NATIONAL CREDIT UNION ADMINISTRATION

RULES AND REGULATIONS

TRANSMITTAL SHEET

NCUA 8006 (M3500) Revised April 2004

TO: THE BOARD OF DIRECTORS OF THE FEDERAL CREDIT UNION OR THE
FEDERALLY INSURED CREDIT UNION ADDRESSED:

This is a revision to the National Credit Union Administration Rules and
Regulations.

1. PURPOSE. To revise the National Credit Union Administration Rules and
Regulations to reflect recent final rules, and to incorporate Changes 1
through 6 of the November 2001 edition. The following changes were made
in this revision:

a. Part 701—Organization and Operations of Federal Credit
Unions.

§701.20—Suretyship and guaranty. New section added.
§ 701.22—Loan participation. Revised paragraphs (a)(4) and (a)(5).

b. Part 708a—Conversion of Insured Credit Unions to Mutual
Savings Banks.

§ 708a.4—Voting procedures. Added paragraph (d).

c. Part 741—Requirement for Insurance.

§ 741.2—Maximum borrowing authority. Designated the existing
paragraph as (a) and added new paragraphs (b) and (c).

§ 741.221—Suretyship and guaranty requirements. New section
added.

d. Part 745—Share Insurance and Appendix.

§ 745.2—General principles applicable in determining insurance
of accounts. Added new paragraphs (e) and (f).

§ 745.4—Revocable trust accounts. Revised paragraphs (c) and (e).
§ 745.9-1—Trust accounts. Revised paragraph (c).
§ 745.9-2—IRA/Keogh accounts. Revised paragraph (a).
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Appendix to Part 745—Examples of Insurance Coverage Afforded
Accounts in Credit Unions Insured by the National Credit Union
Share Insurance Fund.

B. How Are Revocable Trust Accounts Insured? Revised the
third sentence.

Example 4. Revised Question and Answer paragraphs.
Example 5. New example added.
e. Part 790—Description of NCUA; Requests for Agency Action.

§790.2—Central and Regional Office Organization. Revised
paragraph (a); added new sentence at the end of paragraph (b)(6); and
revised paragraph (c)(1).

f. Part 795—0OMB Control Numbers Assigned Pursuant to The
Paperwork Reduction Act.

§795.1—OMB Control Numbers. Revised paragraphs (a) and (b).

2. This revision also corrects typing errors.

3. INSTRUCTIONS. Remove from your files the November 2001 NCUA Rules
and Regulations, including Changes 1 through 6, and replace with the April
2004 edition.

4. PREAMBLES. Enclosed with this revision are Federal Register published
preambles. Although not part of the rules, you may find them useful for
explanatory purposes.
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FOREWORD

This publication of the National Credit Union Administration Rules and Regulations
dated April 2004 supersedes the November 2001 edition. All amendments and revisions to
the rules and regulations finalized through February 2004 have been incorporated into
this edition.

Future changes to this edition will be published on a regular basis. Changes will be
furnished as loose leaf pages to replace the original pages and will be numbered begin-
ning with Change 1. These rules and regulations are officially codified in Chapter VII,
Title 12 of the Code of Federal Regulations (CFR), Parts 700 through 795.
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PART 700

DEFINITIONS

§700.1

§700.1 Scope.

The definitions in §700.2 apply to terms used
in this chapter. Many additional definitions ap-
pearinthe parts where the terms are used.

§700.2 Definitions.

Asused in this chapter:

(a) “Act” means the Federal Credit Union Act
(73 Stat. 628, 84 Stat. 944, 12 U.S.C. 1751-
1795(k)).

(b) “Administration” means the National Credit
Union Administration.

(c) “Board” means the National Credit Union
Administration Board.

(d) “Credit Union” means a credit union char-
tered under the Federal Credit Union Act or, as
the context permits, under the laws of any State.

(e)(1) Insolvency. A credit union will be deter-
mined to be insolvent when the total amount of
its shares exceeds the present cash value of its
assets after providing for liabilities unless:

(i) It is determined by the Board that the
facts that caused the deficient share-asset ratio
no longer exist; and

(i1) The likelihood of further depreciation
of the share-asset ratio is not probable; and

(iii) The return of the share-asset ratio to
its normal limits within a reasonable time for
the credit union concerned is probable; and

(iv) The probability of a further potential
loss to the insurance fund is negligible.

(2) For purposes of this section, the fol-
lowing definitions are used:

(i) “Cash value of assets.” Recorded value
will be considered the cash value of any asset
account providing accepted accounting prin-
ciples and practices are followed and the provi-
sions of law, regulation, and bylaws are met.
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Definitions

(ii) “Liabilities.” Recorded liabilities which
are due and payable, excluding shares of mem-
bers and nonmembers, are considered liabilities.

(f) Paid-in and unimpaired capital and surplus
means shares plus post-closing, undivided earn-
ings. This does not include regular reserves or
special reserves required by law, regulation or spe-
cial agreement between the credit union and its
regulator or share insurer. “Paid-in and
unimpaired capital and surplus” for purposes of
the Central Liquidity Facility is defined in
§725.2(0) of this chapter.

(g) “Regional Director” means the representa-
tive of the Administration in the designated geo-
graphical area in which the office of the Federal
credit union is located.

(h) “Regional Office” means the office of the Ad-
ministration located in the designated geo-
graphical area in which the office of the Federal
credit union is located.

(1) “State” means a State of the United States,
the District of Columbia, any of the several Terri-
tories and possessions of the United States and
the Commonwealth of Puerto Rico.

(§) Unimpaired capital and surplus means the
same as “paid-in and unimpaired capital and sur-
plus,” as defined in paragraph (f) of this section.
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PART 701

ORGANIZATION AND OPERATIONS OF FEDERAL CREDIT UNIONS

§701.1-§701.6

§701.1 Federal credit union
chartering, field of membership
modifications, and conversions.

National Credit Union Administration policies
concerning chartering, field of membership modi-
fications, and conversions are set forth in Interpre-
tive Ruling and Policy Statement 03-1, Char-
tering and Field of Membership Policy (IRPS 03—
1). Copies may be obtained by contacting NCUA
at the addresses found in § 790.2(c) of this chapter.

§701.2 [Removed and Reserved]

§§701.3-701.5 [Reserved]

§701.6 Fees paid by Federal credit
unions.

(a) Basis for assessment. Each calendar year or
as otherwise directed by the Board, each Federal
credit union shall pay to the Administration for
the current National Credit Union Administration
fiscal year (January 1 to December 31) an opera-
ting fee in accordance with a schedule as fixed
from time to time by the National Credit Union
Administration Board based on the total assets
of each Federal credit union as of December 31
of the preceding year or as otherwise determined
pursuant to paragraph (b) of this section.

(b) Coverage. The operating fee shall be paid
by each Federal credit union engaged in oper-
ations as of January 1 of each calendar year, except
as otherwise provided by this paragraph.

(1) New charters. A newly chartered Federal
credit union will not pay an operating fee until
the year following the first full calendar year
after the date chartered.

(2) Conversions. A state chartered credit
union that converts to Federal charter will pay
an operating fee in the year following the
conversion. Federal credit unions converting to
state charter will not receive a refund of the
operating fee paid to the Administration in the
year in which the conversion takes place.

(8) Mergers. A continuing Federal credit
union that has merged with another credit
union will pay an operating fee in the following
year based on the combined total assets of the
merged credit union and the continuing Federal
credit union as of December 31 of the year in
which the merger took place. For purposes of
this requirement, a purchase and assumption
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transaction wherein the continuing Federal
credit union purchases all or essentially all of
the assets of another credit union shall be
deemed a merger. Federal credit wunions
merging with other Federal or state credit
unions will not receive a refund of the operating
fee paid to the Administation in the year in
which the merger took place.

(4) Liquidations. A Federal credit union
placed in liquidation will not pay any operating
fee after the date of liquidation.

(c) Notification. Each Federal credit union shall
be notified at least 30 days in advance of the sched-
ule of fees to be paid. A Federal credit union may
submit written comments to the Board for consid-
eration regarding the existing fee schedule. Any
subsequent revision to the schedule shall be pro-
vided to each Federal credit union at least 15 days
before payment is due.

(d) Assessment of Administrative Fee and Inter-
est for Delinquent Payment. Each Federal credit
union shall pay to the Administration an adminis-
trative fee, the costs of collection, and interest on
any delinquent payment of its operating fee. A
payment will be considered delinquent if it is post-
marked later than the date stated in the notice
to the credit union provided under § 701.6(c). The
National Credit Union Administration may waive
or abate charges or collection of interest if cir-
cumstances warrant.

(1) The administrative fee for a delinquent
payment shall be an amount fixed from time to
time by the National Credit Union Administra-
tion Board and based upon the administrative
costs of such delinquent payments to the
Administration in the preceding year.

(2) The costs of collection shall be the actual
hours expended by Administration personnel
multiplied by the average hourly salary and
benefits costs of such personnel as determined
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PART 701

by the National Credit Union Administration
Board.

(3) The interest rate charged on any delin-
quent payment shall be the U.S. Department of
the Treasury Tax and Loan Rate in effect on the
date when the payment is due as provided in 31
U.S.C. §3717.

(4) If a credit union makes a combined pay-
ment of its operating fee and its share insur-
ance deposit as provided in §741.4 of this
chapter and such payment is delinquent, only
one administrative fee will be charged and
interest will be charged on the total combined
payment.

§§701.7-701.11 [Reserved]

§701.12 [Removed]
§701.13 [Removed]

§701.14 Change in Official or
Senior Executive Officer in
Credit Unions that are Newly
Chartered or are in Troubled
Condition.

(a) Statement of Scope and Purpose. Section 212
of the Federal Credit Union Act (12 U.S.C. 1790a)
sets forth conditions under which a credit union
must notify NCUA in writing of any proposed
changes in its board of directors, committee mem-
bers or senior executive staff. The regulation only
applies in cases of newly chartered credit unions
and credit unions in troubled condition.

(b) Definitions. For the purposes of this section:

(1) “Committee member” means any indi-
vidual who serves as an official of the credit
union in the capacity of a credit committee
member or supervisory committee member.

(2) “Senior executive officer” means a credit
union’s chief executive officer (typically this
individual holds the title of president or treas-
urer/manager), any assistant chief executive
officer (e.g., any assistant president, any vice
president or any assistant treasurer/manager)
and the chief financial officer (controller). The
term “senior executive officer” also includes
employees of an entity, such as a consulting
firm, hired to perform the functions of positions
covered by the regulation.

(3) Except as provided in paragraph (b)(4) of
this section for corporate credit unions, “trou-

bled condition” means any insured credit union
that has one or a combination of the following
conditions:

(i) Has been assigned

(A) A 4 or 5 CAMEL composite rating
by the NCUA in the case of a federal credit
union, or

(B) An equivalent 4 or 5 CAMEL com-
posite rating by the state supervisor in the case
of a federally insured, state-chartered credit
union, or

(C) A 4 or 5 CAMEL composite rating
by NCUA based on core workpapers received
from the state supervisor in the case of a feder-
ally insured, state-chartered credit union in a
state that does not use the CAMEL system. In
this case, the state supervisor will be notified in
writing by the Regional Director in the Region
in which the credit union is located that the
credit union has been designated by NCUA as a
troubled institution;

(ii)) Has been granted assistance as out-
lined under Sections 208 or 216 of the Federal
Credit Union Act.

(4) In the case of a corporate credit union,
“troubled condition” means any insured cor-
porate credit union that has one or a combina-
tion of the following conditions:

(i) Has been assigned

(A) A 4 or 5 Corporate Risk Information
System (CRIS) rating by NCUA in either the
Financial Risk or Risk Management composites,
in the case of a federal corporate credit union,
or

(B) An equivalent 4 or 5 CRIS rating in
either the Financial Risk or Risk Management
composites by the state supervisor in the case of
a federally insured, state-chartered corporate
credit union in a state that has adopted the
CRIS system, or an equivalent 4 or 5 CAMEL
composite rating by the state supervisor in the
case of a federally insured, state-chartered cor-
porate credit union in a state that uses the
CAMEL system, or

(C) A 4 or 5 CRIS rating in either the
Financial Risk or Risk Management composites
by NCUA based on core workpapers received
from the state supervisor in the case of a feder-
ally insured, state-chartered credit union in a
state that does not use either the CRIS or
CAMEL system. In this case, the state super-
visor will be notified in writing by the Director
of the Office of Corporate Credit Unions that
the corporate credit union has been designated
by NCUA as a troubled institution;

701-2
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PART 701

ORGANIZATION AND OPERATIONS OF FEDERAL CREDIT UNIONS

§701.14

(i1) has been granted assistance as out-
lined under Sections 208 or 216 of the Federal
Credit Union Act.

(c) Prior Notice Requirement. An insured credit
union shall give NCUA written notice at least 30
days prior to the effective date of any addition
or replacement of a member of the board of direc-
tors or committee member or the employment or
change in responsibilities of any individual to a
position as a senior executive officer if:

(1) The credit union has been chartered for
less than 2 years; or

(2) The credit union meets the definition of
troubled condition as set forth in paragraph
701.14(b)(3) or (4).

(d) Procedures for Notice of Proposed Change
in Official or Senior Executive Officer.

(1) Filing and acceptance. Notices shall be
filed with the appropriate Regional Director. In
the case of a corporate credit union, notice shall
be filed with the Director of the Office of Cor-
porate Credit Unions. Additional references
herein to Regional Director will, for corporate
credit unions, mean the Director of the Office of
Corporate Credit Unions. State-chartered feder-
ally insured credit unions shall also file a copy
of the notice with their state supervisor. The
notice shall contain information pertaining to
the competence, experience, character, or integ-
rity of the individual with respect to whom the
notice is submitted, subject to the authority of
the Regional Director or his or her designee to
require additional information. The information
submitted must include the identity, personal
history, business background, and experience of
the individual, including material business
activities and affiliations during the past 5
years, and a description of any material pending
legal or administrative proceedings in which the
individual is a party and any criminal indict-
ment or conviction of such person by a state or
Federal court. Each individual on whose behalf
the notice is filed must attest to the validity of
the information filed. At the option of the indi-
vidual, the information may be forwarded to the
Regional Director by the individual; however, in
such cases, the credit union must file a notice to
that effect. Within ten calendar days after
receiving the notice, the Regional Director will
inform the credit union either that the notice is
complete or that additional specified informa-
tion is needed and must be submitted within 30
calendar days. If the initial notice is complete,
the Regional Director will issue a written deci-
sion of approval or disapproval to the individual

and the credit union within 30 calendar days of
receipt of the notice. If the initial notice is not
complete, the Regional Director will issue a
written decision within 30 calendar days of
receipt of the original notice plus the amount of
time taken by the credit union to provide the
requested additional information. If the addi-
tional information is not submitted within 30
calendar days of the Regional Director’s request,
the Regional Director may either disapprove the
proposed individual or review the notice based
on the information provided. If the credit union
and the individual have submitted all requested
information and the Regional Director has not
issued a written decision within the applicable
time period, the individual is approved.

(2) Waiver of prior notice requirement. Par-
ties may petition the appropriate Regional
Director for a waiver of the prior notice required
under this Section. Waiver may be granted if it
is found that delay could harm the credit union
or the public interest. Any waiver shall not
affect the authority of NCUA to issue a Notice
of Disapproval within 30 days of the waiver, or
within 30 days of any subsequent required
notice.

(3) Election of directors or credit committee
members.

(i) In the case of the election of a new
member of the board of directors or credit com-
mittee member at a meeting of the members of
a federally insured credit union, prior notice is
not required. However, a completed notice must
be filed with the appropriate Regional Director
within 48 hours of the election.

(11) If a director or credit committee
member is disapproved by NCUA, the board of
directors of the credit union may appoint its
own alternate, to serve until the next annual
meeting, contingent upon NCUA approval.

(e) Commencement of service. A proposed direc-
tor, committee member or senior executive officer
may begin to serve temporarily until the credit
union and the individual are notified in writing
of NCUA’s approval or disapproval of the proposed
addition or employment.

(f) Notice of Disapproval. NCUA may disapprove
the individual’s serving as a director, committee
member or senior executive officer if it finds that
the competence, experience, character, or integrity
of the individual with respect to whom a notice
under this section is submitted indicates that it
would not be in the best interests of the members
of the credit union or of the public to permit the
individual to be employed by, or associated with,
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the credit union. The Notice of Disapproval will
advise the parties of their rights of appeal pursu-
ant to 12 CFR Part 747 subpart J of NCUA’s Regu-
lations.

§§701.15-701.18 [Reserved]

§701.19 Benefits for Employees of
Federal Credit Unions.

(a) General authority. A federal credit union may
provide employee benefits, including retirement
benefits, to its employees and officers who are com-
pensated in conformance with the Act and the by-
laws, individually or collectively with other credit
unions. The kind and amount of these benefits
must be reasonable given the federal credit union’s
size, financial condition, and the duties of the em-
ployees.

(b) Plan trustees and custodians. Where a fed-
eral credit union is the benefit plan trustee or
custodian, the plan must be authorized and main-
tained in accordance with the provisions of part
724 of this chapter. Where the benefit plan trustee
or custodian is a party other than a federal credit
union, the benefit plan must be maintained in ac-
cordance with applicable laws governing employee
benefit plans, including any applicable rules and
regulations issued by the Secretary of Labor, the
Secretary of the Treasury, or any other federal
or state authority exercising jurisdiction over the
plan.

(c) Investment authority. A federal credit union
investing to fund an employee benefit plan obliga-
tion is not subject to the investment limitations
of the Act and part 703 or, as applicable, part
704, of this chapter and may purchase an invest-
ment that would otherwise be impermissible if
the investment is directly related to the federal
credit union’s obligation or potential obligation
under the employee benefit plan and the federal
credit union holds the investment only for as long
as it has an actual or potential obligation under
the employee benefit plan.

