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Overview

Coming out of a perilous recession and devastatitigpse of the housing sector that led to neat thastruction of the financial
sector, it was difficult not to believe that thinigad to improve significantly from that point. Bihe first half of the year proved
to be a period of continued anticipation more tloae of significant improvement — at least to sparkteady, sustainable
economic recovery.

Mathematically, the numbers have reflected impromeimJobs have been created, consumer spendinmdraased, home
prices have risen and household debt burden hdmeikc While the numbers themselves seem to ingitaat hopefully the
worse is behind us, they don't provide evidenceé weare on an upward path to full recovery asatf y

How the economy will perform going forward restsedily on those same factors — employment, conswgpending and
corporate profitability. Each of these elementsehbgen greatly impacted by the depth and protrawéade of the last recession
to the point that is has the potential to alterstomer behavior patterns over the next decade. Admirthese, regulatory and
other government intervention into the fold has fhatential for creating another perfect storm toatld have major
implications in the scope and breadth of futurenecoic recovery.

At this point we suggest a “cautiously optimistatitiook..................
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The recession might have had a greater impact encdmsumer than what most believe. The depths efdécline, the
corresponding loss of jobs, household wealth aneralvmalaise could have altered future consumendimg behavior that
could be realized over the next decade.

In fact, over the past twelve months, consumer® ldeferred their spending on big ticket items sasmew homes, cars and
appliances and instead have elected to reduce lbesehold burden. Fundamentally, that is the righitg to do given that
household debt servicing has recently hit an aiktihigh of 19 percent of disposable income. Whergagill reward the
consumer in the long run, it certainly makes ifidifit for an industry which relies on making loaaisd extending credit.

When surveyed, a majority of consumers acknowleélgetheir goal is to avoid ever getting themseblesighly leveraged and
commit to stay more within their means. Franklyttkiad of commitment is probably good for at lefige years. Certainly, that
has been realized in credit union loan growth artdal reallocation of balance sheets.

There might not be a more important factor relatethe economy, and the nature of its recoveryy #raployment. During the
past recession, the economy lost approximatelylBamjobs. Even though consumer inflation baen held in check, at one

time last year, wholesale inflation was runningaafl0 percent
Non-Farm Payrolls annualized pace. With weak consumer demand, proslugere
(avg quarterly change, seasonally adjusted, in 000s) unable to pass on higher raw material and energepieaving
them with no alternative but to trim payroll costs.

It will take a very long time to recover the depthloss, possibly

400 451 457 462 475 five to six years. Jobs did increase during thet fquarter but
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1 I R A R workers and are destined for termination in midiate-July.
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But currently, the economy maintains anemployment
(1,276) rate of 9.5 percent (slightly lower due primatitythose leaving
the workforce) with about 15-million workers idlEhe number of
long-term unemployed (those jobless for 27 weelds (@neater) is about 6.8-million, or about 46 petogf unemployed base.
The so-called underemployment rate, which includlesunemployed plus those part-time workers seefkilkgime employment
and those not actively seeking, stands at 16.6epéerc

A more stabilized employment picture certainly i$oandation for future growth. It determines consurspending behavior,
facilitates demand, spurs construction and investraad fuels profitability. There is a direct cdateon between disposable
income and credit union share growth. As sucheddmes instrumental in credit union growth strategind the ability to create
stable and sustained net interest margins. Thissaggent supports such an outlook; however, we doailthced with another
downturn sometime over the next two years if theneeny stays in a weak, sluggish state.

From a household wealth point of reference, thesnbas been good. S&P/Case-Shiller reported thatdiee price index
showed that growth rates in all of its surveyedropatlitan areas improved in April (its latest repaompared to March. Its 20-
city composite rose 0.8% in April and is up 3.8qest versus this same time last year. Areas suClabas, Denver, San Diego
and San Francisco have now posted six consecutivehs positive annual rates (+3.3%, +4.4%, +11. 7% €18.0% in April,
respectively).

