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-- DRAFT --
Note to accompany sample credit union law
This note accompanies the sample Credit Union Law (the Sample Law) for the Caribbean region prepared as a joint project of CARTAC and the Legal Department of the International Monetary Fund.  Many of the provisions of the Sample Law were designed in response to specific circumstances identified by CARTAC in the course of discussions with the authorities in the region.  This memorandum provides additional background on the considerations and assumptions on which the Sample Law is based.  Since each jurisdiction has its own unique set of circumstances and its own laws and regulatory structures, the Sample Law will need to be adapted to each.
General Considerations.  
Credit unions are financial institutions organized in cooperative form.  As financial institutions, credit unions are very similar to banks in their basic business in that they accept funds from their members in the form of shares or deposits and use those funds to make loans.  In the Caribbean region, they are typically formed under a cooperative societies act that applies to all types of cooperatives, including  agricultural and commercial cooperatives.  Responsibility for oversight of credit unions is generally assigned to the ministry that oversees cooperatives.  
It has been generally recognized in the region that these arrangements are suboptimal.  Given their similarity to banks, credit unions should be subject to an appropriate level of prudential supervision.  Prudential supervision generally has two goals, protection of the savings of the general public and financial stability.  The first goal is clearly appropriate for credit unions of any size.  Furthermore, given the significance of credit unions in the financial sectors of some of the jurisdictions in the region, the second goal may be equally as important.  However, a cooperative societies act will likely not provide a sufficient legal framework for prudential supervision.  In addition, the ministry or other office responsible for oversight of cooperatives will typically not have in-house expertise in prudential supervision.  For these reasons, a stronger framework for supervision of credit unions is needed.  The Sample Law is intended to provide guidance for accomplishing this goal.  

Though some fundamental similarity exists, at the same time credit unions differ from banks in several important respects.  They are member-owned and derive their capital over time from earnings, rather than from investments by external shareholder subscriptions.   They are able to offer their services to members only, rather than to the public at large.  They are fundamentally organized to promote the economic well-being of members, rather than to return a profit to investors.  They acquire legal existence by virtue of the process of registration as a credit union.  They typically require minimal initial funds for establishment.  They have more limited powers than banks.  They typically rely extensively on volunteer directors and officers selected from their membership.  
Given all these areas of difference between credit unions and banks, the Sample Law has been drafted as a stand-alone law to establish a framework for regulation and supervision of credit unions.  Another approach would be to apply a country’s existing banking law directly to credit unions.  Annex I shows a sample provision that might be used to accomplish this, though the specific terminology would depend on the structures of the applicable banking law and credit union law.  The disadvantage to such an approach is that the banking law would need to be reviewed provision by provision to determine all of the places where the language would need to be refined or amended to take credit unions into account and specific amendments to those provisions would need to be drafted.  In addition, it may be advisable to amend some provisions of the relevant credit union law to ensure satisfactory harmonization.  This can be a legally effective approach, but it may be less transparent and user-friendly than a stand-alone law.  Although the Sample Law has been drafted to be a stand-alone law different from the local banking law, the Sample Law nonetheless has been drafted in light of the Basle Core Principles for Effective Banking Supervision (BCP).

A related but separate issue is the question of where the responsibility for credit union supervision should be lodged.  As a general proposition, such responsibility should be assigned to an entity or department whose sole responsibility is prudential supervision.  As a result, it is preferable that the responsibility not be assigned to the entity that is generally responsible for cooperatives, which may not have the financial expertise necessary for prudential supervision and may in addition have the goal of promoting cooperatives, which would be inconsistent with the supervisory role.  Assigning responsibility for credit union supervision to the bank supervisory authority would have the advantage of avoiding duplication of supervisory structures and making use of existing expertise in prudential supervision.  However, it is recognized that this option may not be feasible as a practical matter in many Caribbean jurisdictions. 
  
