thrusts were compatible, that they were twin
components of the same initiative.

Whether because government officials had studied the history of the
QEQ credit unions in the 1960s, or because they simply had good sense,
they structured the new program to avoid some of the problems of the earlier
period. As Chapter 3 showed, one of the mistakes made in the OEO period
was that the government subsidized salary and other expenses, encouraging
the credit unions 1o increase their expenses beyond a sustainabie level. Then
when the funding was cut off, the credit unions could not meet their bud-
gets, and many failed. Under the terms of the new legislation, federal sup-
port will be in the form of grants, equity investments, deposits, loans, and
shares, but not subsidies for expenses.

Equity grants will be of the most help to CDCUs. They will improve the
financial condition of the credit unions by increasing their reserve ratios,
and at the same time, under NCUAs member business loan regulations, will
increase the size of business loans that can be made. But capital grants will
not entice the credit unions into thinking that they can operate beyond their
means. Describing the importance of this sort of funding, the National Fed-
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eration of CDCUs wrote:

Our greatest need is for equity capital, i.e., reserves. For a number of
years, low-income credit unions have been limited by NCUA in their
ability to do community development lending (especially, housing and
small business lending) because they are, by NCUA standards, insuffi-
ciently capitalized . . .

We don't necessarily agree with NCUAS policies in this regard. But we
do recognize for a fact that financial institutions with below-peer capi-
tal ratios will always encounter regulatory difficulties when they con-
duct lending perceived as ‘high risk—e.g., lending to low-income
people, lending for small businesses, nonconforming mortgage lending.
This kind of lending is absolutely essential to our mission as CDCUs.

... It is extremely difficult for CDCUs to generate internally an ‘ad-
equate’ level of capital (peer-level or higher) to carry on community
development lending without intense regulatory scrutiny. There are sev-
eral reasons for this. By nature, serving the poor s very labor-intensive
and costly. Loan losses do tend to be higher than in non-CDCU credit
unions. Also, CDCUs are often constrained from making the larger,
more profitable loans (e.g., mortgage lending) either because of regula-
tory pressure or because of our asset size. To make a quantum leap in
capacity, we believe CDCUs need an external infusion of capital.!

The President’s proposal was the most ambitious federal government ini-
tiative in the area of community development finance since the Depression.
If successful, it will stabilize community development credit unions and
other similar institutions, and promote their growth both in number and
size, so that they will be capable of making a much greater impact on poor
communities throughout the country. At the same time, the CDCUs will
remain private sector cooperatives, still under the control of their members.

A Community Reinvestment Act for Credit Unions?

Closely related to the issue of whether the Community Reinvestment
Act should be tightened for banks is the question of whether the CRA, or
something like it, should be applied to the country’s credit unions. At
present it is not, and credit unions are therefore not required to show to a
public agency that they are making a contribution to the needs of the poor

21 National Federation of Community Development Credit Unions. *Response of the National Federation
of CDCUs o NAFCUs 'A 12-Point Plan for Community Development Credit Unions.’ ™
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and other groups within their communities. Representative Henry Gonzalez
of Texas, Chairman of the House Banking Committee, said in August, 1993,
that the CRA should be expanded to include credit unions and also nonbank
financial entities such as mortgage and insurance companies.??

Spokespeople of the mainstream credit union industry would prefer that
the question not be raised. They have long argued that it would be inappro-
priate 1o apply the CRA to credit unions, since credit unions are constrained
by their charters to lend only to people who have a commeon bond within
their field of membership. Credit unions simply cannot be held to a standard
that would require them to do business with people outside their charter.
Credit union representatives also argue that CRA regulations are unneces-
sary for them since they are member-owned, non-profit cooperatives, and as
such they voluntarily meet the most pressing needs of their members.

The credit unions’ argument about not being allowed to do business out-
side their field of membership is valid, as far as it goes, but it ignores the fact
that charters can be amended, and that fields of membership are in fact being
expanded substantially Many credit unions which began with a limited,
well-defined field of membership have expanded that field so much that
almost anyone who lives close to the credit union or one of its branches can
find a way to qualify. In some cases, associational fields have been converted
to geographical fields, meaning that absolutely everyone in a defined area is
eligible to join. The expansion in the field of membership has gone together
with other changes in credit union regulations and practices which have had
the effect of making credit unions functionally much meore like banks than
they used to be. Since many credit unions operate like banks, the question
arises with increasing force, why they should not be held to CRA standards,
as banks are.