(d) Defined benefit plans. Under paragraph (c)
of this section, a federal credit union may invest
to fund a defined benefit plan if the investment
meets the conditions provided in that paragraph.
If a federal credit union invests to fund a defined
benefit plan that is not subject to the fiduciary
responsibility provisions of part 4 of the Employee
Retirement Income Security Act of 1974, it should
diversify its investment portfolio to minimize the

risk of large losses unless it is clearly prudent
not to do so under the circumstances.

(e) Liability insurance. No federal credit union
may occupy the position of a fiduciary, as defined
in the Employee Retirement Income Security Act
of 1974 and the rules and regulations issued by
the Secretary of Labor, unless it has obtained ap-
propriate liability insurance as described and per-
mitted by Section 410(b) of the Employee Retire-
ment Income Security Act of 1974.

(f) Definitions. For this section, defined benefit
plan has the same meaning as in 29 U.S.C.
1002(35) and employee benefit plan has the same
meaning asin 29 U.S.C. 1002(3).

§701.20 Suretyship and guaranty.

(a) Scope. This section authorizes a federal cred-
it union to enter into a suretyship or guaranty
agreement as an incidental powers activity. This
section does not apply to the guaranty of public
deposits or the assumption of liability for member
accounts.

(b) Definitions. A suretyship binds a federal cred-
it union with its principal to pay or perform an
obligation to a third person. Under a guaranty
agreement, a federal credit union agrees to satisfy
the obligation of the principal only if the principal
fails to pay or perform. The principal is the person
primarily liable, for whose performance of his obli-
gation the surety or guarantor has become bound.

(¢) Requirements. The suretyship or guaranty
agreement must be for the benefit of a principal
that is a member and is subject to the following
conditions:

(1) The federal credit union limits its
obligations under the agreement to a fixed
dollar amount and a specified duration;

(2) The federal credit union’s performance
under the agreement creates an authorized loan
that complies with the applicable lending regu-
lations, including the limitations on loans to one
member or associated members or officials for
purposes of §§701.21(c)(5), (d); 723.2 and 723.8;
and

(8) The federal credit union obtains a seg-
regated deposit from the member that is suffi-
cient in amount to cover the federal credit
union’s total potential liability.

(d) Collateral. A segregated deposit under this
section includes collateral:

(1) In which the federal credit union has
perfected its security interest (for example, if
the collateral is a printed security, the federal
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credit union must have obtained physical con-
trol of the security, and, if the collateral is a
book entry security, the federal credit union
must have properly recorded its security
interest); and

(2) That has a market value, at the close of
each business day, equal to 100 percent of the
federal credit union’s total potential liability
and is composed of:

(1) Cash;

(i) Obligations of the United States or its
agencies;

(iii) Obligations fully guaranteed by the
United States or its agencies as to principal and
interest; or

(iv) Notes, drafts, or bills of exchange or
banker’s acceptances that are eligible for
rediscount or purchase by a Federal Reserve
Bank; or

(83) That has a market value equal to 110
percent of the federal credit union’s total poten-
tial liability and is composed of:

(i) Real estate, the value of which is
established by a signed appraisal or evaluation
in accordance with part 722 of this chapter. In
determining the value of the collateral, the fed-
eral credit union must factor in the value of any
existing senior mortgages, liens or other encum-
brances on the property except those held by the
principal to the suretyship or guaranty agree-
ment; or

(ii)) Marketable securities that the federal
credit union is authorized to invest in. The fed-
eral credit union must ensure that the value of
the security is 110 percent of the obligation at
all times during the term of the agreement.

§701.21 Loans to Members and
Lines of Credit to Members.

(a) Statement of Scope and Purpose. Section
701.21 complements the provisions of Section
107(5) of the Federal Credit Union Act (12 U.S.C.
§1757(5)) authorizing Federal credit unions to
make loans to members and issue lines of credit
(including credit cards) to members. Section
107(5) of the Act contains limitations on matters
such as loan maturity, rate of interest, security,
and prepayment penalties. Section 701.21 inter-
prets and implements those provisions. In addi-
tion, Section 701.21 states the NCUA Board’s in-
tent concerning preemption of state laws, and ex-
pands the authority of Federal credit unions to
enforce due-on-sale clauses in real property loans.

Also, while § 701.21 generally applies to Federal
credit unions only, its provisions may be used by
state-chartered credit unions with respect to alter-
native mortgage transactions in accordance with
12 U.S.C. 3801 et seq., and certain provisions apply
to loans made by federally insured state-chartered
credit unions as specified in § 741.203 of this chap-
ter. Part 722 sets forth requirements for apprais-
als for certain real estate-secured loans made
under Section 701.21 and any other applicable
lending authority. Finally, it is noted that Section
701.21 does not apply to loans by Federal credit
unions to other credit unions (although certain
statutory limitations in Section 107 of the Act
apply), nor to loans to credit union organizations
(which are governed by Section 107(5)(D) of the
Act and Part 712.
(b) Relation to Other Laws:

(1) Preemption of state laws. Section 701.21
is promulgated pursuant to the NCUA Board’s
exclusive authority as set forth in Section 107(5)
of the Federal Credit Union Act (12 U.S.C.
§1757(5)) to regulate the rates, terms of repay-
ment and other conditions of Federal credit
union loans and lines of credit (including credit
cards) to members. This exercise of the Board’s
authority preempts any state law purporting to
limit or affect:

(i) (A) rates of interest and amounts of
finance charges, including:

(1) the frequency or the increments
by which a variable interest rate may be
changed;

(2) the index to which a wvariable
interest rate may be tied;

(3) the manner or timing of notifying
the borrower of a change in interest rate;

(4) the authority to increase the
interest rate on an existing balance;

(B) late charges; and

(C) closing costs, application, origina-
tion, or other fees;

(i1) terms of repayment, including:

(A) the maturity of loans and lines of
credit;

(B) the amount, uniformity, and fre-
quency of payments, including the accrual of
unpaid interest if payments are insufficient to
pay all interest due;

(C) balloon payments; and

(D) prepayment limits;

(ii1) conditions related to:

(A) the amount of the loan or line of

credit;
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(B) the purpose of the loan or line of
credit;

(C) the type or amount of security and
the relation of the value of the security to the
amount of the loan or line of credit;

(D) eligible borrowers; and

(E) the imposition and enforcement of
liens on the shares of borrowers and accommo-
dation parties.

(2) Matters not preempted. Except as pro-
vided by paragraph (b)(1) of this section, it is
not the Board’s intent to preempt state laws
that do not affect rates, terms of repayment and
other conditions described above concerning
loans and lines of credit, for example:

(1) insurance laws;

(i) laws related to transfer of and secu-
rity interests in real and personal property (see,
however, paragraph (g)(6) of this section con-
cerning the use and exercise of due-on-sale
clauses);

(ii1) conditions related to:

(A) collection costs and attorneys’ fees;

(B) requirements that consumer lending
documents be in “plain language”; and

(C) the circumstances in which a bor-
rower may be declared in default and may cure
default.

(3) Other Federal law. Except as provided
by paragraph (b)(1) of this section, it is not the
Board’s intent to preempt state laws affecting
aspects of credit transactions that are primarily
regulated by Federal law other than the Federal
Credit Union Act, for example, state laws con-
cerning credit cost disclosure requirements,
credit discrimination, credit reporting practices,
unfair credit practices, and debt collection prac-
tices. Applicability of state law in these
instances should be determined pursuant to the
preemption standards of the relevant Federal
law and regulations.

(4) Examination and Enforcement. Except
as otherwise agreed by the NCUA Board, the
Board retains exclusive examination and
administrative enforcement jurisdiction over
Federal credit unions. Violations of Federal or
applicable state laws related to the lending
activities of a Federal credit union should be
referred to the appropriate NCUA regional
office.

(5) Definition of State Law. For purposes of
paragraph (b) of this section, “state law” means
the constitution, laws, regulations and judicial
decisions of any state, the District of Columbia,
the several territories and possessions of the

United States, and the Commonwealth of
Puerto Rico.
(¢) General Rules—

(1) Scope. The following general rules apply
to all loans to members and, where indicated,
all lines of credit (including credit cards) to
members, except as otherwise provided in the
remaining provisions of Section 701.21.

(2) Written policies. The board of directors
of each Federal credit union shall establish
written policies for loans and lines of credit con-
sistent with the relevant provisions of the Act,
NCUA'’s regulations, and other applicable laws
and regulations.

(3) Credit applications and overdrafts. Con-
sistent with policies established by the board of
directors, the credit committee or loan officer
shall ensure that a credit application is kept on
file for each borrower supporting the decision to
make a loan or establish a line of credit. A
credit union may advance money to a member
to cover an account deficit without having a
credit application from the borrower on file if
the credit union has a written overdraft policy.
The policy must: set a cap on the total dollar
amount of all overdrafts the credit union will
honor consistent with the credit union’s ability
to absorb losses; establish a time limit not to
exceed forty-five calendar days for a member
either to deposit funds or obtain an approved
loan from the credit union to cover each over-
draft; limit the dollar amount of overdrafts the
credit union will honor per member; and estab-
lish the fee and interest rate, if any, the credit
union will charge members for honoring over-
drafts.

(4) Maturity. The maturity of a loan to a
member may not exceed 12 years. Lines of
credit are not subject to a statutory or regu-
latory maturity limit. Amortization of line of
credit balances and the type and amount of
security on any line of credit shall be as deter-
mined by contract between the Federal credit
union and the member/borrower.

(5) Ten percent limit. No loan or line of
credit advance may be made to any member if
such loan or advance would cause that member
to be indebted to the Federal credit union upon
loans and advances made to the member in an
aggregate amount exceeding 10% of the credit
union’s total unimpaired capital and surplus. In
the case of member business loans as defined in
§723.1 of this chapter, additional limitations
apply as set forth in §§723.8 and 723.9 of this
chapter.

701-6

April 2004



PART 701

ORGANIZATION AND OPERATIONS OF FEDERAL CREDIT UNIONS

§701.21

(6) Early payment. A member may repay a
loan, or outstanding balance on a line of credit,
prior to maturity in whole or in part on any
business day without penalty.

(7) Loan interest rates—

(i) General. Except when a higher max-
imum rate is provided for in paragraph (c)(7)(ii)
of this section, a Federal credit union may
extend credit to its members at rates not to
exceed 15 percent per year on the unpaid bal-
ance inclusive of all finance charges. Variable
rates are permitted on the condition that the
effective rate over the term of the loan (or line
of credit) does not exceed the maximum permis-
sible rate.

(i1) Temporary rates.—(A) 21 percent max-
imum rate. Effective from December 3, 1980
through May 14, 1987, a Federal credit union
may extend credit to its members at rates not
to exceed 21 percent per year on the unpaid bal-
ance inclusive of all finance charges. Loans and
line of credit balances existing on or before May
14, 1987, may continue to bear rates of interest
of up to 21 percent per year after May 14, 1987.

(B) 18 percent maximum rate. Effective
May 15, 1987, a Federal credit union may
extend credit to its members at rates not to
exceed 18 percent per year on the unpaid bal-
ance inclusive of all finance charges.

(C) Expiration. After March 8, 2005, or
as otherwise ordered by the NCUA Board, the
maximum rate on federal credit union exten-
sions of credit to members shall revert to 15
percent per year. Higher rates may, however, be
charged, in accordance with paragraph
(e)(7)1i)(A) and (B) of this section, on loans and
line of credit balance existing on or before
March 8, 2005.

(8)d) Except as otherwise provided herein,
no official or employee of a Federal credit union,
or immediate family member of an official or
employee of a Federal credit union, may receive,
directly or indirectly, any commission, fee, or
other compensation in connection with any loan
made by the credit union.

(i1) For the purposes of this section:

Compensation includes non monetary
items, except those of nominal value.

Immediate family member means a
spouse or other family member living in the
same household.

Loan includes line of credit.

Official means any member of the board
of directors or a volunteer committee.

Person means an individual or an
organization.

Senior management employee means the
credit union’s chief executive officer (typically,
this individual holds the title of President or
Treasurer/Manager), any assistant chief execu-
tive officers (e.g., Assistant President, Vice
President, or Assistant Treasurer/Manager), and
the chief financial officer (Comptroller).

Volunteer official means an official of a
credit union who does not receive compensation
from the credit union solely for his or her
service as an official.

(ii1) This section does not prohibit:

(A) Payment, by a Federal credit union,
of salary to employees;

(B) Payment, by a Federal credit union,
of an incentive or bonus to an employee based
on the credit union’s overall financial perform-
ance;

(C) Payment, by a Federal credit union,
of an incentive or bonus to an employee, other
than a senior management employee, in connec-
tion with a loan or loans made by the credit
union, provided that the board of directors of
the credit union establishes written policies and
internal controls in connection with such incen-
tive or bonus and monitors compliance with
such policies and controls at least annually.

(D) Receipt of compensation from a per-
son outside a Federal credit union by a volun-
teer official or non senior management employee
of the credit union, or an immediate family
member of a volunteer official or employee of
the credit union, for a service or activity per-
formed outside the credit union, provided that
no referral has been made by the credit union
or the official, employee, or family member.

(d) Loans and Lines of Credit to Officials—

(1) Purpose. Sections 107(5)(A) (iv) and (v)
of the Act require the approval of the board of
directors of the Federal credit union in any case
where the aggregate of loans to an official and
loans on which that official serves as endorser
or guarantor exceeds $20,000 plus pledged
shares. This paragraph implements the require-
ment by establishing procedures for determining
whether board of directors’ approval is required.
The section also prohibits preferential treatment
of officials.

(2) Official. An “official” is any member of
the board of directors, credit committee or
supervisory committee.

(3) Initial approval. All applications for loan
or lines of credit on which an official will be
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either a direct obligor or an endorser, cosigner
or guarantor shall be initially acted upon by
either the board of directors, the credit com-
mittee or loan officer, as specified in the Federal
credit union’s bylaws.

(4) Board of directors’ review. The board of
directors shall, in any case, review and approve
or deny an application on which an official is a
direct obligor, or endorser, cosigner or guarantor
if the following computation produces a total in
excess of $20,000:

(i) Add:

(A) The amount of the current applica-
tion.

(B) The outstanding balances of loans
including the used portion of an approved line of
credit, extended to or endorsed, cosigned or
guaranteed by the official.

(C) The total wunused portion of
approved lines of credit extended to or endorsed,
cosigned or guaranteed by the official.

(ii) From the above total subtract:

(A) the amount of shares pledged by the
official on loans or lines of credit extended to or
endorsed, cosigned or guaranteed by the official.

(B) The amount of shares to be pledged
by the official on the loan or line of credit
applied for.

(5) Nonpreferential treatment. The rates,
terms and conditions on any loan or line of
credit either made to, or endorsed or guaranteed
by

(i) an official

(ii) an immediate family member of an
official, or

(iii) any individual having a common
ownership, investment or other pecuniary
interest in a business enterprise with an official
or with an immediate family member of an offi-
cial shall not be more favorable than the rates,
terms and conditions for comparable loans or
lines of credit to other credit union members.
“Immediate family members” means a spouse or
other family member living in the same house-
hold.

(e) Insured, Guaranteed and Advance Commit-
ment Loans. A loan secured by the insurance or
guarantee of, or with an advance commitment to
purchase the loan by, the Federal Government,
a State government, or any agency of either, may
be made for the maturity and under the terms
and conditions, including rate of interest, specified
in the law, regulations or program under which
the insurance, guarantee or commitment is pro-

vided.

(f) 20-Year Loans. Notwithstanding the general
12-year maturity limit on loans to members, a
Federal credit union may make loans with matu-
rities of up to 20 years in the case of: (1) a loan
to finance the purchase of a mobile home if the
mobile home will be used as the member-bor-
rower’s residence and the loan is secured by a
first lien on the mobile home, (2) a second mort-
gage loan (or a nonpurchase money first mortgage
loan in the case of a residence on which there
is no existing first mortgage) if the loan is secured
by a residential dwelling which is the residence
of the member-borrower, and (3) a loan to finance
the repair, alteration, or improvement of a resi-
dential dwelling which is the residence of the
member-borrower.

(g) Long-Term Mortgage Loans:

(1) Authority. A Federal credit union may
make residential real estate loans to members,
with maturities of up to 40 years, or such longer
period as may be permitted by the NCUA Board
on a case-by-case basis, subject to the conditions
of this Section (701.21(g)).

(2) Statutory limits. The loan shall be made
on a one- to four-family dwelling that is or will
be the principal residence of the member-bor-
rower and the loan shall be secured by a per-
fected first lien in favor of the credit union on
such dwelling (or a perfected first security
interest in the case of either a residential
cooperative or a leasehold or ground rent
estate).

(3) Loan application. The loan application
shall be a completed standard Federal Housing
Administration, Veterans Administration, Fed-
eral Home Loan Mortgage Corporation, Federal
National Mortgage Association or Federal Home
Loan Mortgage Corporation/Federal National
Mortgage Association application form. In lieu
of use of a standard application the Federal
credit union may have a current attorney’s
opinion on file stating that the forms in use
meet the requirements of applicable Federal,
state and local laws.

(4) Security instrument and note. The secu-
rity instrument and note shall be executed on
the most current version of the FHA, VA,
FHLMC, FNMA, or FHLMC/FNMA Uniform
Instruments for the jurisdiction in which the
property is located. No prepayment penalty
shall be allowed, although a Federal credit
union may require that any partial prepay-
ments be made on the date monthly install-
ments are due and be in the amount of that
part of one or more monthly installments that
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would be applicable to principal. In lieu of use
of a standard security instrument and note, the
Federal credit union may have a current attor-
ney’s opinion on file stating that the security
instrument and note in use meet the require-
ments of applicable Federal, state and local
laws.

