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ABSTRACT

The Law on Credit Unions was passed by the ParhamEtLithuania in the beginning of 1995 at
the very start of the credit unions’ movement. Tih& credit union was established at the end of
1995. Today the Lithuanian credit unions’ movembas more than 107.000 members with
accumulated savings of EUR 236,8 million and nmiwen EUR 179 million of disbursed loans.
These impressive growth results of credit unionkiihuania would have not be possible without a
favourable legal environment.

The structure of Lithuanian credit unions’ systelmsely reflects Desjardins credit unions model
(Quebec), because credit unions started theirigeun 1994 with a financial support of Canadian
International Development Agency, other donors anstrong know-how support of Desjardins
credit unions’ movement. Therefore initially theviaregulating credit unions activity in Lithuania,
were drafted according to the practice of Desjardiredit unions. Only later, when Lithuania was
preparing to join the European Union, laws werenfmarised with the EU legal environment
accordingly.

Over 15 years from the first piece of legislatiom dCredit Unions, several significant changes
occurred in its legal environment. The first im@ott amendments were passed in 2000, when a
package of 4 laws was passed in the Parliament@dments to the Law on Credit Unions, the Law
on Deposits’ Insurance and the Law on Legal Peidonudit Tax and a new Law on Central Credit
Union. The main function of the Central Credit Umis to ensure the liquidity of credit unions and
to restore the impaired solvency of credit unidhswo-tier credit unions’ system in Lithuania was
established in 2002 when the Lithuanian Central€tdnion was licensed by the Central Bank of
Lithuania. The other important achievement of L&thian credit unions was an exemption from EU
credit institutions directive Nb. 2000/12/EB (200@garding the minimum capital requirement,
which was agreed before entering the European Unibe third significant amendment of legal
environment was made in 2008, when a new versidrawof on Credit Unions was passed in order
to harmonise it with the Civil Code, a Law on Fingh Institutions and other laws.

The purpose of the paper is to analyse the striaificredit unions’ system in Lithuania and to
evaluate the attitudes of credit unions’ leadersemgards to legal environment of credit unions in
Lithuania.
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1. Structure of Lithuanian credit unions’ network

The movement of credit unions in Lithuania stariedl995. Over 15 years this movement has
developed and grown from scratch to a complex stracof financial cooperatives. Today the
Lithuanian credit unions network has more than .Q00 members with accumulated savings of

more than EUR 236,8 million and more than EUR tiflion of disbursed loans.

In the Chart 1 we can see credit unions and thembership growth from 1998 until the mid of
2010. As of 1st of July there were 68 credit usioperating in Lithuania and out of them 61 credit
unions were members of the Lithuanian Central i€igdion and the Association of Lithuanian

Credit Unions.
Chart 1. Credit unions and their members in Lithuana, 1998-2010
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The Chart 1 demonstrates that the number of cusliins was growing fast until 2004. After 2004
the growth of new credit unions slowed down, bgets, savings and loans are still growing.

Chart 2. Assets, savings and loans growth of CUsIbaging to LCCU/ ALCU network, 1998-2010
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Chart 3. Assets, savings and loans’ share of CUslbeging to LCCU/ALCU and non-members, 1st of
July, 2010

Assets Loans Savings
5,8% 9,4% 7,9%
94,2% 90,6% 92,1%
‘ B LCCU members B Non-LCCU merrbers‘ ‘ B LCCU members @ Non-LCCU members‘ ‘ B LCCU members @ Non-LCCU merrbers‘

Source: Central Bank of Lithuania, LCCU, 2010

The Chart 3 shows the share of credit unions lgghgnto LCCU and ALCU and non-member
credit unions as of July 1, 2010. Non-member cradibns owns only 5,8% of the total credit
unions’ assets in Lithuania, 7,9 % of accumulatadngs and 9,4% of disbursed loans.