Similarly, with respect to the cooperative structure of mainstream credit
unions, it is no longer clear that this ensures a socially responsible attitude
on the part of credit union managers. As Chapter 3 showed, over time credit
union members in the United Siates have become more affluent and com-
fortable, and credit union staffs have become larger and more
professionalized. The sense of a “movement” that once pervaded credit
unions has been converted gradually into one of an “industry.”

Under these circumstances, it would seem appropriate for the govern-
ment to require credit unions to show that they are providing financial ser-
vices to the less fortunate within their fields of membership. Without new
legislation, NCUA could impose something like CRA requirements on credit
unions, in a tailered, individualized way. The broader and more inclusive the

22 Credis Union Newswatch (August 30, 1993),
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field of membership, the stronger the requirements should be. Credit unions
which have charters that give them the opportunity to serve poor people
would need to show to NCUA that they have made good faith efforts wo do
exactly that. Under such a standard, community development credit unions
would be subject to CRA-type requirements, since most of them have geo-
graphic fields of membership that certainly include poor people. They
would have no trouble demonstrating comptliance. Difficulties might arise,
however, for credit unions which have broad charters but which concentrate
upon their more affluent potential members.

Recent research by Credit Union Magazine?® shows that many credit
unions have a great deal of opportunity to respond to the needs of poor
people. Although the majority of credit union members in the country are
reasonably well-off, a survey of 1,200 credit unions showed that 29 percent
of member households had less than $20,000 annual income. Some credit
unions have seized this opportunity, in some cases by developing programs
that are designed specifically for low-income people. Some, for example,
grant loans of very small amounts. But some credit unions do little or noth-
ing 10 respond to the particular needs of their low-income members, and for
these credit unions a little public accountability for their actions might go a
long way.

The question becomes more pointed in the case of credit unions asking
for expanded charters specifically in order to draw low-income communities
into their fields of membership. In early 1993, the Governmental Affairs
Committee of CUNA passed a resolution asking that NCUA facilitate such
charter amendments. The Board of Directors of the National Federation of
CDCUs responded rather negatively to the proposal, and scheduled a major
panel on the issue several months later at its annual meeting. The lack of
enthusiasm from the CDCUs is a reflection of their skepticism that large
credit unions will operate in their communities in any way differently from
the banks. As has been seen, banks in poor neighborhoods tend 1o provide a
place for people to deposit their money, earn interest, cash checks, and buy
money orders, but they are reluctant to lend money in the local community.
CDCUs are particularly worried that large credit unions might squeeze them
out of local communities and then refuse to supply the local people with
adequate lending.

H NCUA is to permit mainstream credit unions to expand their charters
into low-income neighborhoods, therefore, it should require performance
standards of them that bear some relationship to the CRA. 1t is not enough
for the credit unions simply to set up shop, accept deposits, and cash checks.

23 Reported in Credit Union Magazine (May 3, 1993),
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They should show that they can make loans in the neighborhood, even if
this requires some adjustment in their normal underwriting policies. Other-
wise they will just be a conduit drawing funds out of the area. They should
show that they have assessed the financial needs of the area and are capable
of making the appropriate contributions. Furthermore, in the spirit of a co-
operative, they should show that they are drawing neighborhood peaple into
the organization in positions of responsibility, on the staff, committees, and
board of directors. Credit unions that expand into low-income areas in this
manner would likely be welcomed enthusiastically by the local communi-
ties. They can bring both financial and technical resources that are needed. If
their intent is to operate like typical banks, however, NCUA would be well-
justified in denying their applications for charter expansion.

Policy at Other Levels

Not all policy that affects community development credit unions is for-
mulated at the level of the federal government.** State and local govern-
ments have an influence, as do a multitude of private sector groups.