The report still shows that many of the gains aiterather modest and, not withstanding the aforentioned cities, somewhat
concentrated in California. S&P notes that nin¢gheftwenty cities had reached new lows at some time




since the beginning of the year. Eighteen citiggegienced month-to-month gains in April compareditoduring the previous
month. Only Miami and New York City were the twattiared the worst in April compared to March.

The most improved, year-over-year, area is Sancigem with an 18.0 percent improvement. It previpisd one of the largest
declines. The worst performance was in Las Vegdls avi-8.5 decline from April 2009. Las Vegas hasrbthe hit the hardest
during the housing collapse.

The data shows that, as of April 2010, average hprives across the nation are at similar levela/here they were in late

summer/early spring of 2003. From their peak ineddmy 2006 through the trough in April 2009, tlfec@y composite index is

down 32.6 percent. According to the Mortgage Baskessociation, refinancing applications are agairthe rise and drove a
good portion of the increase in overall applicagi¢est month. Unfortunately, soft demand pushedéhsates toward a 13-year
low. Average fixed rate conventional mortgage rdtaese flirted with the 4.65 percent level recertblping to spark a 12.6
percent increase in refinancing applications andrdmiting to an 8.8 percent increase in overafili@ptions.

Nearly 77 percent of all applications were for meficing,
reaching its highest level since April 2009 whigached 79.7 \|BA Refinancing Index
percent. Still, the April level was still well belothe most recent (Weeky)

peak of 85.3 percent in Jan 2009 and, before 835, percent in
Mar 2003. 10000 |

What makes the refinancing report interesting ésrdationship 8000 |
between the cost/benefit still available versusdbst/economic
malaise to today's consumer. The Fed reports tmattotal
charge-off rates for loans actually dropped in Maflom 2.71
percent to 2.39% with the FNMA's ratio of those iaasly
delinquent falling from 5.59 percent to 5.47 petcen 2000 1
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The coupon distribution for fixed rate mortgages Ishifted
significantly over the past 10 years, decliningadevel that
brings into question that, although we certainlyldcsee the
percentage of refi applications approach previoighsy will it translate into sufficient volume thatould materially impact
balance sheets. That might be restricted to theromece of a more meaningful recovery in the haysirarket which in turn
would spark home sales and overall financing appbos.
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Impact on Interest Rates

Over the first half of 2010, saw little change imemight but US TREASURY CURVE
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lower term rates. In comparison to December 2088rtgerm

4.50%

rates are slightly lower but longer-term rates significantly T
higher. This creates a steepness in the slopeeofuhve which BE
enables financial institutions to realize margispeads between 3.00%
what/where they loan and invest (should relativeeags hold) 2.50%
versus what they have to pay for funding. 2.00%
150%
The effective fed funds rate averaged 0.16 perdening the 100%
first half of 2010 compared with 0.18 percent ftie tsame 0.50%
period last year and equal to its average for &lR@09. The 0.00% {#F——r :
FOMC met four times and virtually retained theireyailing BaLzs 8 A g
monetary policy citing the weak labor market, flkyoconsumer U 2010 emmmmmDec 2000 emmmm=Doc 2008

spending but low inflation.




The benchmark 2-year and 10-year US treasury rades rfell 53 and 91 basis points, respectively .80 (percent and 2.93
percent. This change in nominal rates slightly telifthe slope of the curve. The spread betweerBi#month and two-year
treasury rates fell from 109 basis points to 43dpsints while the spread between the two-yeartand/ear note rates fell from
270 basis points to 233 basis points. That, inregs€¢ook 104 basis points out of the slope ofttiree.

We are now into our I9consecutive month of a protracted lowj
rate environment with few underlying signs that widl see a
meaningful (or at least sustainable) rising rateirenment - at
least over the next six to nine months.

8.00%

7.00% -
6.00% -
5.00% - . . .
During this period, the spread between core agtmiss) and
secondary asset activities (investments) has widleng
significantly. The steep environment has also iaseel the
relative cost of liquidity in that the spread begweovernight
funds and term rates (both core and secondarysassevery
wide.