() First lien, territorial limits. The loan
shall be secured by a perfected first lien or first
security interest in favor of the credit union
supported by a properly executed and recorded
security instrument. No loan shall be secured by
a residence located outside the United States of
America, its territories and possessions, or the
Commonwealth of Puerto Rico.

(6) Due-on-sale clauses:

(i) Except as otherwise provided herein,
the exercise of a due-on-sale clause by a Federal
credit union is governed exclusively by Section
341 of Public Law 97-320 and by any regula-
tions issued by the Federal Home Loan Bank
Board implementing Section 341.

(i) In the case of a contract involving a
long-term (greater than twelve years), fixed rate
first mortgage loan which was made or
assumed, including a transfer of the liened
property subject to the loan, during the period
beginning on the date a state adopted a con-
stitutional provision or statute prohibiting the
exercise of due-on-sale clauses, or the date on
which the highest court of such state has ren-
dered a decision (or if the highest court has not
so decided, the date on which the next highest
court has rendered a decision resulting in a
final judgment if such decision applies state-
wide) prohibiting such exercise, and ending on
October 15, 1982, a Federal credit union may
exercise a due-on-sale clause in the case of a
transfer which occurs on or after November 18,
1982, unless exercise of the due-on-sale clause
would be based on any of the following:

(A) the creation of a lien or other
encumbrance subordinate to the lender’s secu-
rity instrument which does not relate to a
transfer of rights of occupancy in the property;

(B) the creation of a purchase money
security interest for household appliances;

(C) a transfer by devise, descent, or
operation of law on the death of a joint tenant
or tenant by the entirety;

(D) the granting of a leasehold interest
of 3 years or less not containing an option to
purchase;

(E) a transfer to a relative resulting
from the death of a borrower;

(F) a transfer where the spouse or chil-
dren of the borrower become an owner of the
property;

(&) a transfer resulting from a decree of
a dissolution of marriage, a legal separation
agreement, or from an incidental property
settlement agreement, by which the spouse of
the borrower becomes an owner of the property;

(H) a transfer into an inter vivos trust
in which the borrower is and remains a bene-
ficiary and which does not relate to a transfer
of rights of occupancy in the property; or

(I) any other transfer or disposition
described in regulations promulgated by the
Federal Home Loan Bank Board.

(7) Assumption of real estate loans by non-
members. A federal credit union may permit a
nonmember to assume a member’s mortgage
loan in conjunction with the nonmember’s pur-
chase of the member’s principal residence, pro-
vided that the nonmember assumes only the
remaining unpaid balance of the loan, the terms
of the loan remain unchanged, and there is no
extension of the original maturity date specified
in the loan agreement with the member. An
assumption is impermissible if the original loan
was made with the intent of having a non-
member assume the loan.

(h) Removed and replaced by part 723.

(1) Put Option Purchases in Managing Increased
Interest-Rate Risk for Real Estate Loans Produced
for Sale on the Secondary Market.

(1) Definitions. For purposes
§701.2131):

(i) “Financial options contact” means an
agreement to make or take delivery of a
standardized financial instrument upon demand
by the holder of the contract at any time prior
to the expiration date specified in the agree-
ment, under terms and conditions established
either by (A) a contract market designated for
trading such contracts by the Commodity
Futures Trading Commission, or (B) by a Fed-
eral credit union and a primary dealer in
Government securities that are counterparties
in an over-the-counter transaction.

(ii)) “FHLMC security” means obligations
or other securities which are or ever have been
sold by the Federal Home Loan Mortgage Cor-
poration pursuant to Sections 305 or 306 of the
Federal Home Loan Mortgage Corporation Act
(12 U.S.C. §§ 1454 and 1455).

(iii)) “FNMA security” means an obliga-
tion, participation, or any instrument of or
issued by, or fully guaranteed as to principal

of this
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and interest by, the Federal National Mortgage
Association.

(iv) “GNMA security” means an obliga-
tion, participation, or any instrument of or
issued by, or fully guaranteed as to principal
and interest by, the Government National Mort-
gage Association.

(v) “Long position” means the holding of a
financial options contract with the option to
make or take delivery of a financial instrument.

(vi) “Primary dealer in Government secu-
rities” means: (A) a member of the Association
of Primary Dealers in United States Govern-
ment Securities; or (B) any parent, subsidiary,
or affiliated entity of such primary dealer where
the member guarantees (to the satisfaction of
the FCU’s board of directors) over-the-counter
sales of financial options contracts by the
parent, subsidiary, or affiliated entity to a Fed-
eral credit union.

(vii) “Put” means a financial options con-
tract which entitles the holder to sell, entirely
at the holder’s option, a specified quantity of a
security at a specified price at any time until
the stated expiration date of the contract.

(2) Permitted Options Transactions. A Fed-
eral credit union may, to manage risk of loss
through a decrease in value of its commitments
to originate real estate loans at specified
interest rates, enter into long put positions on
GNMA, FNMA, and FHLMC securities:

(1) if the real estate loans are to be sold
on the secondary market within ninety (90)
days of closing;

(i1) if the positions are entered into: (A)
through a contract market designated by the
Commodity Futures Trading Commission for
trading such contracts, or (B) with a primary
dealer in Government securities;

(iii) if the positions are entered into
pursuant to written policies and procedures
which are approved by the Federal -credit
union’s board of directors, and include, at a min-
imum: (A) the Federal credit union’s strategy in
using financial options contracts and its anal-
ysis of how the strategy will reduce sensitivity
to changes in price or interest rates in its
commitments to originate real estate loans at
specified interest rates; (B) a list of brokers or
other intermediaries through which positions
may be entered into; (C) quantitative limits
(e.g., position and stop loss limits) on the use of
financial options contracts; (D) identification of
the persons involved in financial options con-
tract transactions, including a description of

these persons’ qualifications, duties, and limits
of authority, and description of the procedures
for segregating these persons’ duties, (E) a
requirement for written reports for review by
the Federal credit union’s board of directors at
its monthly meetings, or by a committee
appointed by the board on a monthly basis, of:
(1) the type, amount, expiration date, correla-
tion, cost of, and current or projected income or
loss from each position closed since the last
board review, each position currently open and
current gains or losses from such positions, and
each position planned to be entered into prior to
the next board review; (2) compliance with
limits established on the policies and proce-
dures; and (3) the extent to which the positions
described contributed to reduction of sensitivity
to changes in prices or interest rates in the Fed-
eral credit union’s commitments to originate
real estate loans at a specified interest rate; and

(iv) if the Federal credit union has
received written permission from the appro-
priate NCUA Regional Director to engage in
financial options contracts transactions in
accordance with this §701.21(i) and its policies
and procedures as written.

(3) Recordkeeping and Reporting.

(i) The reports described in §701.21
1)(2)(1i1)(E) for each month must be submitted
to the appropriate NCUA Regional Office by the
end of the following month. This monthly
reporting requirement may be waived by the
appropriate NCUA Regional Director on a case-
by-case basis for those Federal credit unions
with a proven record of responsible use of per-
mitted financial options contracts.

(i1)) The records described in §701.21
(1)(2)(ii1)(E) must be retained for two years from
the date the financial options contracts are
closed.

(4) Accounting. A Federal credit union must
account for financial options contracts trans-
actions:

(1) in accordance with standards estab-
lished by the NCUA Board in the Accounting
Manual for Federal Credit Unions, available
from NCUA, Administrative Office, 1775 Duke
Street, Alexandria, VA 22314, or such other
instruction as may be deemed appropriate; or

(i1) to the extent not inconsistent with
NCUA Board instructions, in accordance with
generally accepted accounting standards or
principles.
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§701.22 Loan Participation.

(a) For purposes of this section:

(1) “Participation loan” means a loan where
one or more eligible organizations participates
pursuant to a written agreement with the origi-
nating lender.

(2) “Eligible organizations” means a credit
union, credit union organization, or financial
organization.

(38) “Credit union” means any Federal or
state chartered credit union.

(4) Credit union organization means any
credit union service organization meeting the
requirements of part 712 of this chapter. This
term does not include trade associations or
membership organizations principally composed
of credit unions.

(5) Financial organization means any feder-
ally chartered or federally insured financial
institution; and any state or federal government
agency and their subdivisions.

(6) “Originating lender” means the partici-
pant with which the member contracts.

(b) Subject to the provisions of this section any
Federal credit union may participate in making
loans with eligible organizations within the limita-
tions of the board of directors’ written participa-
tion loan policies, PROVIDED:

(1) no Federal credit union shall obtain an
interest in a participation loan if the sum of
that interest and any (other) indebtedness
owing to the Federal credit union by the bor-
rower exceeds 10 per centum of the Federal
credit union’s unimpaired capital and surplus;

(2) a written master participation agree-
ment shall be properly executed, acted upon by
the Federal credit union’s board of directors, or
if the board has so delegated in its policy, the
investment committee or senior management
offical(s) and retained in the Federal credit
union’s office. The master agreement shall
include provisions for identifying, either through
a document which is incorporated by reference
into the master agreement, or directly in the
master agreement, the participation loan or
loans prior to their sale; and

(3) a Federal credit union may sell to or
purchase from any participant the servicing of
any loan in which it owns a participation
interest.

(c) An originating lender which is a Federal cred-
it union shall:

(1) originate loans only to its members;

(2) retain an interest of at least 10 per
centum of the face amount of each loan;

(8) retain the original or copies of the loan
documents; and

(4) Require the credit committee or loan
officer to use the same underwriting standards
for participation loans used for loans that are
not being sold in a participation agreement
unless there is a participation agreement in
place prior to the disbursement of the loan.
Where a participation agreement is in place
prior to disbursement, either the credit union’s
loan policies or the participation agreement
shall address any variance from non-participa-
tion loan underwriting standards.

(d) A participant Federal credit union that is
not an originating lender shall:

(1) participate only in loans it is empowered
to grant, having a participation policy in place
which sets forth the loan underwriting stand-
ards prior to entering into a participation agree-
ment;

(2) participate in participation loans only if
made to its own members or members of
another participating credit union;

(3) retain the original or a copy of the writ-
ten participation loan agreement and a schedule
of the loans covered by the agreement; and

(4) obtain the approval of the board of direc-
tors or investment committee of the disburse-
ment of proceeds to the originating lender.

§701.23 Purchase, Sale, and Pledge
of Eligible Obligations.

(a) For purposes of this Section:

(1) “Eligible obligation” means a loan or
group of loans;

(2) “Student loan” means a loan granted to
finance the borrower’s attendance at an institu-
tion of higher education or at a vocational
school, which is secured by and on which pay-
ment of the outstanding principal and interest
has been deferred in accordance with the insur-
ance or guarantee of the Federal Government,
of a State government, or any agency of either.

(b) Purchase.

(1) A Federal credit union may purchase, in
whole or in part, within the limitations of the
board of directors’ written purchase policies:

(i) Eligible obligations of its members,
from any source, if either (A) they are loans it
is empowered to grant or (B) they are
refinanced with the consent of the borrowers,
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within 60 days after they are purchased, so that
they are loans it is empowered to grant;

(i1) Eligible obligations of a liquidating
credit union’s individual members, from the lig-
uidating credit union,;

(iii) Student loans, from any source, if the
purchaser is granting student loans on an
ongoing basis and if the purchase will facilitate
the purchasing credit union’s packaging of a
pool of such loans to be sold or pledged on the
secondary market; and

(iv) Real estate-secured loans, from any
source, if the purchaser is granting real estate
secured loans pursuant to Section 701.21 on an
ongoing basis and if the purchase will facilitate
the purchasing credit union’s packaging of a
pool of such loans to be sold or pledged on the
secondary mortgage market. A pool must
include a substantial portion of the credit
union’s members’ loans and must be sold
promptly.

(2) A Federal credit union may make pur-
chases in accordance with this paragraph (b),
provided:

(i) the board of directors or investment
committee approves the purchase;

(i1) a written agreement and a schedule of
the eligible obligations covered by the agree-
ment are retained in the purchaser’s office; and
for purchases under paragraph (b)(1)(ii) of this
section, any advance written approval required
by §741.8 of this chapter is obtained before con-
summation of such purchase.

(8) The aggregate of the unpaid balance of
eligible obligations purchased under paragraph
(b) of this section cannot exceed 5% of the
unimpaired capital and surplus of the pur-
chaser. The following can be excluded in calcu-
lating this 5% limitation:

(i) Student loans purchased in accordance
with paragraph (b)(1)(iii) of this section;

(i) Real estate loans purchased in accord-
ance with paragraph (b)(1)(iv) of this section;

(iii) Eligible obligations purchased in
accordance with paragraph (b)(1)3) of this sec-
tion that are refinanced by the purchaser so
that it is a loan it is empowered to grant; and

(iv) An indirect lending or indirect leasing
arrangement that is classified as a loan and not
the purchase of an eligible obligation because
the federal credit union makes the final under-
writing decision and the sales or lease contract
is assigned to the federal credit union very soon
after it is signed by the member and the dealer
or leasing company.

(c)Sale.

(1) A Federal credit union may sell, in
whole or in part, to any source, eligible obliga-
tions of its members, eligible obligations pur-
chased in accordance with subsection (b)(1)(ii),
student loans purchased in accordance with sub-
section (b)(1)(iii), and real estate loans pur-
chased in accordance with subsection (b)(1)(iv),
within the limitations of the board of directors’
written sale policies, provided:

(i) The board of directors or investment
committee approves the sale; and

(i1) A written agreement and a schedule
of the eligible obligations covered by the agree-
ment are retained in the seller’s office.

(d) Pledge.

(1) A Federal credit union may pledge, in
whole or in part, to any source, eligible obliga-
tions of its members, eligible obligations pur-
chased in accordance with subsection (b)(1)(ii),
student loans purchased in accordance with sub-
section (b)(1)(iii), and real estate loans pur-
chased in accordance with subsection (b)(1)(iv),
within the limitations of the board of directors’
written pledge policies, provided:

(i) The board of directors or investment
committee approves the pledge;

(i1) Copies of the original loan documents
are retained; and

(iii) A written agreement covering the
pledging arrangement is retained in the office of
the credit union that pledges the eligible obliga-
tions.

(2) The pledge agreement shall identify the
eligible obligations covered by the agreement.

(e) Servicing.

A Federal credit union may agree to service any
eligible obligation it purchases or sells in whole
orinpart.

(f) 10 Percent Limitation.

The total indebtedness owing to any Federal
credit union by any person, inclusive of retained
and reacquired interests, shall not exceed 10 per-
cent of its unimpaired capital and surplus.

§701.24 Refund of Interest.

(a) The board of directors of a Federal credit
union may authorize an interest refund to mem-
bers who paid interest to the credit union during
any dividend period and who are members of
record at the close of business on the last day
of such dividend period. Interest refunds may be
made for a dividend period only if dividends on
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share accounts have been declared and paid for
that period.

(b) The amount of interest refund to each mem-
ber shall be determined as a percentage of the
interest paid by the member. Such percentage may
vary according to the type of extension of credit
and the interest rate charged.

(c) The board of directors may exclude from an
interest refund: (1) a particular type of extension
of credit; (2) any extension of credit made at a
particular interest rate; and (3) any extension of
credit that is presently delinquent or has been
delinquent within the period for which the refund
isbeing made.

§701.25 Charitable contributions
and donations.

(a) A federal credit union may make charitable
contributions and/or donate funds to recipients not
organized for profit that are located in or conduct
activities in a community in which the federal
credit union has a place of business or to organiza-
tions that are tax exempt organizations under Sec-
tion 501(c)(3) of the Internal Revenue Code and
operate primarily to promote and develop credit
unions.

(b) The board of directors must approve chari-
table contributions and/or donations, and the ap-
proval must be based on a determination by the
board of directors that the contributions and/or
donations are in the best interests of the federal
credit union and are reasonable given the size and
financial condition of the federal credit union. The
board of directors, if it chooses, may establish a
budget for charitable contributions and/or dona-
tions and authorize appropriate officials of the fed-
eral credit union to select recipients and disburse
budgeted funds among those recipients.

§701.26 Credit Union Service
Contracts.

A Federal credit union may act as a representa-
tive of and enter into a contractual agreement with
one or more credit unions or other organizations
for the purpose of sharing, utilizing, renting, leas-
ing, purchasing, selling, and/or joint ownership
of fixed assets or engaging in activities and/or serv-
ices which relate to the daily operations of credit
unions. Agreements must be in writing, and shall
advise all parties subject to the agreement that
the goods and services provided shall be subject

to examination by the NCUA Board to the extent
permitted by law.

§701.27 [Removed April 1998,
replaced by new part 712]

§§701.28-701.29 [Reserved]

§701.30 [Reserved]

§701.31 Nondiscrimination
Requirements.

(a) Definitions: As used in this part, the term:
(1) “application” carries the meaning of that
term as defined in 12 C.F.R. 202.2(f) (Regula-
tion B), which is as follows: “An oral or written
request for an extension of credit that is made
in accordance with procedures established by a
creditor for the type of credit requested”;

(2) “dwelling” carries the meaning of that
term as defined in 42 U.S.C. 3602(b) (Fair
Housing Act), which is as follows: “Any building,
structure, or portion thereof which is occupied
as, or designed or intended for occupancy as, a
residence by one or more families, and any
vacant land which is offered for sale or lease for
the construction or location thereon of any
building, structure, or portion thereof’; and

(3) “real estate-related loan” means any
loan for which application is made to finance or
refinance the purchase, construction, improve-
ment, repair, or maintenance of a dwelling.