The principal influence that state governments have on CDCUs is
through their authority to charter, examine, and regulate credit unions. Most
states do not have a specialized regulatory agency that parallels NCUA, but
rather embed their credit union oversight within a more general department
or agency that regulates all types of businesses. In California, for example,
state-chartered credit untons are supervised by the Department of Corpora-
tions. The states do, however, have separate laws providing for credit union
charters. Many CDCUSs have chosen a state rather than a federal charter fora
variety of reasons, including the fact that personal associations have some-
times been closer with state officials than with federal ones. Typical is the
Vermont Development Credit Union in Burlington, which chose a state
charter in 1989 because some of the credit union’s organizers had worked for
years with people in the state government and trusted them. Even when
credit unions have state charters, however, they must comply with most of
the NCUA regulations because this is a condition of insuring their deposits
with the National Credit Union Share Insurance Fund.

1n recent years, most of the states have been no more active in chartering
credit unions in general, and CDCUs in particular, than has NCUA. There is
no reason, however, that states cannot follow and cooperate with President
Clinton’s community development banking initiative, reinforcing it on their
own. They can actively solicit CDCU charters, and they can find ways of
assisting them with infusions of capital to promote their stability if the fed-

24 Tholin and Pogge have a particularly strong section on pelicy towards CDCUs at the non-lederal level.
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eral funding is not sufficient.

State and local governments can contribute to community economic de-
velopment by depositing funds in CDCUs. Public deposits throughout the
countty in private financial institutions are enormous, and a small portion of
these funds directed towards CDCUs can make an important difference to
the ability of those institutions to lend and to make ends meet. 1t must be
recognized, however, that several barriers often stand in the way of this type
of partnership. From the public side, state and local governments are often
constrained by law, or by constitution or charter, to place their funds where
they receive the highest possible rate of return. They are often not able to
offer deposits to CDCUs at concessionary rates, and the high market rates
they must hold out for are unattractive to the credit unions. The credit
unions in turn may not wish to deal with large blocks of money that flow in
and out quickly, as government deposits often do. Furthermore, they may
not be able to accept the funds because of the NCUA limit on non-member
deposits. Several examples exist, however, of public bodies making below-
market-rate deposits in CDCUs, which in tum permit below-market-rate
loans to members for economic development purposes.

Private as well as public sector bodies can make deposits in and grants to
CDCUs. A large number of socially responsible investors want to place their
{unds where they will get a reasonable return and at the same time will con-
tribute to human welfare and social change. Many churches find themselves
in this position, as do some foundations, educational institutions, and even
corporations. They can make deposits in individual CDCUs directly, or they
can lend money to the National Federation of CDCUs which packages de-
posits to individual credit unions.

Finally, and importantly, is the role that the rest of the country’s credit
unions can play in nurturing the growth of CDCUs. Historically, a certain
tension has frequently existed between CDCUSs and their more established
sisters. As explained in Chapter 3, however, that tension was dissipated, at
least somewhat, in the early 1990s. At the national level, the National Fed-
eration of CDCUs joined the Credit Union National Association, for reasons
of advantage to both groups. The Federation benefited by having access o
the technical resources and financial support of CUNA; CUNA in turn ben-
efited by being able 1o represent itsell publicly as embracing those credit
unions most committed to the welfare of poor people and to social change.

CDCUs have a testier relationship to the other principal trade associa-
tion of credit unions, the National Association of Federal Credit Unions.
NAFCL] is an association of the largest federally chartered credit unions. As
such it has had little to do with CDCUS, but in late 1992 and 1993 it began
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promoting a 12-point program regarding CDCUs and community develop-
ment banking. While some of the points were supportive of CDCUs (for
example, point 10: “Urge the Clinton Administration to support CDCUs as
the key to financial self-help and the cornerstone of commumity develop-
ment initiatives”), others were hostile or self-serving. Point 1, for example,
was hostile: “Urge the NCUA to conduct a study and issue a report on why
CDCUs have failed in the past.”?> Number 6, among others, was self-serv-
ing: “Establish a mentor credit union program; mentor credit unions will
receive credit towards their NCUA operating fee for active participation (fees
could be derived from technical assistance funds.)” While leaving the door
open for future discussion, the National Federation of CDCUs in effect re-
sponded that if this was NAFCU?S idea of help, they could keep it to them-
selves.