The start-up credit unions in Lithuania were esthbd in 1994 by foreign donors: Canadian
International Development Agency (CIDA) and USAI&L a result of two independent donors two
separate projects were running at the same tindgeldppement International Desjardins (DID)
and World Council of Credit Unions (WOCCU). Afteeveral years of activity it became clear to
leaders of Lithuanian credit unions, that a deprag®n grants is not sustainable. DID project was
extended twice in 1997 and 2000 but on a conditian credit unions will create a consultancy in
Lithuania, which will be fully maintained by crediinions. Mainly due to this reason the
Association of Lithuanian credit unions (ALCU) wésunded in 1997 on the premises of DID
project and it started to collect small fees framdit unions. These small contributions at the very
beginning helped credit unions to get used to dea ithat the consultancy needed to be financed
with their own funds and only a self-sustainablevement had chances of surviving in a long
term.

Until the establishment of the Central Credit Unioriithuania, ALCU in parallel with DID project
provided all necessary services to credit uniomsarketing, training, IT solutions, assistance with
licensing, consultations, lobbying, credit lineslamedit unions’ liquidity management, monitoring.
The second association of credit unions, which vestablished by WOCCU, was created in 1997.
But this association ceased its activities whenfinancing from USAID stopped.

After several years of ALCU activity it was decideétit financial services should be provided by a
separate centralized financial facility. Consutiai regarding the establishment of a central
financial facility in Lithuania started in 1999. Aodel of the Central Credit Union (central finahcia
facility) was created in line with the existing nebaf a two-tier Desjardins credit unions system in
Quebec (Canada) with some exceptions relevantitbudnian legal environment. A separate law
for the Central Credit Union was passed on the d8tilay 2000. Lithuanian Central Credit Union
was established by 28 credit unions and the Govenhmof Lithuania in 2001 and licensed by the
Central Bank of Lithuania at the end of 2002.



Chart 4. Structure of credit unions network in Lithuania
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The structure of credit unions network in Lithuarggpresented in the Chart 4. Credit unions and
their members constitute the first level of cregitions’ system in Lithuania. According to the
banking legislation in Lithuania only credit unioaad commercial banks have status of a credit
institution and are allowed to accept deposits frim public. Credit unions together with
commercial banks are included in a state depassisrance system and supervised by the Central
Bank of Lithuania. On the second level of co-opgeeasystem two organisations are established: the
Lithuanian Central Credit Union and the Associatdiithuanian Credit Unions.

The Lithuanian Central Credit Union is a co-ope&atmember-based financial institution, which
provides all necessary services to credit unio@CU main functions are as follows:

e To ensure liquidity of credit unions. In order talfil this function the Liquidity Reserve
from credit unions deposits is established (credibns shall hold 1,2 % of their deposits in
this reserve). The amount of the Liquidity Resemas LTL 8,18 million (EUR 2,37 million)
as of 1 July, 2010.

e To restore impaired solvency of credit unions. Btabilization Fund was established in
order to maintain the financial stability of creditions (credit unions pay annual fee of 1,5
% from their deposits). The amount of the Stabiitra Fund was LTL 5,55 million (EUR
1,6 million) as of 1 July, 2010.

e To carry out additional supervision of its membedat unions.



e To provide financial services (deposits, loansremnir accounts, etc.) to member - credit
unions

e To provide payment services. Through the Centratd®iUnion credit unions are connected
to Payment and clearing centre of the Central BantkPayment cards authorization centre.

e To fulfil other functions that are necessary fadit unions (IT systems, marketing, training,
consultations, etc.).

The Association of Lithuanian Credit Unions act@akbbyist and representative for credit unions
and together with the LCCU works to ensure consiséad fair public image of its members.

Nevertheless the development of credit unions syst@as influenced not only by the efforts of

credit unions managers and elected officers, et Al favourable legal environment which is
going to be discussed further.

2. Legal environment of credit unions in Lithuania

The first Law on Credit Unions was passed in 198% law stipulated that credit unions — co-
operative credit institutions could be founded bieast 50 real members that shall be connected by
membership criteria. Membership could be basederidllowing features:

Employment in the same enterprise, institution;
Belonging to the same professional group;
Belonging to a certain formal registered assoamtio
Residing in the same location — a town or village.