(b) Nondiscrimination in Lending:

(1) A Federal credit union may not deny a
real estate-related loan, nor may it discriminate
in setting or exercising its rights pursuant to
the terms or conditions of such a loan, nor may
it discourage an application for such a loan, on
the basis of the race, color, national origin, reli-
gion, sex, handicap, or familial status (having
children under the age of 18) of:

(i) any applicant or joint applicant;

(il) any person associated, in connection
with a real estate-related loan application, with
an applicant or joint applicant;

(iii) the present or prospective owners,
lessees, tenants, or occupants of the dwelling for
which a real estate-related loan is requested;

(iv) the present or prospective owners,
lessees, tenants, or occupants of other dwellings
in the vicinity of the dwelling for which a real
estate-related loan is requested.
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(2) With regard to a real estate-related
loan, a Federal credit union may not consider a
lending criterion or exercise a lending policy
which has the effect of discriminating on the
basis of race, color, national origin, religion, sex,
handicap, or familial status (having children
under the age of 18). Guidelines concerning pos-
sible exceptions to this provision appear in
paragraph (e)(1) of this section.

(3) Consideration of any of the following fac-
tors in connection with a real estate-related
loan is not necessary to a Federal credit union’s
business, generally has a discriminatory effect,
and is therefore prohibited:

(i) the age or location of the dwelling;

(ii) zip code of the applicant’s current
residence;

(iii) previous home ownership;

(iv) the age or location of dwellings in the
neighborhood of the dwelling;

(v) the income level of residents in the
neighborhood of the dwelling;

Guidelines concerning possible exceptions to
this provision appear in paragraph (e)(2) of this
section.

(¢c) Nondiscrimination in Appraisals:

(1) A Federal credit union may not rely
upon an appraisal of a dwelling if it knows or
should know that the appraisal is based upon
consideration of the race, color, national origin,
religion, sex, handicap, or familial status
(having children under the age of 18) of:

(i) any applicant or joint applicant;

(i) any person associated, in connection
with a real estate-related loan application, with
an applicant or joint applicant;

(iii) the present or prospective owners,
lessees, tenants, or occupants of the dwelling for
which a real estate-related loan is requested;

(iv) the present or prospective owners,
lessees, tenants, or occupants of other dwellings
in the vicinity of the dwelling for which a real
estate-related loan is requested.

(2) With respect to a real estate-related
loan, a Federal credit union may not rely upon
an appraisal of a dwelling if it knows or should
know that the appraisal is based upon consider-
ation of a criterion which has the effect of
discriminating on the basis of race, color,
national origin, religion, sex, handicap, or
familial status (having children under the age of
18). Guidelines concerning possible exceptions to
this provision appear in paragraph (e)(1) of this
section.

(83) A Federal credit union may not rely
upon an appraisal that it knows or should know
is based upon consideration of any of the fol-
lowing criteria, for such criteria generally have
a discriminatory effect, and are not necessary to
a Federal credit union’s business:

(i) the age or location of the dwelling;

(ii) the age or location of dwellings in the
neighborhood of the dwelling;

(ii1) the income level of the residents in
the neighborhood of the dwelling.

(4) Notwithstanding paragraph (c)(3) of this
section, it is recognized that there may be fac-
tors concerning location of the dwelling which
can be properly considered in an appraisal. If
any such factor(s) is relied upon, it must be
specifically documented in the appraisal, accom-
panied by a brief statement demonstrating the
necessity of using such factor(s). Guidelines con-
cerning the consideration of location factors
appear in paragraph (e)(3) of this section.

(5) Each Federal credit union shall make
available, to any requesting member/applicant,
a copy of the appraisal used in connection with
that member’s real estate-related loan applica-
tion. The appraisal shall be available for a
period of 25 months after the applicant has
received notice from the Federal credit union of
the action taken by the Federal credit union on
the real estate-related loan application.

(d) Nondiscrimination in advertising. No federal
credit union may engage in any form of advertising
of real estate-related loans that indicates the cred-
it union discriminates on the basis of race, color,
religion, national origin, sex, handicap, or familial
status in violation of the Fair Housing Act. Adver-
tisements must not contain any words, symbols,
models or other forms of communication that sug-
gest a discriminatory preference or policy of exclu-
sion in violation of the Fair Housing Act or the
Equal Credit Opportunity Act.

(1) Advertising notice of nondiscrimination com-
pliance. Any federal credit union that advertises
real estate-related loans must prominently indi-
cate in such advertisement, in a manner appro-
priate to the advertising medium and format used,
that the credit union makes such loans without
regard to race, color, religion, national origin, sex,
handicap, or familial status.

(i) With respect to written and visual advertise-
ments, a credit union may satisfy the notice re-
quirement by including in the advertisement a
copy of the logotype, with the legend “Equal Hous-
ing Lender,” from the poster described in para-
graph (d)(3) of this section or a copy of the logotype,
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with the legend “Equal Housing Opportunity,”
from the poster described in §110.25(a) of the
United States Department of Housing and Urban
Development’s (HUD) regulations (24 CFR
110.25(a)).

(i1) With respect to oral advertisements, a credit
union may satisfy the notice requirement by a
spoken statement that the credit union is an
“Equal Housing Lender” or an “Equal Opportunity
Lender.”

(ii1) When an oral advertisement is used in con-
junction with a written or visual advertisement,
the use of either of the methods specified in para-
graphs (d)(1)(i) or (ii) of this section will satisfy
the notice requirement.

(iv) A credit union may use any other method
reasonably calculated to satisfy the notice require-
ment.

(2) Lobby notice of nondiscrimination. Every fed-
eral credit union that engages in real estate-re-
lated lending must display a notice of non-
discrimination. The notice must be placed in the
public lobby of the credit union and in the public
area of each office where such loans are made and
must be clearly visible to the general public. The
notice must incorporate either a facsimile of the
logotype and language appearing in paragraph
(d)(3) of this section or the logotype and language
appearing at 24 CFR 110.25(a). Posters containing
the logotype and language appearing in paragraph
(d)(3) of this section may be obtained from the
regional offices of the National Credit Union Ad-
ministration.

(3) Logotype and notice of nondiscrimination
compliance. The logotype and text of the notice
required in paragraph (d)(2) of this section shall
be as follows:

We Do Business in Accordance With the
Federal Fair Lending Laws

UNDER THE FEDERAL FAIR HOUSING ACT, IT IS ILLEGAL, ON THE BASIS

OF RACE, COLOR, NATIONAL ORIGIN, RELIGION, SEX, HANDICAP, OR

FAMILIAL STATUS (HAVING CHILDREN UNDER THE AGE OF 18), TO:

« Deny a loan for the purpose of purchasing, constructing, improving, repairing or
maintaining a dwelling, or deny any loan secured by a dwelling; or

« Discriminate in fixing the amount, interest rate, duration, application procedures
or other terms or conditions of such a loan, or in appraising property.

IF YOU BELIEVE YOU HAVE BEEN DISCRIMINATED
AGAINST, YOU SHOULD SEND A COMPLAINT TO:

Assistant Secretary for Fair Housing and Equal Opportunity
Department of Housing & Urban Development
Washington, D.C. 20410
For processing under the Federal Fair Housing Act
and to:

National Credit Union Administration
Office of Examination and Insurance
1775 Duke Street
Alexandria, VA 22314-3428
For processing under NCUA Regulations

UNDER THE EQUAL CREDIT OPPORTUNITY ACT, ITIS ILLEGAL
TO DISCRIMINATE IN ANY CREDIT TRANSACTION:

« On the basis of race, color, national origin, religion, sex, marital status, or age
« Because income is from public assistance, or

« Because aright was exercised under the Consumer Credit Protection Act.

IF YOU BELIEVE YOU HAVE BEEN DISCRIMINATED
AGAINST, YOU SHOULD SEND A COMPLAINT TO:

National Credit Union Administration
Office of Examination and Insurance
1775 Duke Street
Alexandria, VA 22314-3428

(e) Guidelines:

(1) Compliance with the Fair Housing Act is
achieved when each loan applicant’s credit-
worthiness is evaluated on an individual basis,
without presuming that the applicant has cer-
tain characteristics of a group. If certain lending
policies or procedures do presume group
characteristics, they may violate the Fair
Housing Act, even though the characteristics
are not based upon race, color, sex, national
origin, religion, handicap, or familial status.
Such a violation occurs when otherwise facially
nondiscriminatory lending procedures (either
general lending policies or specific criteria used
in reviewing loan applications) have the effect of
making real estate-related loans unavailable or
less available on the basis of race, color, sex,
national origin, religion, handicap, or familial
status. Note, however, that a policy or criterion
which has a discriminatory effect is not a viola-
tion of the Fair Housing Act if its use achieves
a legitimate business necessity which cannot be
achieved by using less discriminatory standards.
It is also important to note that the Equal
Credit Opportunity Act and Regulation B pro-
hibit discrimination, either per se or in effect,
on the basis of the applicant’s age, marital
status, receipt of public assistance, or the exer-
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cise of any rights under the Consumer Credit
Protection Act.

(2) Paragraph (b)(3) of this section prohibits
consideration of certain factors because of their
likely discriminatory effect and because they are
not necessary to make sound real estate-related
loans. For purposes of clarification, the prohibited
use of location factors in this section is intended
to prevent abandonment of areas in which a Fed-
eral credit union’s members live or want to live.
It is not intended to require loans in those areas
that are geographically remote from the FCU’s
main or branch offices or that contravene the pa-
rameters of a Federal credit union’s charter. Fur-
ther. this prohibition does not preclude requiring
a borrower to obtain flood insurance protection
pursuant to the National Flood Insurance Act and
Part 760 of NCUA’s Rules and Regulations, nor
does it preclude involvement with Federal or state
housing insurance programs which provide for
lower interest rates for the purchase of homes in
certain urban or rural areas. Also, the legitimate
use of location factors in an appraisal does not
constitute a violation of the provision of paragraph
(b)(8) of this section, which prohibits consideration
of location of the dwelling. Finally, the
prohibited use of prior home ownership does not
preclude a Federal credit union from consid-
ering an applicant’s payment history on a loan
which was made to obtain a home. Such action
entails consideration of the payment record on a
previous loan in determining creditworthiness;
it does not entail consideration of prior home
ownership.

(3)d) Paragraph (c)(3) of this section pro-
hibits consideration of the age or location of a
dwelling in a real estate-related loan appraisal.
These restrictions are intended to prohibit the
use of unfounded or unsubstantiated assump-
tions regarding the effect upon loan risk of the
age of a dwelling or the physical or economic
characteristics of an area. Appraisals should be
based on the present market value of the prop-
erty offered as security (including consideration
of specific improvements to be made by the bor-
rower) and the likelihood that the property will
retain an adequate value over the term of the
loan.

(i1)) The term “age of the dwelling” does
not encompass structural soundness. In addi-
tion, the age of the dwelling may be used by an
appraiser as a basis for conducting further
inspections of certain structural aspects of the
dwelling. Paragraph (c)(3) of this section does,
however, prohibit an unsubstantiated deter-

mination that a house over X years in age is not
structurally sound.

(iii) With respect to location factors, para-
graph (c)(4) of this section recognizes that there
may be location factors which may be consid-
ered in an appraisal, and requires that the use
of any such factors be specifically documented in
the appraisal. These factors will most often be
those location factors which may negatively
affect the short range future value (up to 3-5
years) of a property. Factors which in some
cases may cause the market value of a property
to decline are recent zoning changes or a signifi-
cant number of abandoned homes in the imme-
diate vicinity of the property. However, not all
zoning changes will cause a decline in property
values, and proximity to abandoned buildings
may not affect the market value of a property
because the cause of abandonment is unrelated
to high risk. Proper considerations include the
condition and utility of the improvement and
various physical factors such as street condi-
tions, amenities such as parks and recreation
areas, availability of public utilities and munic-
ipal services and exposure to flooding and land
faults.

§701.32 Payment on shares by
public units and nonmembers.

(a) Authority. A Federal credit union may, to
the extent permitted under Section 107(6) of the
Act and this section, receive payments on shares,
(regular shares, share certificates, and share draft
accounts) from public units and political subdivi-
sions thereof (as those terms are defined in § 745.1)
and nonmember credit unions, and to the extent
permitted under the Act, this section and § 701.34,
receive payments on shares (regular shares, share
certificates, and share draft accounts) from other
nonmembers.

(b) Limitations. (1) Unless a greater amount has
been approved by the Regional Director, the max-
imum amount of all public unit and nonmember
shares shall not, at any given time, exceed 20%
of the total shares of the federal credit union or
$1.5 million, whichever is greater.

(2) Before accepting any public unit or non-
member shares in excess of 20% of total shares,
the board of directors must adopt a specific written
plan concerning the intended use of these shares
and forward a copy of the plan to the Regional
Director. The plan must include:
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(i) A statement of the credit union’s needs,
sources and intended uses of public unit and non-
member shares;

(ii) Provision for matching maturities of public
unit and nonmember shares with corresponding
assets, or justification for any mismatch; and

(iii) Provision for adequate income spread be-
tween public unit and nonmember shares and cor-
responding assets.

(3) A federal credit union seeking an exemption
from the limits of paragraph (b)(1) of this section
must submit to the Regional Director a written
requestincluding:

(i) The new maximum level of public unit and
nonmember shares requested, either as a dollar
amount or a percentage of total shares;

(ii)) The current plan adopted by the credit
union’s board of directors concerning the use of
new public unit and nonmember shares;

(iii) A copy of the credit union’s latest financial
statement; and

(iv) A copy of the credit union’s loan and invest-
ment policies.

(4) Where the financial condition and
management of the credit union are sound and
the credit union’s plan for the funds is reason-
able, there will be a presumption in favor of
granting the request. When granted, exemptions
will normally be for a two-year period. The
Regional Director will provide a written expla-
nation for an exemption that is granted for a
lesser time period.

(5) The Regional Director will provide a
written determination on an exemption request
within 30 calendar days after receipt of the
request. The 30-day period will not begin to run
until all necessary information has been sub-
mitted to the Regional Director. All denials may
be appealed to the NCUA Board in a timely
manner. Appeals should be submitted through
the Regional Director.

(6) Upon expiration of an exemption, non-
member shares currently in the credit union in
excess of the limits established pursuant to (b)(1)
of this section will continue to be insured by the
National Credit Union Insurance Fund within ap-
plicable limits. No new shares in excess of the
limits established pursuant to (b)(1) of this section
shall be accepted. Existing share certificates in
excess of the limits established pursuant to (b)(1)
of this section may remain in the credit union
only until maturity.

(¢c) The limitations herein do not apply to ac-
counts maintained in accordance with 701.37
(Treasury Tax and Loan Depositaries; Deposi-

taries and Financial Agents of the Government)
and matching funds required by 705.7(b) (Commu-
nity Development Revolving Loan Program for
Credit Unions). Once a loan granted pursuant to
Part 705 is repaid, nonmember share deposits ac-
cepted to meet the matching requirement are sub-
ject to this section.

§701.33 Reimbursement,
Insurance, and Indemnification
of Officials and Employees.

(a) Official. An “official” is a person who is or
was a member of the board of directors, credit
committee or supervisory committee, or other vol-
unteer committee established by the board of di-
rectors.

(b) Compensation.

(1) Only one board officer, if any, may be
compensated as an officer of the board. The
bylaws must specify the officer to be com-
pensated, if any, as well as the specific duties of
each of the board officers. No other official may
receive compensation for performing the duties
or responsibilities of the board or committee
position to which the person has been elected or
appointed.

(2) For purposes of this section, the term
“compensation” specifically excludes:

(i) payment (by reimbursement to an offi-
cial or direct credit union payment to a third
party) for reasonable and proper costs incurred
by an official in carrying out the responsibilities
of the position to which that person has been
elected or appointed, if the payment is deter-
mined by the board of directors to be necessary
or appropriate in order to carry out the official
business of the credit union, and is in accord-
ance with written policies and procedures,
including documentation requirements, estab-
lished by the board of directors. Such payments
may include the payment of travel costs for offi-
cials and one guest per official;

(ii) provision of reasonable health,
accident and related types of personal insurance
protection, supplied for officials at the expense
of the credit union: Provided, that such insur-
ance protection must exclude life insurance;
must be limited to areas of risk, including acci-
dental death and dismemberment, to which the
official is exposed by reason of carrying out the
duties or responsibilities of the official’s credit
union position; must cease immediately upon
the insured person’s leaving office, without pro-
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viding residual benefits other than from
pending claims, if any; and
(iii) indemnification and related insurance
consistent with paragraph (c) of this Section.
(¢c) Indemnification.

(1) A Federal credit union may indemnify
its officials and current and former employees
for expenses reasonably incurred in connection
with judicial or administrative proceedings to
which they are or may become parties by reason
of the performance of their official duties.

(2) Indemnification shall be consistent
either with the standards applicable to credit
unions generally in the state in which the prin-
cipal or home office of the credit union is
located, or with the relevant provisions of the
Model Business Corporation Act. A Federal
credit union that elects to provide indemnifica-
tion shall specify whether it will follow the rel-
evant state law or the Model Business Corpora-
tion Act. Indemnification and the method of
indemnification may be provided for by charter
or bylaw amendment, contract or board resolu-
tion, consistent with the procedural require-
ments of the applicable state law or the Model
Business Corporation Act, as specified. A
charter or bylaw amendment must be approved
by the National Credit Union Administration.

(3) A Federal credit union may purchase
and maintain insurance on behalf of its officials
and employees against any liability asserted
against them and expenses incurred by them in
their official capacities and arising out of the
performance of their official duties to the extent
such insurance is permitted by the applicable
state law or the Model Business Corporation
Act.

§701.34 Designation of low-income
status; receipt of secondary
capital accounts by low-income
designated credit unions.

(a) Designation of low-income status. (1) Section
107(6) of the Federal Credit Union Act (12 U.S.C.
1757(6)) authorizes federal credit unions serving
predominantly low-income members to receive
shares, share drafts and share certificates from
nonmembers. In order to utilize this authority,
a federal credit union must receive a low-income
designation from its Regional Director. The des-
ignation may be removed by the Regional Director
upon notice to the federal credit union if the defini-
tions set forth in paragraphs (a) (2) and (3) of

this section are no longer met. Removals may be
appealed to the NCUA Board within 60 days. Ap-
peals should be submitted through the Regional
Director.