The picture varies at the state level. A few states’ credit union leagues
(the trade associations of the credit unions, which are organized by state)
have been very helpful to CDCUs, providing technical assistance and wel-
coming them into the credit union family. The CDCUs in some states report,
however, that their leagues have been unhelpful, even hostile.

One of the main projects ahead of CUNA over the next decade, Opera-
tion Moonshot, has a goal of increasing the number of credit union members
in the country from the existing level of a little over 60 million to 100 mil-
lion. Itis an ambitious goal, and it is unlikely to be achieved unless the credit
unions can attract a substantial number of new members from low-income
parts of the country. This may occur in part through the expansion of main-
stream credit unions into central cities and other poverty areas, but as noted
earlier, some obstacles lie in the way of such expansion. Middle-income
people may not choose to join in a financial institution with the poor, since
they would have to bear some of the burden of the higher loan default and
expense ratios associated with banking among the poor. In turn, the low-
income communities may not welcome the outside credit unions if those
institutions do not demonstrate a commitment to lending in the area and
supporting the local people in other ways. So at least in part, the success of

Bnis rejoinder, the National Federation of CDCUs noted:
Certainly there have been [ailures among CDCls. But it is not at all clear that failures
among CDCUs have exceeded thase of other credit unions. Since 1980, we have wit-
nessed a sharp decline in the number of credit unions of all kinds. Among ‘mainstream’
credil unions, there have been large-scale failures resulting from fraud and insider deal-
ing. There have been failures at the level of corporate credit unions. Mereover, there has
been a steady ‘upscaling’ of the credit union industry. so that median credit union house-
hold income in fact exceeds the median for all US households. Yet, we have not called
for a study of the ‘failures’ of the credit union industry at large, nor of the industry’s
failure 1o serve low-income people.
Op. cit., “Response of the National Federation of CDCUs.™



POLICY 203

Operation Moonshot will depend upon the success and growth of CDCUs,
institutions nurtured within low-income communities and intended princi-
pally for the welfare of the poor. it is strongly in the interest of the credit
union industry as a whole, therefore, to support CDCUs.

The possible types of support are almost endless and have only begun to
be explored. While cooperation has become quite close at the national level,
a great deal more remains to be done at the state level and at the level of
individual credit unions. CDCU staff members are often in urgent need of
training and technical assistance; these can be provided by state leagues or
even by single, more-established credit unions that are located nearby.
Leagues can develop marketing material for CDCUs, advocate for CDCUs
with state governments, and encourage brother/sister credit union relation-
ships. Large credit unions can place below-market-rate deposits in
CDCUs.%% A most encouraging example of this sort of cooperation occurred
at the South Central People’s Federal Credit Union in Los Angeles, chartered
in 1993, where credit unions pledged $5 miilion in deposits even before the
institution opened its doots to the public.

Conclusion

Whether consciously or not, the community development credit union
movement is returning credit unions to the roots of cooperative banking.
While rejecting the racism and other reactionary ideas that sometimes char-
acterized the early German people’s banks, they have breathed new life into
some of the basic ideas of those institutions. Like the Schulze-Delitzsch and
Raiffeisen societies, they have shown that disadvantaged people can band
together to support each other, that they can attract resources from outside
their communities, and that they can use funds for productive business in-
vestments that create jobs and provide people with an ownership stake in
their own neighborhoods. Like the early American credit unions, they have
shown that credit unions can make personal loans that help struggling,
marginalized people get out of debt traps and claim more control over their
lives. Like all of the early credit unions, the CDCUs rely on volunteer and
low-paid work by people who are dedicated to a cause that is greater than
themselves. While most American credit unions have moved away from
these commitments as their memberships have become increasingly afflu-
ent, CDCUs have stayed true to their goal of trying to provide a way for low-
income communities to revitalize their economic structures, and for low-
income people to transform their lives.