Only natural persons could be accepted as memlbersi@dit union. The minimum share capital
requirement for credit unions was set LTL 15.0BUR 4.344). The minimum value of a single
share for a member should be LTL 300 (EUR 87).

According to the law credit unions could:

e Receive term and demand deposits from its memb#nsy credit unions, associations of
credit unions, public organisations of the Rdjgubf Lithuania, religious communities,
institutions authorised by the Government of ®epublic of Lithuania and/or local
governments, and international charitable (spomgoys foundations and/or  such
foundations of foreign states;

e Provide short-term and long-term loans to its memlonly for the purposes provided for in
the bylaws;

e Lend money to other credit unions or associatidnsredit unions, or borrow money from
other credit unions or associations of credit usiand shall invest liquid funds of the credit
union into government securities.

In order to be allowed to carry out these acegitia credit union shall be licensed by the Central
Bank of Lithuania, who was also obliged to supsvicredit unions in Lithuania in much the same
way it supervises commercial banks. Credit unioogd deposit its liquid funds only in the banks
that are registered in Lithuania and/ or in othates.

It was also prescribed by the law, that till 31 Baber 1997, credit unions shall be exempted from
the profit tax of legal persons during the firstotwears of their operation, calculating from the
moment of their registration. Since 1st January81@9if by that time two years will have elapsed
from the date of the registration of the creditamiprofit of the credit union shall be subjecthe
profit tax of legal persons, but the rate of itaklbe reduced by 70 per cent.



Although credit unions could carry out their maimdétions — accept deposits and lend to their
members, the legislation of credit unions stillddseveral serious shortcomings:
e Deposits of credit unions were not insured by stiggeosits’ insurance while the deposits in
commercial banks were insured.
e Credit unions could not receive loans in case gfaired liquidity/ solvency (except from
other credit unions or their association).
e Credit unions were lending to each other in thenfof term deposits without any guaranties.
e Credit unions did not have access to payments laading system of the Central Bank.
e Minimum share for a single member was too high canmg to real incomes of the people
in Lithuania at that time.
e Credit unions could not lend to small legal entesgs, which were established by members
of the credit unions.
e Credit unions could include only one membershipeada in their by-laws.

Therefore amendments to the existing credit uniegsslation were initiated by credit unions
representatives with a help from Canadian expaits. result of this initiative, a package of 4 laws
was passed by the Parliament (Seimas of the Repabliithuania) in 2000: amendments to the
Law on Credit Unions, the Law on Deposits’ Insusand the Law on Legal Persons’ Profit Tax
and a new Law on the Central Credit Union (see & adbr the main amendments).

Another important achievement of Lithuanian cresiitons was an exemption from the EU directive
on credit institutions Nb. 2000/12/EB (2000) foretminimum capital requirement, which was
agreed before entering the European Union. Foligwiegotiations with the European Union, the
EU requirement for the minimum initial capital anmbng to EUR 1 million was prescribed only to
the Central Credit Union, excluding credit unions.

Nevertheless, Lithuanian credit unions could notfohe initial capital of the Central Credit Union
without a help of the Lithuanian Government. Theref a possibility to accept the Government as a
member of Central Credit Union was prescribed enl#w.

Participation scheme for the Government was sttdriollowing way:

e The Government had to buy 1 main share and 529%i@ua shares in the amount of LTL
1000. Total amount of the Government allocated meamstituted LTL 5,3 million (EUR
1,53 million).

e Periodically credit unions should buy parts of (é@evernment shares until the Government
shares are fully repaid.

e Although the Government owned the largest parthaf share capital, it did not have
exclusive voting rights.

Table 1. Amendments to the credit unions’ legislatin in 2000

Nb. | Name of the Law The scope
1. New version of the Law on CreditA share for a single natural member was reduceah fird L
Unions 300 to LTL 100. Share for a single legal person setsat LTL
1000.