(2) The term “low-income members” shall
mean those members who make less than 80
percent of the average for all wage earners as
established by the Bureau of Labor Statistics or
those members whose annual household income
falls at or below 80 percent of the median
household income for the nation as established
by the Census Bureau or those members other-
wise defined as low-income members as deter-
mined by order of the NCUA Board.

(i) In documenting its low-income mem-
bership, a credit union that serves a geographic
area where a majority of residents fall at or
below the annual income standard is presumed
to be serving predominantly low-income mem-
bers. In applying the standards, Regional Direc-
tors shall make allowances for geographical
areas with higher costs of living. The following
is the exclusive list of geographic areas with the
differentials to be used:

Percent
Hawail ...oooeveveeeiiiiiiiiiiiiiiieeeeeeeveeeeeeeees 40
ALASKA ..ovvvvieiieiieiee e 36
Washington, DC .......cccccoviviiieeiiiecieeeeeene 19
BoOStOn ..ovveeeieeieiies 17
San Diego .....cceevveiiiiiieiiieee e 15
Los Angeles ......oocceeevciieeeiiieieiee e 14
NeW YOIK coovveeeeiiieiiiiiiieeeeeeeeevvvrreeereeeeees 13
San Francisco ........cccoeeeeevevvccnvnvvnrernrereeeeeeenns 13
Seattle ... 10
ChiCago ...ccoovveeieeiiieeeeecceee e 7
Philadelphia .......ccccccvieiiiiiiiiiiiiiiiieeeeees 7

(ii)) The term “low-income member” also
includes those members who are enrolled as
full-time or part-time students in a college,
university, high school, or vocational school.

(3) The term “predominantly” is defined as
a simple majority.

(b) Receipt of secondary capital accounts by low-
income designated credit unions. A Federal credit
union having a designation of low income status
pursuant to paragraph (a) of this section may offer
secondary capital accounts to nonnatural person
members and nonnatural person nonmembers on
the following conditions:

(1) Prior to offering secondary capital
accounts, the credit union shall adopt, and for-
ward to the appropriate NCUA Regional
Director, a written plan for use of the funds in
the secondary capital accounts and subsequent
liquidity needs to meet repayment requirements
upon maturity of the accounts.
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(2) The secondary capital account must be
established as a uninsured secondary capital
account or other form of non-share account.

(3) The maturity of the secondary capital
account must be for a minimum of five years.

(4) The secondary capital account must not
be redeemable prior to maturity.

(5) The secondary capital account shall not
be insured by the National Credit Union Share
Insurance Fund or any governmental or private
entity.

(6) The secondary capital account holder’s
claim against the credit union must be subordi-
nate to all other claims including those of share-
holders, creditors and the National Credit
Union Share Insurance Fund.

(7) Funds deposited into the secondary cap-
ital account, including interest accrued and paid
into the secondary capital account, must be
available to cover operating losses realized by
the credit union that exceed its net available
reserves and undivided earnings (i.e., reserves
and undivided earnings exclusive of allowance
accounts for loan losses), and to the extent
funds are so used, the credit union shall under
no circumstances restore or replenish the
account. The credit union may, in lieu of paying
interest into the secondary capital account, pay
interest accrued on the secondary -capital
account directly to the investor or into a sepa-
rate account from which the secondary capital
investor may make withdrawals. Losses shall be
distributed pro-rata among all secondary capital
accounts held by the credit union at the time
the losses are realized.

(8) The secondary capital account may not
be pledged or provided by the account-holder as
security on a loan or other obligation with the
credit union or any other party.

(9) In the event of merger or other vol-
untary dissolution of the credit union, other
than merger into another low-income designated
credit union, the secondary capital accounts
will, to the extent they are not needed to cover
losses at the time of merger or dissolution, be
closed and paid out to the account-holder.

(10) A secondary capital account contract
agreement must be executed between an
authorized representative of the account holder
and the credit union accurately establishing the
terms and conditions of this section and con-
taining no provisions inconsistent therewith.

(11) A disclosure and acknowledgment as
set forth in the Appendix to this section must be
provided to and executed by an authorized rep-

resentative of the secondary capital account
holder at the time of entering into the account
agreement, and original copies of the account
agreement and the disclosure and acknowledg-
ment must be retained by the credit union for
the term of the agreement.

(12) As provided in §702.204(b)(11) of this
chapter, 60 days after the effective date of a
credit union being classified as “critically under-
capitalized” under NCUA’s prompt corrective
action rules, the NCUA Board may prohibit pay-
ments of principal, dividends or interest on the
credit wunion’s uninsured secondary capital
accounts established after August 7, 2000,
except that unpaid dividends or interest shall
continue to accrue under the terms of the
account to the extent permitted by law.

(13) As provided in §§702.304(b) and
702.305(b) of this chapter, the NCUA Board
may prohibit payments of principal, dividends
or interest on the uninsured secondary capital
accounts established after August 7, 2000 of a
“moderately capitalized”, “marginally capital-
ized”, “minimally capitalized” or “uncapitalized”
credit union if the credit union’s net worth ratio
has not increased consistent with its then-
present business plan, or the credit union has
failed to undertake any mandatory supervisory
action prescribed in §§702.304(a) or 702.305(a)
of this chapter. If NCUA takes this action,
unpaid dividends or interest shall continue to
accrue under the terms of the account to the
extent permitted by law.

(c) Accounting treatment; weighted value for
purposes of recognizing capital value of secondary
capital accounts. (1) A low-income designated
credit union that issues secondary capital ac-
counts pursuant to paragraph (b) of this section
shall record the funds on its balance sheet in an
equity account entitled “uninsured secondary cap-
ital account.” For such accounts with remaining
maturities of less than five years, the credit union
shall reflect the capital value of the accounts in
its financial statement in accordance with the fol-
lowing scale:

(i) Four to less than five years remaining
maturity—80 percent.

(i1) Three to less than four years remaining
maturity—60 percent.

(iii) Two to less than three years remaining
maturity—40 percent.

(iv) One to less than two years remaining
maturity—20 percent.

(v) Less than one year remaining matu-
rity—O0 percent.
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(2) The credit union will reflect the full
amount of the secondary capital on deposit in a
footnote to its financial statement.

Appendix to §701.34

Disclosures and acknowledgment in the fol-
lowing form must be provided to any investor in
secondary capital accounts in a low-income des-
ignated credit union.

An original, signed copy must be retained by
the credit union.

Disclosure and Acknowledgment

I, (name of signatory), hereby ac-
knowledge and agree to the following in my capac-

ity as (official position or title) of
(name of institutional investor:

° (name of institutional investor)

has committed (amount of funds)-

to a secondary capital account with

(name of credit union).

® The funds committed to the secondary capital
account are committed for a period of years
and are not redeemable prior to

® The secondary capital account is not a share
account and the funds committed to the secondary
capital account are not insured by the National
Credit Union Share Insurance Fund or any other
governmental or private entity.

The funds committed to the secondary capital
account and any interest paid into the account
may be used by (name of credit union)
to cover any and all operating losses that exceed
the credit union’s reserves and undivided earnings
exclusive of allowance accounts for loan losses,
and in the event the funds are so used
(name of credit union) will under no circumstances
restore or replenish those funds to (name
of institutional investor).

By initialing below, (name of credit
union) and (name of institutional inves-
tor) agree that accrued interest will be:
paid into and become part of the
secondary capital account;

paid directly to the investor;
paid into a separate account
from which the investor may make with-
drawals; or

any combination of the above
provided the details are specified and
agreed to in writing.

® In the event of liquidation of
(name of credit union), the funds committed to
the secondary capital account shall be subordinate
to all other claims on the assets of the credit union,
including claims of member shareholders, credi-
tors and the National Credit Union Share Insur-
ance Fund.

® The NCUA may prohibit payments of prin-
cipal, dividends or interest on (name of
credit union) uninsured secondary capital ac-
counts established after August 7, 2000, if
(name of credit union) has been in oper-
ation less than 10 years and has $10 million or
less in assets and the provisions of § 701.34(b)(13)
of NCUA’s regulations are met, or, if
(name of credit union) has been in operation for
10 years or more or has more than $10 million
in assets and the provisions of § 701.34(b)(12) of
NCUA’sregulations are met.

(Signature)

(Official Title)

§701.35 Share, Share Draft, and
Share Certificate Accounts.

(a) Federal credit unions may offer share, share
draft, and share certificate accounts in accordance
with Section 107(6) of the Act (12 U.S.C. § 1757(6))
and the board of directors may declare dividends
on such accounts as provided in Section 117 of
the Act(12U.S.C.§ 1763).

(b) A Federal credit union shall accurately rep-
resent the terms and conditions of its share, share
draft, and share certificate accounts in all adver-
tising, disclosures, or agreements, whether writ-
tenororal.

(c) A federal credit union may, consistent with
this section, parts 707 and 740 of this subchapter,
other federal law, and its contractual obligations,
determine the types of fees or charges and other
matters affecting the opening maintaining and
closing of a share, share draft or share certificate
account. State laws regulating such activities are
not applicable to federal credit unions.

(d) For purposes of this Section, “state law”
means the constitution, statutes, regulations, and
judicial decisions of any state, the District of Co-
lumbia, the several territories and possessions of
the United States, and the Commonwealth of
Puerto Rico.
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§701.36 FCU Ownership of Fixed
Assets.

(a) A Federal credit union’s ownership in fixed
assets shall be limited as described in this chapter.
(b) Definitions—As Used in This Section:

(1) Premises includes any office, branch
office, suboffice, service center, parking lot,
other facility, or real estate where the credit
union transacts or will transact business.

(2) Furniture, Fixtures, and Equipment in-
cludes all office furnishings, office machines,
computer hardware and software, automated
terminals, heating and cooling equipment.

(38) Fixed Assets means premises and fur-
niture, fixtures and equipment as these terms
are defined above.

(4) Investments in fixed assets means:

(i) any investment in real property (im-
proved or unimproved) which is being used or is
intended to be used as premises;

(i1) any leasehold improvement on pre-
mises;

(iii) the aggregate of all capital and oper-
ating lease payments pursuant to lease agree-
ments for fixed assets;

(iv) any investment in the bonds, stock,
debentures, or other obligations of a partnership
or corporation, including any entity described in
part 712 holding any fixed assets used by the
Federal credit union and any loans to such part-
nership or corporation; or

(v) any investment in furniture, fixtures
and equipment.

(5) Abandoned premises means former Fed-
eral credit union premises from the date of
relocation to new quarters, and property origi-
nally acquired for future expansion for which
such use is no longer contemplated.

(6) Immediate family member means a
spouse or other family members living in the
same household.

(7) Shares mean all savings (regular shares,
share drafts, share certificates, other savings)
and retained earnings means regular reserve,
reserve  for  contingencies, supplemental
reserves, reserve for losses and undivided
earnings.

(8) Senior management employee means the
credit union’s chief executive officer (typically
this individual holds the title of President or
Treasurer/Manager), any assistant chief execu-
tive officers (e.g., Assistant President, Vice

President or Assistant Treasurer/Manager) and
the chief financial officer (Comptroller).
(c) Investment in Fixed Assets.

(1) No Federal credit union with $1,000,000
or more in assets, without the prior approval of
the Administration, shall invest in fixed assets
if the aggregate of all such investments exceeds
5 percent of shares and retained earnings.

(2) A Federal credit union shall submit such
statement and reports as the NCUA regional
director may require in support of any invest-
ment in fixed assets in excess of the limit speci-
fied above.

(3) If the Administration determines that
the proposal will not adversely affect the credit
union, an aggregate dollar amount or percent-
age of assets will be approved for investment in
fixed assets. Once such a limit has been
approved, and unless otherwise specified by the
regional director, a Federal credit union may
make future acquisitions of fixed assets, pro-
vided the aggregate of all such future invest-
ments in fixed assets does not exceed an addi-
tional 1 percent of the shares and retained
earnings of the credit union over the amount
approved.

(4) Federal credit unions shall submit their
requests to the NCUA regional office having
jurisdiction over the geographical area in which
the credit union’s main office is located. The
regional office shall inform the requesting credit
union, in writing, of the date the request was
received. If the credit union does not receive
notification of the action taken on its request
within 45 calendar days of the date the request
was received by the regional office, the credit
union may proceed with its proposed investment
in fixed assets.

(d) Premises.

(1) When real property is acquired for
future expansion, at least partial utilization
should be accomplished within a reasonable
period, which shall not exceed 3 years unless
otherwise approved in writing by the Adminis-
tration. After real property acquired for future
expansion has been held for 1 year, a board
resolution with definitive plans for utilization
must be available for inspection by an NCUA
examiner.

(2) A Federal credit union shall endeavor to
dispose of “abandoned premises” at a price suffi-
cient to reimburse the Federal credit union for
its investment and costs of acquisition. Current
documents must be maintained reflecting the
Federal credit union’s continuing and diligent
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efforts to dispose of “abandoned premises.” After
“abandoned premises” have been on the Federal
credit union’s books for 4 years, the property
must be publicly advertised for sale. Disposition
must occur through public or private sale within
5 years of abandonment, unless otherwise
approved in writing by the Administration.
(e) Prohibited Transactions.

(1) With the exception of a short-term
informal lease agreement (maturity less than 1
year) no Federal credit union may acquire or
lease premises without the prior written
approval of the Administration from any of the
following:

(i) a director, member of the credit com-
mittee or supervisory committee, or senior
management employee of the Federal credit
union, or immediate family member of any such
individual.

(i1) a corporation in which any director,
member of the credit committee or supervisory
committee, official, or senior management
employee, or immediate family members of any
such individual, is an officer or director, or has
a stock interest of 10 percent or more.

(iii) a partnership in which any director,
member of the credit committee or supervisory
committee, or senior management employee, or
immediate family members of any such indi-
vidual, is a general partner, or a limited partner
with an interest of 10 percent or more.

(2) The prohibition contained in paragraph
(e)(1) also applies to any employee not otherwise
covered if the employee is directly involved in
investments in fixed assets unless the board of
directors determines that the employee’s
involvement does not present a conflict of
interest.

(3) All transactions with business associates
or family members not specifically prohibited by
this subsection (e) must be conducted at arm’s
length and in the interest of the credit union.

§701.37 Treasury Tax and Loan
Depositaries; Depositaries and
Financial Agents of the
Government.

(a) Definitions.

(1) “Treasury Tax and Loan (“TT&L”)
Remittance Account” means a nondividend-
paying account, the balance of which is subject
to the right of immediate withdrawal, estab-
lished for receipt of payments of Federal taxes

and certain United States obligations under
United States Treasury Department regula-
tions.

(2) “TT&L Note Account” means an account
subject to the right of immediate call,
evidencing funds held by depositaries electing
the note option under United States Treasury
Department regulations.

(8) “Treasury General Account” means an
account, established wunder United States
Treasury Department regulations, in which a
zero balance may be maintained and from which
the entire balance may be withdrawn by the
depositor immediately under all circumstances
except closure of the credit union;

(4) “U.S. Treasury Time Deposit-Open Ac-
count” means a nondividend-bearing account,
established under United States Treasury
Department regulations, which generally may
not be withdrawn until the expiration of 14
days after the date of the United States
Treasury Department’s written notice of intent
to withdraw.

(b) Subject to regulation of the United States
Treasury Department, a Federal credit union may
serve as a Treasury tax and loan depositary, a
depositary of Federal taxes, a depositary of public
money, and a financial agent of the United States
Government. In serving in these capacities, a Fed-
eral credit union may maintain the accounts de-
fined in subsection (a), pledge collateral, and per-
form the services described under United States
Treasury Department regulations for institutions
acting in these capacities.

(¢) Funds held in a TT&L Remittance Account,
a TT&L Note Account, a Treasury General Ac-
count, and a U.S. Treasury Time Deposit-Open
Account shall be considered deposits of public
funds. Funds held in a TT&L Remittance Account
and a TT&L Note Account shall be added together
and insured up to a maximum of $100,000 in the
aggregate. Funds held in a Treasury General Ac-
count and a U.S. Treasury Time Deposit-Open Ac-
count shall be added together and insured up to
amaximum of $100,000 in the aggregate.

(d) Funds held in a TT&L Remittance Account,
a TT&L Note Account, a Treasury General Ac-
count, and U.S. Treasury Time Deposit-Open Ac-
count are not subject to the 60-day notice require-
ment of Article ITI, section 5(a) of the Federal Cred-
it Union Bylaws.
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§701.38 Borrowed Funds From
Natural Persons.

(a) Federal credit unions may borrow from a
natural person, PROVIDED:

(1) The borrowing is evidenced by a signed
promissory note which sets forth the terms and
conditions regarding maturity, prepayment,
interest rate, method of computation, and
method of payment;

(2) The promissory note and any advertise-
ment for such funds contains conspicuous lan-
guage indicating that:

(i) the note represents money borrowed by
the credit union;

(ii) the note does not represent shares
and, therefore, is not insured by the National
Credit Union Share Insurance Fund.

§701.39 Statutory lien.

(a) Definitions. Within this section, each of the
following terms has the meaning prescribed below:
(1) Except as otherwise provided by law or
except as otherwise provided by federal law is a
qualifying phrase referring to a federal and/or
state law, as the case may be, which supersedes
a requirement of this section. It is the responsi-
bility of the credit union to ascertain whether
such statutory or case law exists and is
applicable;

(2) Impress means to attach to a member’s
account and is the act which makes the lien
enforceable against that account;

(3) Member means any member who is pri-
marily, secondarily or otherwise responsible for
an outstanding financial obligation to the credit
union, including without limitation an obligor,
maker, co-maker, guarantor, co-signer, endorser,
surety or accommodation party;

(4) Notice means written notice to a
member disclosing, in plain language, that the
credit union has the right to impress and
enforce a statutory lien against the member’s
shares and dividends in the event of failure to
satisfy a financial obligation, and may enforce
the right without further notice to the member.