2.00% -
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0.00% During a protracted trough like we've had, spre#texntials

can determine an institution’s ability to absorbatvimight be
considered relative low rate levels — namely fonwamtional
fixed rate mortgage loans. The pointis, whetednining the
“how low can we go (and hold)” if concerned ovee gubsequent extension in average life of an eguasset, an institution also
has to include the cost associated with not holttiegasset. That's when the concepts behind relaalue and total return come
into play.

L
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This also is the case when it comes to pickingpfuger marginal earning asset duration in this remvhent. The slope of the
curve, and associated loan/investment spreadstiguesvhich provides a better total return profdeen in a rising rate
environment — 1) the textbook approach of shortgmnat asset durations that would subsequently inwested into higher rates
along the way, or 2) pursue a longer 2.5 to 3.5-gesation, taking the value that the steep cumewiges.

Of course, this is not applicable across the baeecially for those institutions with sensitivguiidity profiles or possibly
higher loans-to-asset ratios. Saveat emptor.......

Currently, conventional wisdom expects the Fedetain their overnight benchmark target at 0 to (pecent through most of
2010 and possibly through the first quarter of nged@r. Even the futures market isn’t pricing mudhan increase (currently

positioned at 0.50 percent by April). Of coursest lspring the future’s market was pricing in a famdte that exceeded 1.00
percent by June 2010 — proving again that the problthat arise by using prevailing futures marketls for forecasting

purposes.

The change in loan rates seemed to move paraliielaliange in Dec'09 Jun'10 | Period | Spread
nominal rates although relative spreads on coneeatifixed LOANS Avg Avg | Change | Change
rate mortgages widened slightly (to the 10-year YUST Unsecured/Credit Cards-

Classic 11.64% 11.63% | -0.01% | -0.01%
On average, marginal loan rates fell about 30 hagists from Unsecured Fx-36mos 10.19% 10.58% [ 0.39% | 0.39%
their respective December 2009 levels. Given thatdverage |, .. .
spread to each specific index fell 8 basis poimseerage, this | .. car-soMos 522% 4.77% | 0.45% | 0.03%
implies that nominal rates themselves fell aboub&&is points. Used Car - 48Mos 537%  4.88% | -0.49% | 0.04%

k . . . Real Estate-

Investment yields fell during the first six montb$ 2010 as Home Equity -Syr 80% 631%  s.88% | 0.43% | -0.43%
well. The average yield on a 3-year Agency bulketrdased by Home Equity LOC a85% 4.43% | 0a2% | 0.42%
82 basis points from 1.92 percent to 1.10 percéhtee-year |51, arm 4.79%  4.31% | -0.48% | 0.07%
MBS structures fell only 34 basis points from 2@ércent t0 | 15yrrim 4.73%  4.34% | -0.39% | 0.16%
2.10 percent. One-year Agency bullets fell 5 bpsists. 30yr FLM 5.31% 4.84% | -0.47% | 0.18%




Average shares rates fell 20 basis points on ageragostly due
to narrower index spreads for short certificatemder term
certificate rates showed wider spreads from Dece20@9
levels.

Given that the index used for non-term sharesf{iads) did not
change during the first two quarters, lower shats were
directly attributable to narrower spreads — modikely a
function of credit unions’ strong liquidity profiland efforts to

SHARES

Dec'09
Avg

Jun'10
Avg

Period
Change

Spread
Change

Non-term Shares

Share Drafts

Regular Savings

Money Market Shares - 10k
Money Market Shares - 50k

Term Certificates-

0.30%
0.41%
0.75%
1.03%

0.25%
0.34%
0.59%
0.81%

-0.05%
-0.07%
-0.16%
-0.22%

-0.05%
-0.07%
-0.16%
-0.22%

. 3 months 0.78% 0.58% -0.20% -0.32%

keep cost of funds down to offset growing downwprdssure | g-months 1.09% 0.82% | -0.27% | -0.30%
on net interest margins. 1year 1.42% 1.11% | -0.31% | -0.18%
2 years 1.83% 1.55% -0.28% 0.25%

It is projected that net operating cash flow inseghabout 11 |3vears 2.19%  1.94% | -0.25% [ 0.46%

percent.