26 1deas such as these are explored in more detail in Tholin and Pogge.
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As the middle years of the 1990s approach, a new sense of optimism is
creeping at least slowly through the community development credit union
movement. Five or ten years earlier, a disinterested observer could have been
forgiven for wondering whether CDCUs were not an idea whose time had
come and gone. Most of the OEQ credit unions had failed, liquidations and
mergers of low-income credit unions were proceeding regularly, surviving
CDCUs were growing only slowly, they were burdened with serious financial
problems, and few new CDCUs were appearing. CDCUs are a good idea in
the abstract, such an observer might have concluded, but not one which is
going to make much of a contribution to the resolution of America’s great
poverty problem.

Both questions and obstacles still remain, and much of this book has
been concerned with documenting them in detail. But they are balanced by a
renewed faith in the future. New CDCUs are appearing in somewhat larger
numbers, and because of NCUASs increasingly rigorous chartering require-
ments, they are on the whole better prepared to conduct business success-
fully than their predecessors had been. Existing CDCUs are improving their
balance sheets, increasing their memberships, and expanding into new areas
such as business and mortgage lending. Non-member deposits in CDCUs
are growing, as churches and foundations learn more about this way of con-
tributing to human welfare. NCUA has taken a new interest in encouraging
CDCUs, The Clinton administration has proposed a major initiative In com-
munity development banking which holds the promise of injecting signifi-
cant capital into CDCUs. And the Credit Union National Association has
forged a new partnership with the CDCU movement.

More important than all the national changes is the spirit of confidence
in the individual community development credit unions. It cannot be docu-
mented or measured with precision, but it can be felt. Artendance at the
annual meetings of the National Federation and at regional meetings has
risen sharply; the people new to these meetings are just as committed as the
old-timers, and often more enthusiastic. No one embodies the new spirit of
the CDCU movement better than Mark Griffith, the 30-year-old organizer of
Central Brooklyn Federal Credit Union, chartered in January 1993 in the
Aftican American Bedford Stuyvesant area of New York. Griffith is a poet as
well as an activist. “People in the traditional banking community question
our background,” he says, “but [ am convinced it has helped. We do not
represent business as usual, and we bring a certain freshness... There is a
new generational consciousness.”*

27 Lueck,
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Individual credit unions and the movement as a whole are sure to face
setbacks in the years to come, but there is every reason to believe that the
CDCUs will grow, that they will draw more people into the cooperative sav-
ing and lending process, and that they will make increasingly important con-
tributions to their communities.
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- is the firsi comprehensive siudy of the community develop
ment credit union (CDCU) movement in the United States. CDCUs ar
cooperative financial institutions that provide basic financial services ir
low-income communities throughout the country — in central citie:
and rural areas. on Native American reservations, and in racially segre-
galed housing projects. At a time when the gap between rich and poon
Americans is growing, when poverty rates are increasing and racial ten-
sions are simmering. sometimes exploding, CDCUs are part o a strategy
for change. Thin Cats documents the history, role, and accomplishments
ol CDCUs. providing an insiders view of why they are needed, how they
operate. and suggestions [or policies thai can promote their growth and
success.

. brings 1o the subject 13 years of personal involve-
ment in the community development credit union movement, at
hoth the local and national levels. He is a Professor of Economics al
the University of Callornia. Santa Cruz. where he has taught since
1968. He is Provast of Merrill College, one of the eight liberal arts
undergraduate colleges on the UCSC campus. Since 1979, he has
been a member ol the Board of Directors of the Santa Cruz Commu-
nity Credit Union. A Canadian by birth, he earned a B.A. in History
1L Queen’s University in Ontario. lollowed by a Ph.D. at Princeton
Universiiy.

was established by the California

egislature in 1987 in response to the growing need for information
ind technical assistance by California’s cooperatives. The Center car-
ies out and promotes research about cooperatives and provides edu-
ation and development support 10 California's cooperatives. .
‘or more information abowt the Center. ils programs and publica-
ions, call (916) 752-2408, FAX (916)752-5451, or write (o:

Center for Cooperatives

University of California

Davis, CA 93616

1SRN 1 COS4A4T1 A4 A