Such notice must be given at the time, or at any
time before, the member incurs the financial
obligation;

(5) Statutory lien means the right granted
by section 107(11) of the Federal Credit Union
Act, 12 U.S.C. 1757(11), to a federal credit
union to establish a right in or claim to a mem-
ber’s shares and dividends equal to the amount
of that member’s outstanding financial obliga-
tion to the credit union, as that amount varies
from time to time.

(b) Superior claim. Except as otherwise provided
by law, a statutory lien gives the federal credit
union priority over other creditors when claims
are asserted against a member’s account(s).

(c) Impressing a statutory lien. Except as other-
wise provided by federal law, a credit union can
impress a statutory lien on a member’s ac-
count(s)—

(1) Account records. By giving notice thereof
in the member’s account agreement(s) or other
account opening documentation; or

(2) Loan documents. In the case of a loan,
by giving notice thereof in a loan document
signed or otherwise acknowledged by the
member(s); or

(8) By-Law or policy. Through a duly
adopted credit union by-law or policy of the
board of directors, of which the member is given
notice.

(d) Enforcing a statutory lien. (1) Application
of funds. Except as otherwise provided by federal
law, a federal credit union may enforce its statu-
tory lien against a member’s account(s) by debiting
funds in the account and applying them to the
extent of any of the member’s outstanding finan-
cial obligations to the credit union.

(2) Default required. A federal credit union
may enforce its statutory lien against a mem-
ber’s account(s) only when the member fails to
satisfy an outstanding financial obligation due
and payable to the credit union.

(8) Neither judgment nor set-off required. A
federal credit union need not obtain a court
judgment on the member’s debt, nor exercise
the equitable right of set-off, prior to enforcing
its statutory lien against the member’s account.
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§702.1 Authority, purpose, scope
and other supervisory
authority.

(a) Authority. Subparts A, B and C of this part
and subpart L of part 747 of this chapter are issued
by the National Credit Union Administration pur-
suant to section 216 of the Federal Credit Union
Act (FCUA), 12 U.S.C. 1790d (section 1790d), as
added by section 301 of the Credit Union Member-
ship Access Act, Pub. L. No. 105-219, 112 Stat.
913 (1998). Subpart D of this part is issued pursu-
ant to FCUA section 120, 12 U.S.C. 1766.

(b) Purpose. The express purpose of prompt cor-
rective action under section 1790d is to resolve
the problems of federally-insured credit unions at
the least possible long-term loss to the National
Credit Union Share Insurance Fund. This part
carries out the purpose of prompt corrective action
by establishing a framework of mandatory and
discretionary supervisory actions, applicable ac-
cording to a credit union’s net worth ratio, de-
signed primarily to restore and improve the net
worth of federally-insured credit unions.

(c) Scope. This part implements the provisions
of section 1790d as they apply to federally-insured
credit unions, whether federally- or state-char-
tered; to such credit unions defined as “new” pur-
suant to section 1790d(b)(2); and to such credit
unions defined as “complex” pursuant to section
1790d(d). Certain of these provisions also apply
to officers and directors of federally-insured credit
unions. This part does not apply to corporate credit
unions. Procedures for issuing, reviewing and en-
forcing orders and directives issued under this
part are set forth in subpart L of part 747 of this
chapter, 12 CFR 747.2001 et seq.

(d) Other supervisory authority. Neither § 1790d
nor this part in any way limits the authority of
the NCUA Board or appropriate State official
under any other provision of law to take additional
supervisory actions to address unsafe or unsound
practices or conditions, or violations of applicable
law or regulations. Action taken under this part
may be taken independently of, in conjunction
with, or in addition to any other enforcement ac-
tion available to the NCUA Board or appropriate
State official, including issuance of cease and de-
sist orders, orders of prohibition, suspension and
removal, or assessment of civil money penalties,
or any other actions authorized by law.

Part 702

Prompt Corrective Action

§702.2 Definitions

Except as provided below, the terms used in
this part have the same meanings as set forth
in FCUA sections 101 and 216, 12 U.S.C. 1752,
1790d.

(a) Appropriate regional director means the di-
rector of the NCUA regional office having jurisdic-
tion over federally-insured credit unions in the
state where the affected credit union is principally
located.

(b) Appropriate State official means the commis-
sion, board or other supervisory authority having
jurisdiction over credit unions chartered by the
State which chartered the affected credit union.

(¢) Credit union means a federally-insured, nat-
ural person credit union, whether federally- or
State-chartered, as defined by 12 U.S.C. 1752(6).

(d) CUSO means a credit union service organiza-
tion as described in 12 CFR 712 et seq. for feder-
ally-chartered credit unions, and as defined under
State law for State-chartered credit unions.

(e) NCUSIF means the National Credit Union
Share Insurance Fund as defined by 12 U.S.C.
1783.

(f) Net worth means the retained earnings bal-
ance of the credit union at quarter end as deter-
mined under generally accepted accounting prin-
ciples. Retained earnings consists of undivided
earnings, regular reserves, and any other appro-
priations designated by management or regu-
latory authorities. This means that only undivided
earnings and appropriations of undivided earn-
ings are included in net worth. For low income-
designated credit unions, net worth also includes
secondary capital accounts that are uninsured and
subordinate to all other claims, including claims
of creditors, shareholders and the NCUSIF. For
any credit union, net worth does not include the
allowance for loan and lease losses account.
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(g) Net worth ratio means the ratio of the net
worth of the credit union (as defined in paragraph
() of this section to the total assets of the credit
union (as defined by a measure chosen under para-
graph (j) of this section.

(h) New credit union means a federally-insured
credit union which both has been in operation for
less than ten (10) years and has $10,000,000 or
lessin total assets.

(i) Senior executive officer means a senior execu-
tive officer as defined by 12 CFR 701.14(b)(2).

(j) Shares means deposits, shares, share certifi-
cates, share drafts, or any other depository ac-
count authorized by federal or state law.

(k) Total assets

(1) Total assets means a credit union’s total
assets as measured by either—

(i) Average quarterly balance. The average
of quarter-end balances of the current and three
preceding calendar quarters; or

(i1) Average monthly balance. The average
of month-end balances over the three calendar
months of the calendar quarter; or

(ii1) Average daily balance. The average
daily balance over the calendar quarter; or

(iv) Quarter-end balance. The quarter-end
balance of the calendar quarter as reported on
the credit union’s Call Report.

(2) For each quarter, a credit union must
elect a measure of total assets from paragraph
(k)(1) of this section to apply for all purposes
under this part except §§702.103 through
702.108 [risk-based net worth requirement].

(1) Weighted-average life means the weighted-
average time to the return of a dollar of principal,
calculated by multiplying each portion of principal
received by the time at which it is expected to
be received (based on a reasonable and support-
able estimate of that time), and then summing
and dividing by the total amount of principal.

Subpart A—Net Worth
Classification

§702.101 Measures and effective
date of net worth classification

(a) Net worth measures. For purposes of this
part, a credit union must determine its net worth
category classification at the end of each calendar
quarter using two measures:

(1) The net worth ratio as defined in
§702.2(g); and

(2) If determined to be applicable under
§702.103, a risk-based net worth requirement.

(b) Effective date of net worth classification. For
purposes of this part, the effective date of a feder-
ally-insured credit union’s net worth category clas-
sification shall be the most recent to occur of:

(1) Quarter-end effective date. The last day
of the calendar month following the end of the
calendar quarter; or

(2) Corrected net worth category. The date
the credit union received subsequent written
notice from NCUA or, if State-chartered, from
the appropriate State official, of a decline in net
worth category due to correction of an error or
misstatement in the credit union’s most recent
Call Report; or

(3) Reclassification to lower category. The
date the credit union received written notice
from NCUA or, if State-chartered, the appro-
priate State official, of reclassification on safety
and soundness grounds as provided under
§§702.102(b) or 702.302(d).

(c) Notice to NCUA by filing Call Report. (1)
Other than by filing a Call Report, a federally-
insured credit union need not notify the NCUA
Board of a change in its net worth ratio that places
the credit union in a lower net worth category;

(2) Failure to timely file a Call Report as
required under this section in no way alters the
effective date of a change in net worth classi-
fication under this paragraph (b) of this section,
or the affected credit union’s corresponding legal
obligations under this part.

§702.102 Statutory net worth
categories.

(a) Net worth categories. Except for credit unions
defined as “new” under subpart B of this part,
a federally-insured credit union shall be classified
(Table 1)—

(1) Well capitalized if it has a net worth
ratio of seven percent (7%) or greater and also
meets any applicable risk-based net worth
requirement under §§702.103 through 702.108;
or

(2) Adequately capitalized if it has a net
worth ratio of six percent (6%) or more but less
than seven percent (7%), and also meets any
applicable risk-based net worth requirement
under §§702.103 through 702.108 below; or

(3) Undercapitalized if it has a net worth
ratio of four percent (4%) or more but less than
six percent (6%), or fails to meet any applicable
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risk-based net worth requirement under
§§702.103 through 702.108; or
(4) Significantly undercapitalized if it
(i) Has a net worth ratio of two percent
(2%) or more but less than four percent (4%); or
(ii) Has a net worth ratio of four percent
(4%) or more but less than five percent (5%),

and either—

(A) Fails to submit an acceptable net
worth restoration plan within the time pre-
scribed in § 702.206; or

(B) Materially fails to implement a net
worth restoration plan approved by the NCUA
Board; or

(5) Critically undercapitalized if it has a net
worth ratio of less than two percent (2%).

TABLE 1 — STATUTORY NET WORTH CATEGORY CLASSIFICATION

A credit union’s net worth
categoryis . ..

if its net worth
ratiois. ..

and subject to the following
condition(s) . . .

“Well Capitalized”

7% or above

Meets applicable risk-based net
worth (RBNW) requirement

“‘Adequately Capitalized”

6% to 6.99%

Meets applicable RBNW
requirement

“Undercapitalized”

4% to 5.99%

Or fails applicable RBNW
requirement

“Significantly Undercapitalized”

2% to 3.99%

Orif “undercapitaiized” at <5%
net worth ratio and fails to
timely submit or materially
implement Net Worth
Restoration Plan

“Critically Undercapitalized”

Less than 2%

None

(b) Reclassification based on supervisory criteria
other than net worth. The NCUA Board may re-
classify a “well capitalized” credit union as “ade-
quately capitalized” and may require an “ade-
quately capitalized” or “undercapitalized” credit
union to comply with certain mandatory or discre-
tionary supervisory actions as if it were in the
next lower net worth category (each of such actions
hereinafter referred to generally as “reclassifica-
tion”) in the following circumstances:

(1) Unsafe or unsound condition. The NCUA
Board has determined, after notice and oppor-
tunity for hearing pursuant to § 747.2003 of this
chapter, that the credit union is in an unsafe or
unsound condition; or

(2) Unsafe or unsound practice. The NCUA
Board has determined, after notice and oppor-
tunity for hearing pursuant to § 747.2003 of this
chapter, that the credit union has not corrected
a material unsafe or unsound practice of which
it was, or should have been, aware.

(c) Non-delegation. The NCUA Board may not
delegate its authority to reclassify a credit union
under paragraph (b) of this section.

(d) Consultation with State officials. The NCUA
Board shall consult and seek to work cooperatively
with the appropriate State official before reclassi-

fying a federally-insured State-chartered credit
union under paragraph (b) of this section, and
shall promptly notify the appropriate State official
of its decision to reclassify.

§702.103 Applicability of risk-
based net worth requirement.

For purposes of § 702.102, a credit union is de-
fined as “complex” and a risk-based net worth re-
quirement is applicable only if the credit union
meets both of the following criteria as reflected
its most recent Call Report:

(a) Minimum asset size.
total assets exceed ten
($10,000,000); and

(b) Minimum RBNW calculation. Its risk-
based net worth requirement as calculated
under § 702.106 exceeds six percent (6%).

Its quarter-end
million dollars

§702.104 Risk portfolios defined.

A risk portfolio is a portfolio of assets, liabilities,
or contingent liabilities as specified below, each
expressed as a percentage of the credit union’s
quarter-end total assets reflected in its most re-
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cent Call Report, rounded to two decimal places
(Table 2):

(a) Long-term real estate loans. Total real estate
loans and real estate lines of credit outstanding,
exclusive of those outstanding that will contrac-
tually refinance, reprice or mature within the next
five (5) years, and exclusive of all member business
loans (as defined in 12 CFR 723.1 or as approved
under 12 CFR 723.20);

(b) Member business loans outstanding. All
member business loans as defined in 12 CFR 723.1
or as approved under 12 CFR 723.20;

(c) Investments. Investments as defined by 12
CFR 703.150 or applicable State law, including
investments in CUSOs (as defined by § 702.2(d));

(d) Low-risk assets. Cash on hand (e.g., coin and
currency, including vault, ATM and teller cash)
and the NCUSIF deposit;

(e) Average-risk assets. One hundred percent
(100%) of total assets minus the sum of the risk
portfolios in paragraphs (a) through (d) of this
section;

(f) Loans sold with recourse. Outstanding bal-
ance of loans sold or swapped with recourse, ex-
cluding loans sold to the secondary mortgage mar-
ket that have representations and warranties con-
sistent with those customarily required by the
U.S. Government and government sponsored en-
terprises;

(g) Unused member business loan commitments.
Unused commitments for member business loans
as defined in 12 CFR 723.1 or as approved under
12 CFR 723.20; and

(h) Allowance. The Allowance for Loan and
Lease Losses not to exceed the equivalent of one
and one-half percent (1.5%) of total loans out-
standing.

TABLE 2-- §702.104 RISK PORTFOLIOS DEFINED

Risk portfolio

Assets, liabilities or contingent liabilities

(a) Long-term real estate loans

Total real estate loans and real estate lines of credit (excluding MBLs) with a maturity (and
next rate adjustment period if variable rate) greater than § years

(b) MBLs outstanding

Member business loans outstanding

(c) Investments

As defined by federal regulation or applicable State law.

(d) Low-risk assets

Cash on hand and NCUSIF deposit.

(e) Average-risk assets

100% of total assets minus sum of risk portfolios above

(f) Loans sold with recourse

Outstanding balance of loans sold or swapped with recourse, except for loans soid to the
secondary mortgage market with a recourse period of 1 year or less.

(g) Unused MBL commitments

Unused commitments for MBLs

(h) Allowance

Allowance for Loan and Lease Losses limited to equivalent of 1.50 percent of total loans

§702.105 Weighted-average life of
investments.

Except as provided below (Table 3), the weight-
ed-average life of an investment for purposes of
§§702.106(c) and 702.107(c) is defined pursuant
t0§702.2(m):

(a) Registered investment companies and collec-
tive investment funds.

(1) For investments in registered invest-
ment companies (e.g., mutual funds) and collec-
tive investment funds, the weighted-average life

is defined as the maximum weighted-average
life disclosed, directly or indirectly, in the pro-
spectus or trust instrument;

(2) For investments in money market funds,
as defined in 17 CFR 270.2a-7, and collective
investment funds operated in accordance with
short-term investment fund rules set forth in 12
CFR 9.18(b)(4)1i)(B)(1)—(3), the weighted-aver-
age life is defined as one (1) year or less; and

(8) For other investments in registered
investment companies or collective investment
funds, the weighted-average life is defined as
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greater than five (5) years, but less than or
equal to seven (7) years;

(b) Callable fixed-rate debt obligations and de-
posits. For fixed-rate debt obligations and deposits
that are callable in whole, the weighted-average
life is defined as the period remaining to the matu-
rity date;

(c) Variable-rate debt obligations and deposits.
For variable-rate debt obligations and deposits,
the weighted-average life is defined as the period
remaining to the next rate adjustment date;

(d) Capital in mixed-ownership Government cor-
porations and corporate credit unions. For capital
stock in mixed-ownership Government corpora-

tions, as defined in 31 U.S.C. 9101(2), and member
paid-in capital and membership capital in cor-
porate credit unions, as defined in 12 CFR 704.2,
the weighted-average life is defined as greater
than one (1) year, but less than or equal to three
(3)years;

(e) Investments in CUSOs. For investments in
CUSOs (as defined in §702.2(d)), the weighted-
average life is defined as greater than one (1) year,
butless than or equal to three (3) years; and

(f) Other equity securities. For other equity secu-
rities, the weighted average life is defined as great-
er than ten (10) years.

TABLE 3 -- §702.105 WEIGHTED-AVERAGE LIFE OF INVESTMENTS

Investment

Weighted-average life

(a) Registered investment
companies and collective
investment funds

i. Registered investment companies and collective investment funds: As disclosed in
prospectus or trust instrument, but if not disclosed, greater than five (5) years,
but less than or equal to seven (7) years.

ii. Money market funds and STIFs: One (1) year or less.

(b) Callable fixed-rate debt
obligations and deposits

Period remaining to maturity date.

(c) Variable-rate debt obligations
and deposits

Period remaining to next rate adjustment date.

(d) Capital in mixed-ownership
Government corporations and
corporate credit unions

Greater than one (1) year, but less than or equal to three (3) years.

(e) Investments in CUSOs

Greater than one (1) year, but less than or equal to three (3) years.

(f) Other equity securities

Greater than ten (10) years.

§702.106 Standard calculation of
risk-based net worth
requirement.