Impact on Credit Unions

Credit union balance sheets certainly have expeem slight shift in allocation — beyond the ttiatial influx of shares. This

has overwhelmed cash coffers and during a periadarfest loan demand, put downward pressure on assst yields. Thank

goodness credit unions operate on a spread basiglttand the slope of the yield curve, along witkvdward pressure on cost
of funds, gives many institutions some opportutitynanage an acceptable net interest margin.

Still, the lack of consumer loan demand continuese the bellwether of the industry. Loan growtmtowes to exist in
residential mortgages but many are troubled thabtily core asset growth opportunity is associatigld relatively long-duration
asset options. However, as noted before, the stespof the curve and the relative rate levels ofaliernatives enable most
credit unions to realize acceptable net interesgma without adversely affecting future incomeeatns - even in a rising rate
environment.

Annualized Growth Rates

)

2007 2008 2&9-| Q1-10

It is estimated that, as an industry, total asseteeased at an
annualized 6 percent pace through the first hathefyear — this
from a 9 percent annualized growth in overall sbare

10.0% - + 11.5%

% |
8.0% + 11.0%

Many institutions experienced little change in theét interest  6.0% |
margin (due mostly from improved loan quality) lnaid to deal
with additional insurance assessments and lowerimtenest
income — enough at least to temper equity growtit, apital
formation for the industry as a whole should remalout 10

percent.

+ 10.5%
4.0% +
-+ 10.0%

2.0% +

0.0% T 9.5%

Q2-10

The end of the second quarter should also see a&snstift in
the funding profile of the industry. The allocatiofi non-term
shares is expected to have increased while terrificzies
continue to decline. This helps to moderateé abfunds but it
also creates some exposure, particularly with gsoaated growth in money market accounts. In sospect, that growth
comes on the heels of a falling equity market cagisiembers to flee from their stock portfolio te gafety of their credit union.

-2.0% - - 9.0%

‘ 1 Asset 1 Capital —@=Ratio ‘

But challenges remain in the loan portfolio. Ipi®jected that loans outstanding fell 2 percentrduthe first six months of 2010
— this on top of the anemic 1.2 percent growth(02 Vehicle loans are down about 3 percent with wehicle loans falling 8

percent and used loans increasing 1 percent. \éeldaeins account for less than 30 percent of crgdiin loans outstanding —
paling in comparison to a 40 percent allocatiototdl loans a decade ago.




Real estate loans are little changed during the aed still account for about 47 percent of totalris outstanding. When the final
data is released, it most likely while show thdlt percent increase in first-lien mortgages wasetffgy a 5 percent decline in
second-lien mortgages. Home equity loan allocatidihremain about 8 percent of loans outstanding.

Delinquencies and Net Charge-offs
(Annualized) What might be a welcome surprise are improvemamtbath
7o > 86% 3.04% 2.95% 2.00% loan delinquency and net charge-offs which had bedn

256% experiencing an upward trend over the past fewsyear

The highest area of delinquency continues to becésed with
member business loans with a rate of 4.11 peresntf March
2010. This was followed by a 3.2 percent delinqyerate for
first-lien ARMs and 1.9 percent rate for unsecureetlit cards.

Mar09 Jun'09 Sep'09 Dec'09 Q1'10

Proj Q2-10

First-lien fixed rate mortgages and the remainirapstimer
loans each have a 1.4 percent delinquency rate.

Delinquency BINCO [JCombined Index

Strategically, credit unions will continue to stgle with retaining current revenue streams in mate of modest loan demand.
Opportunities continue to exist but it might regumany to recognize systematic and organic chathgedave occurred due to
depth of the most recent recession, their impaaamsumer spending behavior and the nature of ptedund services that credit
unions must be in a position to deliver.

We will discuss those very topics after the firglease of the second quarter data.

For comments or questions pertaining to this oreotbubject matters, you can reach Brian at 1-802-8427
or e-mail him aturnerb@swcorp.org
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