Possibility to accept small legal persons, that estblished
by members of the credit unions (up to 49 employeess

included.
2. Amendments of the Law on LegaExemption from the profit tax was extended. Accogdio the
Persons Profit Tax Law amendment from 1 January 2000 until 1 January 2008it




unions shall be exempted from the Profit Tax. Sihdanuary
2003 the profit of the credit union shall be subjecthe profit
but the rate of which shall be reduced by 70 pat.ce

3. Amendments of the Law onCredit unions were included in the state deposisiriance
Deposits Insurance scheme.

The annual rate of an insurance premium was detlaws:
1) 0,45 per cent for banks and branches of banks;
2) 0,2 per cent for credit unions.

4, Law on the Central Credit Union Central Credit &miis a credit institution organized on go-
operative basis, established by credit unions géll@ersons
and the Government of the Republic of Lithuanisadoody
authorized by it, functioning as a co-operativeietyc

The Central Credit Union shall function on the basii sharg
capital and discharge the functions of the suppgrtof
liquidity and restoration of solvency of credit ang, accept
deposits and other repayable funds, provide loadsaasume
the risk and responsibility related to it.

Since 1 July 2003 the Law on Financial Institutia@ne into power in Lithuania. This law has
specified the services which are considered firsrsgrvices, the requirements set for the founders,
participants and heads of the financial undertekiagd credit institutions engaged in the provision
of financial services, the rights and duties thgreonditions of, procedure for and peculiaritids o
the establishment, pursuit of business, procedurarid peculiarities of supervision of the actesti

of the financial institutions providing licenseaddincial services. The Financial Institutions Lanwswa
prepared in order to harmonise Lithuanian legalrenment with the EU legal environment.

Since the law created new rules for credit ingonsg, the laws regulating credit unions and the
Central Credit Union activity had to be adaptederEfiore new drafts of the Credit Unions Law and
the Central Credit Union Law were prepared. Thaahdraft of the new Credit Unions Law which
was prepared by Central Bank in 2004, was veryicgise and therefore was not passed by the
Parliament of Lithuania. The main reason for posipg this draft law was an inadequate regulation
of credit unions activity. Since credit unions weret a subject to the EU credit institutions’
directive regulation, credit unions appealed to Baliament members and the draft law was
returned for more detailed preparation. Meanwhike ltithuanian Central Credit Union fell under
the EU regulation and the new version of the new ba the Central Credit Union was passed by
the Parliament of Lithuania. The new Law on the t&@@rCredit Union came into effect on 1st May,
2004 (the first day of Lithuania’s membership i tBU). This Law on the Central Credit Union
established very strict qualification requiremerits the managers of LCCU, more strict
requirements for writing minutes of the board atiteo elected bodies meetings. The internal audit
was also established.

After long discussions, a new Law on Credit Uniavess prepared and the Parliament approved it
this time. The new law came into effect on 1st dapul999.

Its effects on credit unions’ legal environmentiddoe summed up by these main points:
¢ New membership conditions were created. Credit nsmioould be founded only on a
territorial basis (original municipality and itsigebouring municipalities).
e A broader range of legal persons was allowed tadoepted as members of a credit union.
e Membership share was equalized for both naturalegal persons — LTL 100.



e New prudential requirements were set for lendirige-size of the maximum loan could not
be higher than 25 per cent of the credit unionjsite& This requirement is not applied until
1 January, 2013 for credit unions, which capitasinot exceed LTL 2 millions.

e Strict conditions were set for the lending to thenagers of a credit union.

e Qualification requirements were set to the manageetected bodies.

e For the credit unions, which assets’ size excedaddd10 million, a requirements to have
both an external and internal audit were set.

e Three levels procedure for the establishment ofredit union was set. Establishment
requirements were made stricter.

One more important amendment to credit unions sgmgul was made in 2008, when the exemption
for the profit tax was abolished by the Parliamdihis was influenced by the burdened economical
conditions in Lithuania since 2008.