A credit union’s risk-based net worth require-
ment is the aggregate of the following standard
component amounts, each expressed as a percent-
age of the credit union’s quarter-end total assets
asreflected in its most recent Call Report, rounded
to two decimal places (Table 4):

(a) Long-term real estate loans. The sum of:

(1) Six percent (6%) of the amount of long-
term real estate loans less than or equal to
twenty-five percent (25%) of total assets; and

(2) Fourteen percent (14%) of the amount in
excess of twenty-five percent (25%) of total
assets;

(b) Member business loans outstanding. The
sum of:

(1) Six percent (6%) of the amount of
member business loans outstanding less than or
equal to fifteen percent (15%) of total assets;

(2) Eight percent (8%) of the amount of
member business loans outstanding greater
than fifteen percent (15%), but less than or
equal to twenty-five percent (25%), of total
assets; and

(3) Fourteen percent (14%) of the amount in
excess of twenty-five percent (25%) of total
assets;
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(¢) Investments. The sum of:

(1) Three percent (3%) of the amount of
investments with a weighted-average life (as
specified in §702.105 above) of one (1) year or
less;

(2) Six percent (6%) of the amount of invest-
ments with a weighted-average life greater than
one (1) year, but less than or equal to three (3)
years;

(8) Twelve percent (12%) of the amount of
investments with a weighted-average life
greater than three (3) years, but less than or
equal to ten (10) years; and

(4) Twenty percent (20%) of the amount of
investments with a weighted-average life
greater than ten (10) years;

(d) Low-risk assets. Zero percent (0%) of the en-
tire portfolio of low-risk assets;

(e) Average-risk assets. Six percent (6%) of the
entire portfolio of average-risk assets;

(f) Loans sold with recourse. Six percent (6%)
of the entire portfolio of loans sold with recourse;

(g) Unused member business loan commitments.
Six percent (6%) of the entire portfolio of unused
member business loan commitments; and

(h) Allowance. Negative one hundred percent
(—100%) of the balance of the Allowance for Loan
and Lease Losses account, not to exceed the equiv-
alent of one and one-half percent (1.5%) of total
loans outstanding.

TABLE 4 - §702.106 STANDARD CALCULATION OF RBNW REQUIREMENT

Risk portfolio Amount of risk portfolio (as percent of quarter-end total | Risk weighting
assets) to be multiplied by risk weighting
{a) Long-term real estate loans 0 to 25.00% .06
over 25.00% 14
(b) MBLs outstanding 0to 15.00% .06
>15.00% to 25.00% .08
over 25.00% .14
(c) Investments By weighted-average life: Oto 1 year .03
>1year to 3 years .06
>3 years to 10 years 12
>10 years .20
(d) Low-risk assets Al % .00
{e) Average-risk assets Al % .06
() Loans sold with recourse All % .08
(g} Unused MBL commitments All % .06
(h) Allowance Limited to equivalent of 1.50% of total loans (1.00)
(expressed as a percent of fotal assets)
A credit union’s RBNW requirement is the sum of eight standard components. A standard component is cglcu!ated fo.r‘each of the
eight risk portfolios, equal to the sum of each amount of a risk portfolio times its risk weighting. A credit union is classified
“undercapitalized” if its net worth ratio is less than its applicable RBNW requirement.

§702.107 Alternative components
for standard calculation.

A credit union may substitute one or more alter-
native components below, in place of the cor-
responding standard components in §702.106
above, when any alternative component amount,
expressed as a percentage of the credit union’s

quarter-end total assets as reflected in its most
recent Call Report, rounded to two decimal places,
is smaller (Table 5):
(a) Long-term real estate loans. The sum of:
(1) Non-callable. Non-callable long-term
real estate loans as follows:
(i) Eight percent (8%) of the amount of
such loans with a remaining maturity of greater
than 5 years, but less than or equal to 12 years;
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(i1) Twelve percent (12%) of the amount of
such loans with a remaining maturity of greater
than 12 years, but less than or equal to 20
years; and

(iii) Fourteen percent (14%) of the amount
of such loans with a remaining maturity greater
than 20 years;

(2) Callable. Long-term real estate loans
callable in 5 years or less as follows:

(i) Six percent (6%) of the amount of such
loans with a documented call provision of 5
years or less and with a remaining maturity of
greater than 5 years, but less than or equal to
12 years;

(ii) Ten percent (10%) of the amount of
such loans with a documented call provision of
5 years or less and with a remaining maturity
of greater than 12 years, but less than or equal
to 20 years; and

(iii) Twelve percent (12%) of the amount
of such loans with a documented call provision
of 5 years or less and with a remaining matu-
rity of greater than 20 years;

(b) Member business loans outstanding. The
sum of:
(1) Fixed rate. Fixed-rate member business
loans outstanding as follows:

(i) Six percent (6%) of the amount of such
loans with a remaining maturity of 3 or fewer
years;

(i1) Nine percent (9%) of the amount of
such loans with a remaining maturity greater
than 3 years, but less than or equal to 5 years;

(iii) Twelve percent (12%) of the amount
of such loans with a remaining maturity greater
than 5 years, but less than or equal to 7 years;

(iv) Fourteen percent (14%) of the amount
of such loans with a remaining maturity greater
than 7 years, but less than or equal to 12 years;
and

(v) Sixteen percent (16%) of the amount of
such loans with a remaining maturity greater
than 12 years; and

(2) Variable-rate. Variable-rate member
business loans outstanding as follows:

(i) Six percent (6%) of the amount of such
loans with a remaining maturity of 3 or fewer
years;

(i1) Eight percent (8%) of the amount of
such loans with a remaining maturity greater
than 3 years, but less than or equal to 5 years;

(iii) Ten percent (10%) of the amount of
such loans with a remaining maturity greater
than 5 years, but less than or equal to 7 years;

(iv) Twelve percent (12%) of the amount
of such loans with a remaining maturity greater
than 7 years, but less than or equal to 12 years;
and

(v) Fourteen percent (14%) of the amount
of such loans with a remaining maturity greater
than 12 years.

(c) Investments. The sum of:

(1) Three percent (3%) of the amount of
investments with a weighted-average life (as
specified in §702.105 above) of one (1) year or
less;

(2) Six percent (6%) of the amount of invest-
ments with a weighted-average life greater than
one (1) year, but less than or equal to three (3)
years;

(8) Eight percent (8%) of the amount of
investments with a weighted-average life
greater than three (3) years, but less than or
equal to five (5) years;

(4) Twelve percent (12%) of the amount of
investments with a weighted-average life
greater than five (5) years, but less than or
equal to seven (7) years;

(5) Sixteen percent (16%) of the amount of
investments with a weighted-average life
greater than seven (7) years, but less than or
equal to ten (10) years; and

(6) Twenty percent (20%) of the amount of
investments with a weighted-average life
greater than ten (10) years.

(d) Loans sold with recourse. The alternative
componentis the sum of:

(1) Six percent (6%) of the amount of loans
sold with contractual recourse obligations of six
percent (6%) or greater; and

(2) The weighted average recourse percent
of the amount of loans sold with contractual
recourse obligations of less than six percent
(6%), as computed by the credit union.
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TABLE 5 -- §702.107 ALTERNATIVE COMPONENTS FOR STANDARD CALCULATION
(a) LONG-TERM REAL ESTATE LOANS

Amount of long-term real estate loans i Alternative risk weighting
by remaining maturity ;

Non-callable long-term real estate loans

Remaining maturity:

> 5 years to 12 years 08

> 12 years to 20 years 12

> 20 years 14

Long-term real estate loans callable in § years or less

Remaining matunty:

> 5 years to 12 years .06

> 12 years to 20 years .10

> 20 years 12

The “alternative component” is the sum of each amount of the “long-term real estate loans” risk
portfolio by non-“callable” and “callable” characteristic and by remaining maturity (as a percent of
quarter-end total assets) times its alternative factor. Substitute for corresponding standard
component if smaller.

(b) MEMBER BUSINESS LOANS

Amount of member business loans by Alternative risk weighting
remaining maturity

Fixed-rate MBLs

0 to 3 years .06

> 3 years to 5 years .09

> 5 years to 7 years 12

> 7 years to 12 years .14

> 12 years 186

Variable-rate MBLs

0 to 3 years .06

> 3 years to 5 years .08

> 5 years to 7 years 10

> 7 years to 12 years A2

> 12 years .14
The “alternative component” is the sum of each amount of the member business loans risk portfolio by fixed
and variable rate and by remaining maturity (as a percent of quarter-end total assets) times its alternative
factor. Substitute for corresponding standard component if smaller.

(c) INVESTMENTS

Amount of investments by weighted- Alternative risk weighting

average life

0to 1 year .03

>1 year to 3 years .06

>3 years to 5 years .08

>5 years to 7 years 12

>7 years to 10 years 16

> 10 years .20
The “alternative component” is the sum of each amount of the Investments risk portfolic by weighted-average
life (as a percent of quarter-end total assets) times its alternative factor. Substitute for corresponding standard
component if smaller.

(d) LoANSs SoLp WITH RECOURSE

Amount of loans by recourse Alternative risk weighting

Recourse 6% or greater .06

Recourse <6% Weighted average recourse percent

The “alternative component” is the sum of each amount of the "loans sold with recourse” risk portfolio by level
of recourse (as a percent of quarter-end total assets) times its alternative factor. The alternative factor for
loans sold with recourse of less than 6% is equal to the weighted average recourse percent on such loans. A
credit union must compute the weighted average recourse percent for its loans sold with recourse of less than
six percent (6%). Substitute for corresponding standard component if smaller.
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§702.108 Risk mitigation credit.

(a) Who may apply. A credit union may apply
for a risk mitigation credit if on any of the current
or three preceding effective dates of classification
it either failed an applicable RBNW requirement
or met it by less than 100 basis points.

(b) Application for credit. Upon application pur-
suant to guidelines duly adopted by the NCUA
Board, the NCUA Board may in its discretion
grant a credit to reduce a risk-based net worth
requirement under §§702.106 and 702.107 upon
proof of mitigation of:

(1) Credit risk; or

(2) Interest rate risk as demonstrated by

economic value exposure measures.
(e)Application by FISCU. In the case of a FISCU

seeking a risk mitigation credit—

(1) Before an application under paragraph
(a) above may be submitted to the NCUA Board,
it must be submitted in duplicate to the appro-
priate State official and the appropriate
Regional Director; and

(2) The NCUA Board, when evaluating the
application of a FISCU, shall consult and seek
to work cooperatively with the appropriate State
official, and shall provide prompt notice of its
decision to the appropriate State official.
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APPENDICES A-H TO SUBPART A OF PART 702

APPENDIX A — EXAMPLE STANDARD COMPONENTS FOR RBNW REQUIREMENT, §702. 106
(EXAMPLE CALCULATION IN BOLD)

Risk portfolio Dollar Amount as Risk Amount Standard
balance percent of weighting | times risk component
quarter-end weighting
total assets
Quarter-end total assets 200,000,000 100.0000 %
(a) Long-term real estate loans 60,000,000 30.0000 % = 2.20%
Threshold amount: 0 to 25% 25.0000 % .06 1.5000 %
Excess amount: over 25% 5.0000 % 14 0.7000 %
(b) MBLs outstanding 35,000,000 17.5000 % = 1.10 %
Threshold amount: 0 to 15% 15.0000 % .06 0.9000 %
Intermediate tier: >15% to 25% 2.5000 % .08 0.2000 %
Excess amount: over 25% 0.0% 14 0.0%
(c) Investments 50,000,000 = 25.0000 % = 1.51 %
Weighted-average life:
Oto 1 year 24,000,000 12.0000 % .03 0.3600 %
>1 year to 3 years 15,000,000 7.5000 % .06 0.4500 %
>3 years to 10 years 10,000,000 5.0000 % 12 0.6000 %
>10 years 1,000,000 0.5000 % .20 0.1000 %
(d) Low-risk assets 4,000,000 2.0000 % .00 0%
Sum of risk portfolios (a) 149,000,000 74.5.000%
through (d) above
(e) Average-risk assets 51,000,000 25.5000 % .06 163 %
(f) Loans sold with recourse 40,000,000 20.0000 % .06 1.20%
(g) Unused MBL commitments 5,000,000 2.5000 % .06 015 %
(h) Allowance 2,040,000.00 ¥ 1.0200 % (1.00) (1.02) %
Sum of standard components
RBNW requirement ¢ 6.67 %

aThe Average-risk assets risk portfolio percent of quarter-end total assets equals 100 percent minus the sum
of the percentages in the four risk portfolios above (e.g., Long-term real estate loans, MBLs outstanding,
Investments, and Low-risk assets).

bThe Allowance risk portfolio is limited to the equivalent of 1.50 percent of total loans. For an example

computation of the permitted dollar balance of Allowance, see worksheet in Appendix B below.

¢A credit union is classified “undercapitalized” if its net worth ratio is less than its applicable RBNW
requirement. The dollar equivalent of RBNW requirement may be computed for informational purposes as the
RBNW requirement percent of total assets.
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APPENDIX B — ALLOWANCE RISK PORTFOLIO DOLLAR BALANCE WORKSHEET

(EXAMPLE CALCULATION IN BOLD)
Balance sheet Dollar Percent of Range of | Permitted | Permitted
account balance total loans ALL ALL dollar
permitted | percentof | balance of
total loans | Allowance
Allowance for Loan and 2,400,000 1.7647% Oto 1.50% 1.50% 2,040,000
Lease Losses (ALL)

Total loans 136,000,000

APPENDIX C — EXAMPLE LONG-TERM REAL ESTATE LOANS
ALTERNATIVE COMPONENT, §702.107(a)
_(EXAMPLE CALCULATION IN BOLD)

Remaining maturity Doltar balance | Percent of total Alternative risk Alternative
of Long-term assets by weighting component
real estate remaining
loans by maturity
remaining
maturity

Non-callable long-term
real estate loans

> 5 years to 12 years 15,000,000 7.5000 % .08 0.6000 %
> 12 years to 20 years 2,500,000 1.2500 % 12 0.1500 %
> 20 years 2,500,000 1.2500 % 14 0.1750 %

Long-term real estate
loans callable in 5
years or less

> 5 years to 12 years 35,000,000 17.5000 % .06 1.0500 %
> 12 years to 20 years 5,000,000 2.5000 % 10 0.2500 %
> 20 years 0 0.000 % 12 0.000 %
Sum of above equals

Alternative 2.23 %
Component”

*Substitute for standard component if lower.
APPENDIX D — EXAMPLE OF MEMBER BUSINESS LOANS
ALTERNATIVE COMPONENT, §702.107(b)
(EXAMPLE CALCULATION IN BOLD)

Remaining Dollar balance Percent of Alternative Alternative
maturity of MBLs by total assets by risk component
remaining remaining weighting
maturity maturity
Fixed-rate MBLs
0 to 3 years 6,000,000 3.0000 % .06 0.1800 %
> 3 years o 5 years 4,000,000 2.0000 % .08 0.1800 %
> 5 years to 7 years 2,000,000 1.0000 % 12 0.1200 %
> 7 years to 12 years 0 0.0000 % 14 0.0000 %
> 12 years 0 0.0000 % .16 0.0000 %
Variable-rate MBLs
0 to 3 years 17,000,000 8.5000 % .06 0.5100 %
> 3 years to 5 years 4,000,000 2.0000 % .08 0.1600 %
> 5 years to 7 years 2,000,000 1.0000 % 10 0.1000 %
> 7 years to 12 years 0 0.0000 % 12 0.0000 %
>12 years 0 0.0000 % 14 0.0000 %
Sum of above equals
Alternative component* 1.25%

* Substitute for standard component if lower.
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APPENDIX E -- EXAMPLE OF INVESTMENTS ALTERNATIVE COMPONENT, §702.107(c)
(EXAMPLE CALCULATION IN BOLD)

Weighted-average | Dollar balance | Percent of total Alternative Alternative
life of investments assets by risk weighting component
by weighted- weighted-
average life average life
0 to 1 year 24,000,000 12.0000 % .03 0.3600 %
> 1 year to 3 years 15,000,000 7.5000 % .06 0.4500 %
> 3 years to 5 years 8,000,000 4.0000 % .08 0.3200 %
> 5 years to 7 years 1,000,000 0.5000 % 12 0.0600 %
> 7 years to 10 years 1,000,000 0.5000 % 16 0.0800 %
> 10 years 1,000,000 0.5000 % .20 0.1000 %
Sum of above equals
Alternative component™ 1.37 %

* Substitute for standard component if lower.

ALTERNATIVE COMPONENT, §702.107(d)
(EXAMPLE CALCULATION IN BOLD)

APPENDIX F — EXAMPLE LOANS SOLD WITH RECOURSE

Percent of Dollar balance Percent of Alternative Alternative
contractual recourse | of Loans sold total assets risk component
obligation with recourse weighting

Recourse 6 % or greater 5,000,000 2.5000 % .06 0.1500 %
Recourse < 6 % 35,000,000 17.5000 % .0500 ¥ 0.8750 %
Sum of above equals

Alternative component® 1.03 %

* Substitute for corresponding standard component if lower.
# The credit union must caiculate this alternative risk weighting for loans sold with recourse of less than 6 %.

For an example computation, see worksheet in Appendix G below.

APPENDIX G ~WWORKSHEET FOR ALTERNATIVE RISK WEIGHTING OF
LOANS SOLD WITH CONTRACTUAL RECOURSE OBLIGATIONS OF LESS THAN 6 %
(EXAMPLE CALCULATION IN BOLD)

Percent of contractual Dollar balance of Dollars of Alternative
recourse obligation loans sold recourse risk
less than 6% with recourse weighting
5.50 % 5,000,000 275,000

5.00 % 25,000,000 1,250,000

4.50 % 5,000,000 225,000

Sum of above equals 35,000,000 1,750,000

Dollar of recourse divided by

dollar balance equais 5.00 %

(expressed as %)
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APPENDIX H - EXxAMPLE RBNW REQUIREMENT USING ALTERNATIVE COMPONENTS
(EXAMPLE CALCULATION IN BOLD)

Risk portfolio Standard Alternative Lower of standard or
component component alternative component

(a) Long-term real estate loans 2.20% 2.85% 2.20 %

(b) MBLs outstanding 1.10 % 1.25% 1.10 %

(c) Investments 1.51 % 1.37% 1.37 %

(f) Loans sold with recourse 1.20% 1.03% 1.03%

Standard component

(d) Low-risk assets

0%

Compare to Net Worth Ratio

(e) Average-risk assets 1.53 %
(g) Unused MBL commitments 0.15 %
(h) Allowance (1.02) %
RBNW requirement* 6.53 %

* A credit union is “undercapitalized” if its net worth ratio is less than its applicable RBNW requirement

Subpart B—Mandatory and
Discretionary Supervisory Actions

§702.201 Prompt corrective action
for “adequately capitalized”
credit unions.