Given the foregoing, the Sample Law assumes a department headed by a single director and deputy director and contains provisions requiring accountability but without designating a specific reporting relationship.  However, a commission structure for the supervisory authority would be equally acceptable and can have some advantages.  The final choice of structure and location of the Department of Credit Unions will likely depend substantially on local circumstances.  Whatever structure is chosen, one key issue will be to provide operational independence for the supervisory authority to protect supervisory decision-making from political influences.  The independence of the supervisory authority should be balanced by a suitable level of transparency and accountability.  In any event, different structures may require adaptation of various provisions, such as those relating to governance, funding, and accountability of the Department and the process for administrative review of decisions of the Director.  
Specific Issues
Governance.  The Sample Law provides that the board of directors of each credit union is responsible to the members for the management of the business and affairs of the credit union.  The Sample Law also requires that each credit union have a Supervisory Committee and a Credit Committee.  As part of a system of checks and balances, the members of both of these committees are elected by the members.  Generally, the committee members may not also be members of the board of directors nor of any other committee.  However, for the Supervisory Committee, a special rule is provided that requires one member of the committee  to be a member of the board of directors.  The reason for this arises from the fact that the Supervisory Committee has hybrid responsibilities.  Its role with respect to the independent audits of the credit union is similar to that of the audit committee of the board of directors of a business corporation.  For both the credit union and the business corporation, the board is ultimately responsible for the financial condition of the entity and the results of the audit.  However, the Supervisory Committee of a credit union has a second role to oversee the activities of the board and ensure they are in compliance with the law and regulations.  In this regard, the Supervisory Committee is more of a watchdog for the members of the credit union.  The make-up and reporting responsibilities of the Supervisory Committee have been designed to recognize this hybrid role and to make certain that it is clear that the board remains ultimately responsible for all aspects of the management of the credit union.  
Capital adequacy.  Capital adequacy is the linchpin of prudential supervision.  Accordingly, the Sample Law provides for a net worth requirement for credit unions.  However, the Sample Law also recognizes that the primary source of net worth for credit unions is retained earnings and that it may take several years for a credit union to develop sufficient retained earnings to meet the net worth requirement.  As a result, the law provides that, for the first several years of a credit union’s life, a credit union is required to set aside a certain percentage of retained earnings in lieu of meeting the specific net worth calculation.  Because many credit unions will not have complex balance sheets, the basic net worth requirement is not required to be a risk-weighted calculation.  However, the supervisor is given the authority to mandate a risk-based rule for complex credit unions or credit unions of over a certain size.  The rationale is that larger and more complex credit unions compete more extensively with banks and are subject to similar risks.  As a result, they should be subject to a similar capital requirement.
Applicable accounting principles.  Principle 22 of the BCP imposes on banks the requirement to maintain financial records that are drawn up in accordance with internationally-accepted accounting policies and practices.  Prudential supervision generally depends on the availability of reliable financial information regarding the regulated entity. As a result, credit unions generally should be required to meet this standard.  However, full compliance with this requirement for very new and very small credit unions may be a challenge.  In order to accommodate to the realities of small, fledgling credit unions, the Sample Law authorizes the Director to prescribe specific requirements. 
Annual audit performed by an independent public accountant. The requirement for an annual audit by an independent public accountant is made applicable to banks by the BCP (Principle 22, EC 7) and its value is acknowledged. However, the cost of an annual audit requirement might be unbearable to nascent credit unions and stifle them. The Sample Law therefore provides that credit unions below a certain size could, at their election, be exempt from this requirement, while institutions over that size would be subject to it. Institutions below the threshold that make such election would be required, in lieu of the audit by the independent public accountant, to have an examination of their financial statements  performed by a committee of qualified individuals.

Administrative Appellate Body. Decisions of the Director should be subject to review in order to assure fair treatment of credit unions and accountability of the Director. We propose that a person aggrieved by decisions of the Director have the right to obtain review of the decision complained of (i) before an administrative entity (referred to generically in this Law as the “Administrative Appellate Body”), and thereafter--assuming that the complainant remains dissatisfied--  (ii)  before a court. Review before the Administrative Appellate Body as an initial step is desirable because such administrative review often succeeds in disposing of complaints outside of the court system in a cost-effective and efficient manner. The specific arrangements for administrative review will need to be determined by each jurisdiction, and the decisions will depend on the structure and location chosen by a that jurisdiction for the Department of Credit Unions.  For example, if the Department is housed under the Central Bank, then administrative review of decisions of the Director might be handled by the board of directors of the central bank. Regardless of the form chosen, a complainant who remains aggrieved after review through the Administrative Appellate Body has been completed has the right to obtain judicial review before a civil court.

Deposit insurance. It is understood that, in many Caribbean countries, deposit or share insurance is not now available for credit unions. Anticipating that it may someday be available, the Sample Law follows the approach of stating that credit unions are authorized to participate in deposit or share insurance schemes, with the prior approval of the Director and subject to any conditions or regulations that the Director may require.
Anti-money laundering/counter the financing of terrorism laws. It is understood that all Caribbean jurisdictions have enacted a suite of AML/CFT laws that are applicable to the operations of financial institutions, including credit unions.   As a result, the Sample Law does not include provisions dealing with this subject. 
Funding the Department of Credit Unions. It is proposed that the Department would be funded by fees charged for initial registration of credit unions, fees charged for examining such institutions, and semi-annual assessments to be made on credit unions by the Department. Accordingly, the Sample Law authorizes the Department to adopt regulations setting out a program for assessing credit unions on a sliding scale according to their size. The Department would be directed to adjust the assessment regularly, so as to maintain a rough balance between the Department’s needs and the assessment receipts. This arrangement would parallel that provided by many jurisdictions as a means of funding the banking supervisor, an arrangement that is also used by some jurisdictions for credit unions.
� See note 6 of the BCP notes that:


[i]n countries where non-bank financial institutions provide deposit and  lending services similar to those of banks, many of the Principles set out in this document would also be appropriate to such non-bank financial institutions. However it is also acknowledged that some of these categories of institutions may be regulated differently from banks as long as they do not hold, collectively, a significant proportion of deposits in a financial system.


� This may be the case, for example, for jurisdictions where banking supervision is carried out by the Eastern Caribbean Central Bank.   