In addition, credit unions’ activity is regulateg the Civil Code, the law on Co-operative Entities,
the Law on Payments. The draft Law on Consumer iCiedlso being prepared and is planned to
be passed this autumn’s Parliament session in ZDAng the past several years credit unions were
mostly affected by the new Law on Credit Unionscéwing to the proposals of credit unions and
their representative institutions (ALCU and LCCHadlers, some amendments to the Law on Credit
Unions have been suggested:
e To allow accepting public institutions owned by Bitate as associated members.
e To allow general manager of the credit union toobee a member of the board of the
Lithuanian Central Credit Union.
e To abolish a requirement for the 1/10 of share,mie loan is granted by the State or the
European Union funds.
e Do not apply the regulation of maximum loan to lawhich were granted until the end of
2008 (when the new Law on Credit Unions came iotod).
e To allow including other unredeemable means toréiserve capital of a credit union. This
will ensure the possibility to add means from trenttal Credit Union and the Stabilization
Fund straight to the reserve capital and to ensapéal adequacy in this way.

In order to have a broader view of credit uniorsiders attitudes to the current credit unions’llega
environment research was conducted.

3. Scope of the research and methodology

The purpose of the research is to evaluate thei@as of credit unions’ leaders towards the legal
environment of credit unions in Lithuania and teuis recommendations for the development of
credit unions’ legislation in Lithuania.

In line with the research goals, a questionn&rghe managers of credit unions, which are
members of the Lithuanian Central Credit Union (LOGnd the Association of Lithuanian credit
unions (ALCU), was prepared. The questionnaire eaasposed of 11 questions and delivered to 61
credit unions. Answers were received from 53 credibns. Survey was conducted in July and
August, 2010.

Credit unions were divided into 2 groups: smalldd@renions (asset size — up to 10 million LTL)
and large credit unions (asset size — over 100nilliTL). This distinction was made in line with the
new Law on Credit Unions, where different regulati@re set for small and large credit unions.



Table 2. LCCU and ALCU member credit unions by asds size on July 1, 2010

Group of credit unions | Size of credit union assets | Number of CU Number of filled
(LTL) managers, that guestionnaires
participated in the
survey
Small credit unions Assets <10 million 34 30
Large credit unions Assets > 10 million 27 23

Source; LCCU data, 2010

4. The research findings: attitudes of Lithuanian cedit unions’ managers about
Lithuanian legal environment of credit unions

The Chart 5 reflects credit unions opinion on thegal environment in Lithuania. According to the
results, small credit unions gave more favourabkuation — 6,30 and large credit unions — 5,39
(out of 10 scores). In general credit unions’ eatibns were ranging from 3 till 10 scores.

Chart 5. Evaluation of credit unions’ legal envirorment
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The Chart 6 reflects credit unions’ evaluation ke hew Law on Credit Unions, which came into
effect on 1 January, 2009. The opinion of large simall credit unions was very similar — most of
leaders indicated that their opinion on this laaswnore positive than negative (76,7 % of small
credit unions and 60,9 % of large credit unions).



Chart 6. Evaluation of the new Law on Credit Unions(effective since January %, 2009)
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The opinion on membership conditions accordindheortew law was very positive. 60,8 % of small
credit unions and 52,2 % of large credit uniondidgated that membership conditions were
positively facilitated. The main reasons for theifige evaluation were the following: members can
be accepted from the neighbouring municipalities additional membership criteria is required, a
single share for the legal persons was reducech(fréL 1000 till LTL 100), children of members
may be accepted for limited services without a menstiip share.

16,7 % of small credit unions and 26,1 % of largedi unions indicated that membership
conditions were restricted because members canmotatcepted from non-neighbouring
municipalities.

Chart 7. Opinion about the membership conditions acording the new Law on Credit Unions
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Credit unions’ leaders opinion about the lendingditons was more negative (see the Chart 8).
69,6 % of larger credit unions and 36,7 % of smeddit unions said that lending conditions were
restricted. Most of them indicated the maximum |lee@ requirement for members and managers as
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the reason. Several credit unions indicated thatihg conditions were facilitated, because
procedures for small loans were not longer so ¢icated.

Chart 8. Opinion about the lending conditions accading the new Law on Credit Unions
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Prudential requirements of credit unions were eataldl as partially useful by 56,7 % of small credit
unions and 78,3 % of large credit unions (see thariC 9). 33,3 % small and 13 % large credit
unions indicated that all prudential requiremengsenuseful to credit unions.

Chart 9. Opinion about prudential requirements accading the new Law on Credit Unions
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Only part of the credit unions (20 % of small arj43% of large credit unions ) expressed positive
opinion on about the requirement to have an indégenaudit of the financial statements. 10 % of
small and 21,7 % of large credit unions had morsitpe than negative opinion about an
independent audit (see the Chart 10).
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More small than large credit unions were negatalut the requirement to have an internal audit.
The negative opinion about the external and inteandit was mainly influenced by the costs of an
audit, which is relatively expensive to small étechions (see the Chart 11).

Chart 10. Opinion about the requirement to have inépendent audit, when CU assets exceeds 10
million LTL
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Chart 11. Opinion about the requirement to have inérnal audit, when CU assets exceeds 10 million
LTL
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Opinion on the competence and powers of the CeBarak according to the Law on Credit Unions

was mainly positive. Nevertheless 26,7 % of small 80,4 % of large credit unions had more

negative than positive opinion and 4,3 % of largedit unions had negative opinion (see the Chart
12).
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Chart 12. Opinion about the competence and powerd the Central Bank according the Law on Credit
Unions
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Tax laws were evaluated positively by 33,3 % of knand 47,8 % of large credit unions. Mostly
credit unions indicated that taxation for creditamns is no longer favourable because the exemption
of the profit tax was abolished (see the Chart 13).

Chart 13. Evaluation of tax laws, which are appliedo credit unions in Lithuania
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In total, 50 % of small credit unions and 73,9 %avfie credit unions expressed the opinion that the
Law on Credit Unions shall be amended. There weweef leaders (30 % small CUs and 43,5 %
large CUs) who suggested amending other laws, wieighlate credit unions activity.
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Conclusions:

1. The network of credit unions in Lithuania is stuwetd as a two level co-operative system
with credit unions and their members on the fiestel and the Lithuanian Central Credit
Union and the Association of Lithuanian Credit Uhsmn the second level.

2. The development of credit unions system was inftednnot only by the efforts of credit
unions managers and elected officers, but also fay@urable legal environment. The main
advantages of credit unions’ legislation are al®¥ed:

e Status of a credit union as a credit institutiorick allows accepting deposits from the
public.

e Credit unions’ inclusion in the system of the Statkeposit insurance.

e Profit tax exemption that was applied to creditamsi for more than 10 years.

e Safety and stability instruments, established leylthw on Central Credit Union, dedicated
to the maintenance of credit unions’ liquidity arapital adequacy.

e The Government’s support to the establishment ef lththuanian Central Credit Union:
investment in the initial capital of LCCU (LTL 5/8illion) and donation to the Stabilization
Fund (LTL 0,7 million).

e Exemption from a minimum capital requirement frdra EU directive on credit institutions.

3. Small credit unions evaluated credit unions’ legiaironment in Lithuania more positively
than large credit unions. New Law on Credit Unigefective since 1 January, 2009) in
general was evaluated positively. According to tpenion of credit unions leaders, the
biggest restriction by the new law was a requirenf@nthe maximum size loan to be related
to a credit unions capital.

4. Credit unions’ taxation was evaluated positively38;3 % of small and 47,8 % of large
credit unions. Other credit unions indicated thetation of credit unions is no longer
favourable because the exemption of the profitwas abolished. Since credit unions face
capital accumulation problems, an exemption ofpitedit tax shall be extended.
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