(a) Earnings retention. Beginning the effective
date of classification as “adequately capitalized”
or lower, a federally-insured credit union must
increase the dollar amount of its net worth quar-
terly either in the current quarter, or on average
over the current and three preceding quarters,
by an amount equivalent to at least 1/10th percent
(0.1%) of its total assets, and must quarterly trans-
fer that amount (or more by choice) from undivided
earnings to its regular reserve account until it
is “well capitalized.”

(b) Decrease in retention. Upon written applica-
tion received no later than 14 days before the quar-
ter end, the NCUA Board, on a case-by-case basis,
may permit a credit union to increase the dollar
amount of its net worth and quarterly transfer
an amount that is less than the amount required
under paragraph (a) of this section, to the extent
the NCUA Board determines that such lesser
amount—

(1) Is necessary to avoid a significant
redemption of shares; and

(2) Would further the purpose of this part.

(c¢) Decrease by FISCU. The NCUA Board shall
consult and seek to work cooperatively with the
appropriate State official before permitting a fed-
erally-insured State-chartered credit union to de-
crease its earnings retention under paragraph (b)
of this section.

(d) Periodic review. A decision under paragraph
(b) of this section to permit a credit union to de-
crease its earnings retention is subject to quarterly
review and revocation except when the credit
union is operating under an approved net worth
restoration plan that provides for decreasing its
earnings retention as provided under paragraph
(b).

§702.202 Prompt corrective action
for “undercapitalized” credit
unions

(a) Mandatory supervisory actions by credit
union. A federally-insured credit union which is
“undercapitalized” must—

(1) Earnings retention. Increase net worth
and transfer earnings to its regular reserve
account in accordance with § 702.201;

(2) Submit net worth restoration plan.
Submit a net worth restoration plan pursuant to
§702.206, provided however, that a credit union
in this category having a net worth ratio of less
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than five percent (5%) which fails to timely
submit such a plan, or which materially fails to
implement an approved plan, is classified
“significantly undercapitalized” pursuant to
§702.102(a)(4)(ii) above;

(3) Restrict increase in assets. Beginning the
effective date of classification as “undercapital-
ized” or lower, not permit the credit union’s
assets to increase beyond its total assets (per
§702.2(j)) for the preceding quarter unless—

(i) Plan approved. The NCUA Board has
approved a net worth restoration plan which
provides for an increase in total assets and—

(A) The assets of the credit union are
increasing consistent with the approved plan;
and

(B) The credit union is implementing
steps to increase the net worth ratio consistent
with the approved plan;

(i1) Plan not approved. The NCUA Board
has not approved a net worth restoration plan
and total assets of the credit union are
increasing because of increases since quarter-
end in balances of:

(A) Total accounts receivable
accrued income on loans and investments; or

(B) Total cash and cash equivalents; or

(C) Total loans outstanding, not to
exceed the sum of total assets (per §702.2(j))
plus the quarter-end balance of unused commit-
ments to lend and unused lines of credit pro-
vided however that a credit union which
increases a balance as permitted under para-
graphs (A), (B) or (C) cannot offer rates on
shares in excess of prevailing rates on shares in
its relevant market area, and cannot open new
branches;

(4) Restrict member business loans. Begin-
ning the effective date of classification as
“undercapitalized” or lower, not increase the
total dollar amount of member business loans
(defined as loans outstanding and unused
commitments to lend) as of the preceding
quarter-end unless it is granted an exception
under 12 U.S.C. 1757a(b).

(b) “Second tier” discretionary supervisory ac-
tions by NCUA. Subject to the applicable proce-
dures for issuing, reviewing and enforcing direc-
tives set forth in subpart L of part 747 of this
chapter, the NCUA Board may, by directive, take
one or more of the following actions with respect
to an “undercapitalized” credit union having a net
worth ratio of less than five percent (5%), or a
director, officer or employee of such a credit union,

and

if it determines that those actions are necessary
to carry out the purpose of this part:

(1) Requiring prior approval for acquisi-
tions, branching, new lines of business. Prohibit
a credit union from, directly or indirectly,
acquiring any interest in any business entity or
financial institution, establishing or acquiring
any additional branch office, or engaging in any
new line of business, unless the NCUA Board
has approved the credit union’s net worth res-
toration plan, the credit union is implementing
its plan, and the NCUA Board determines that
the proposed action is consistent with and will
further the objectives of that plan;

(2) Restricting transactions with and owner-
ship of CUSO. Restrict the credit union’s trans-
actions with a CUSO, or require the credit
union to reduce or divest its ownership interest
in a CUSO;

(8) Restricting dividends paid. Restrict the
dividend rates the credit union pays on shares
to the prevailing rates paid on comparable
accounts and maturities in the relevant market
area, as determined by the NCUA Board, except
that dividend rates already declared on shares
acquired before imposing a restriction under
this paragraph may not be retroactively
restricted;

(4) Prohibiting or reducing asset growth.
Prohibit any growth in the credit union’s assets
or in a category of assets, or require the credit
union to reduce its assets or a category of
assets;

(5) Alter, reduce or terminate activity.
Require the credit union or its CUSO to alter,
reduce, or terminate any activity which poses
excessive risk to the credit union;

(6) Prohibiting nonmember deposits. Pro-
hibit the credit union from accepting all or cer-
tain nonmember deposits;

(7) Dismissing director or senior executive
officer. Require the credit union to dismiss from
office any director or senior executive officer,
provided however, that a dismissal under this
clause shall not be construed to be a formal
administrative action for removal under 12
U.S.C. 1786(g);

(8) Employing qualified senior executive
officer. Require the credit union to employ quali-
fied senior executive officers (who, if the NCUA
Board so specifies, shall be subject to its
approval); and

(9) Other action to carry out prompt correc-
tive action. Restrict or require such other action
by the credit union as the NCUA Board deter-
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mines will carry out the purpose of this part
better than any of the actions prescribed in
paragraphs (b)(1) through (8) of this section.

(c) “First tier” application of discretionary super-
visory actions. An “undercapitalized” credit union
having a net worth ratio of five percent (5%) or
more, or which is classified “undercapitalized” by
reason of failing to satisfy a risk-based net worth
requirement under § 702.105 or 702.106, is subject
to the discretionary supervisory actions in para-
graph (b) of this section if it fails to comply with
any mandatory supervisory action in paragraph
(a) of this section or fails to timely implement an
approved net worth restoration plan wunder
§702.206, including meeting its prescribed steps
toincreaseits net worth ratio.

§702.203 Prompt corrective action
for “significantly
undercapitalized” credit unions.

(a) Mandatory supervisory actions by credit
union. A federally-insured credit union which is
“significantly undercapitalized” must—

(1) Earnings retention. Increase net worth
and transfer earnings to its regular reserve
account in accordance with § 702.201;

(2) Submit net worth restoration plan.
Submit a net worth restoration plan pursuant to
§ 702.206;

(8) Restrict increase in assets. Not permit
the credit union’s total assets to increase except
as provided in § 702.202(a)(3) and

(4) Restrict member business loans. Not
increase the total dollar amount of member
business loans (defined as loans outstanding
and unused commitments to lend) as provided
in §702.202(a)(4).

(b) Discretionary supervisory actions by NCUA.
Subject to the applicable procedures for issuing,
reviewing and enforcing directives set forth in sub-
part L of part 747 of this chapter, the NCUA Board
may, by directive, take one or more of the following
actions with respect to any “significantly under-
capitalized” credit union, or a director, officer or
employee of such credit union, if it determines
that those actions are necessary to carry out the
purpose of this part:

(1) Requiring prior approval for acquisi-
tions, branching, new lines of business. Prohibit
a credit union from, directly or indirectly,
acquiring any interest in any business entity or
financial institution, establishing or acquiring
any additional branch office, or engaging in any

new line of business, except as provided in
§702.202(b)(1);

(2) Restricting transactions with and owner-
ship of CUSO. Restrict the credit union’s trans-
actions with a CUSO, or require the credit
union to divest or reduce its ownership interest
in a CUSO;

(3) Restricting dividends paid. Restrict the
dividend rates that the credit union pays on
shares as provided in § 702.202(b)(3);

(4) Prohibiting or reducing asset growth.
Prohibit any growth in the credit union’s assets
or in a category of assets, or require the credit
union to reduce assets or a category of assets;

(5) Alter, reduce or terminate activity.
Require the credit union or its CUSO(s) to alter,
reduce, or terminate any activity which poses
excessive risk to the credit union;

(6) Prohibiting nonmember deposits. Pro-
hibit the credit union from accepting all or cer-
tain nonmember deposits;

(7) New election of directors. Order a new
election of the credit union’s board of directors;

(8) Dismissing director or senior executive
officer. Require the credit union to dismiss from
office any director or senior executive officer,
provided however, that a dismissal under this
clause shall not be construed to be a formal
administrative action for removal under 12
U.S.C. 1786(g);

(9) Employing qualified senior executive
officer. Require the credit union to employ quali-
fied senior executive officers (who, if the NCUA
Board so specifies, shall be subject to its
approval);

(10) Restricting senior executive officers’
compensation. Except with the prior written
approval of the NCUA Board, limit compensa-
tion to any senior executive officer to that offi-
cer’s average rate of compensation (excluding
bonuses and profit sharing) during the four (4)
calendar quarters preceding the effective date of
classification of the credit union as “signifi-
cantly undercapitalized,” and prohibit payment
of a bonus or profit share to such officer;

(11) Other actions to carry out prompt
corrective action. Restrict or require such other
action by the credit union as the NCUA Board
determines will carry out the purpose of this
part better than any of the actions prescribed in
paragraphs (b)(1) through (10) of this section;
and

(12) Requiring merger. Require the credit
union to merge with another financial institu-
tion if one or more grounds exist for placing the
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credit union into conservatorship pursuant to 12
U.S.C. 1786(h)(1)(F), or into liquidation pursu-
ant to 12 U.S.C. 1787(a)(3)(A)3).

(¢) Discretionary conservatorship or liquidation
if no prospect of becoming “adequately capital-
ized.” Notwithstanding any other actions required
or permitted to be taken under this section, when
a credit union becomes “significantly under-
capitalized” (including by reclassification under
section 702.102(b) above), the NCUA Board may
place the credit union into conservatorship pursu-
ant to 12 U.S.C. 1786(h)(1)(F), or into liquidation
pursuant to 12 U.S.C. 1787(a)(3)(A)(i), provided
that the credit union has no reasonable prospect
of becoming “adequately capitalized.”

§702.204 Prompt corrective action
for “critically undercapitalized”
credit unions

(a) Mandatory supervisory actions by credit
union. A federally-insured credit union which is
“critically undercapitalized” must—

(1) Earnings retention. Increase net worth
and transfer earnings to its regular reserve
account in accordance with § 702.201;

(2) Submit net worth restoration plan.
Submit a net worth restoration plan pursuant to
§702.206;

(8) Restrict increase in assets. Not permit
the credit union’s total assets to increase except
as provided in § 702.202(a)(3); and

(4) Restrict member business loans. Not
increase the total dollar amount of member
business loans (defined as loans outstanding
and unused commitments to lend) as provided
in §702.202(a)(4).

(b) Discretionary supervisory actions by NCUA.
Subject to the applicable procedures for issuing,
reviewing and enforcing directives set forth in sub-
part L of part 747 of this chapter, the NCUA Board
may, by directive, take one or more of the following
actions with respect to any “critically under-
capitalized” credit union, or a director, officer or
employee of such credit union, if it determines
that those actions are necessary to carry out the
purpose of this part:

(1) Requiring prior approval for acquisi-
tions, branching, new lines of business. Prohibit
a credit union from, directly or indirectly,
acquiring any interest in any business entity or
financial institution, establishing or acquiring
any additional branch office, or engaging in any

new line of business, except as provided by
§702.202(b)(1);

(2) Restricting transactions with and owner-
ship of CUSO. Restrict the credit union’s trans-
actions with a CUSO, or require the credit
union to divest or reduce its ownership interest
in a CUSO;

(3) Restricting dividends paid. Restrict the
dividend rates that the credit union pays on
shares as provided in § 702.202(b)(3);

(4) Prohibiting or reducing asset growth.
Prohibit any growth in the credit union’s assets
or in a category of assets, or require the credit
union to reduce assets or a category of assets;

(5) Alter, reduce or terminate activity.
Require the credit union or its CUSO(s) to alter,
reduce, or terminate any activity which poses
excessive risk to the credit union;

(6) Prohibiting nonmember deposits. Pro-
hibit the credit union from accepting all or cer-
tain nonmember deposits;

(7) New election of directors. Order a new
election of the credit union’s board of directors;

(8) Dismissing director or senior executive
officer. Require the credit union to dismiss from
office any director or senior executive officer,
provided however, that a dismissal under this
clause shall not be construed to be a formal
administrative action for removal under 12
U.S.C. 1786(g);

(9) Employing qualified senior executive
officer. Require the credit union to employ quali-
fied senior executive officers (who, if the NCUA
Board so specifies, shall be subject to its
approval);

(10) Restricting senior executive officers’
compensation. Reduce or, with the prior written
approval of the NCUA Board, limit compensa-
tion to any senior executive officer to that offi-
cer’s average rate of compensation (excluding
bonuses and profit sharing) during the four (4)
calendar quarters preceding the effective date of
classification of the credit union as “critically
undercapitalized,” and prohibit payment of a
bonus or profit share to such officer;

(11) Restrictions on payments on uninsured
secondary capital. Beginning 60 days after the
effective date of classification of a credit union
as “critically undercapitalized,” prohibit pay-
ments of principal, dividends or interest on the
credit union’s uninsured secondary capital
accounts established after August 7, 2000,
except that unpaid dividends or interest shall
continue to accrue under the terms of the
account to the extent permitted by law;
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(12) Requiring prior approval. Require a
“critically undercapitalized” credit union to
obtain the NCUA Board’s prior written approval
before doing any of the following:

(i) Entering into any material transaction
not within the scope of an approved net worth
restoration plan (or approved revised business
plan under subpart C of this part);

(ii)) Extending credit for transactions
deemed highly leveraged by the NCUA Board
or, if State-chartered, by the appropriate State
official;

(iii) Amending the credit union’s charter
or bylaws, except to the extent necessary to
comply with any law, regulation, or order;

(iv) Making any material change in
accounting methods; and

(v) Paying dividends or interest on new
share accounts at a rate exceeding the pre-
vailing rates of interest on insured deposits in
its relevant market area;

(13) Other action to carry out prompt correc-
tive action. Restrict or require such other action
by the credit union as the NCUA Board deter-
mines will carry out the purpose of this part
better than any of the actions prescribed in
paragraphs (b)(1) through (12) of this section;
and

(14) Requiring merger. Require the credit
union to merge with another financial institu-
tion if one or more grounds exist for placing the
credit union into conservatorship pursuant to 12
U.S.C. 1786(h)(1)(F), or into liquidation pursu-
ant to 12 U.S.C. 1787(a)(3)(A)().

(¢) Mandatory conservatorship, liquidation or
action in lieu thereof—(1) Action within 90 days.
Notwithstanding any other actions required or
permitted to be taken under this section (and re-
gardless of a credit union’s prospect of becoming
“adequately capitalized”), the NCUA Board must,
within 90 calendar days after the effective date
of classification of a credit union as “critically
undercapitalized”—

(i) Conservatorship. Place the credit union
into conservatorship pursuant to 12 U.S.C.
1786(h)(1)(G); or

(i) Liquidation. Liquidate the credit
union pursuant to 12 U.S.C. 1787(a)(3)(A)(ii); or

(iii) Other corrective action. Take other
corrective action, in lieu of conservatorship or
liquidation, to better achieve the purpose of this
part, provided that the NCUA Board documents
why such action in lieu of conservatorship or
liquidation would do so, provided however, that
other corrective action may consist, in whole or

in part, of complying with the quarterly time-
table of steps and meeting the quarterly net
worth targets prescribed in an approved net
worth restoration plan.

(2) Renewal of other corrective action. A
determination by the NCUA Board to take other
corrective action in lieu of conservatorship or
liquidation under paragraph (c)(1)(iii) of this
section shall expire after an effective period
ending no later than 180 calendar days after the
determination is made, and the credit union
shall be immediately placed into conservator-
ship or liquidation under paragraphs (c)(1)()
and (ii), unless the NCUA Board makes a new
determination under paragraph (c)(1)(iii) of this
section before the end of the effective period of
the prior determination;

(3) Mandatory liquidation after 18 months—
(i) Generally. Notwithstanding paragraphs (c)(1)
and (2) of this section, the NCUA Board must
place a credit union into liquidation if it
remains “critically undercapitalized” for a full
calendar quarter, on a monthly average basis,
following a period of 18 months from the effec-
tive date the credit union was first classified
“critically undercapitalized.”

(ii) Exception. Notwithstanding paragraph
(¢)(3)d) of this section, the NCUA Board may
continue to take other corrective action in lieu
of liquidation if it certifies that the credit
union—

(A) Has been in substantial compliance
with an approved net worth restoration plan
requiring consistent improvement in net worth
since the date the net worth restoration plan
was approved;

(B) Has positive net income or has an
upward trend in earnings that the NCUA Board
projects as sustainable; and

(C) Is viable and not expected to fail.

(iii) Review of exception. The NCUA
Board shall, at least quarterly, review the cer-
tification of an exception to liquidation under
paragraph (c)(3)(ii) of this section and shall
either—

(A) Recertify the credit union if it con-
tinues to satisfy the criteria of paragraph
(c)(3)(ii) of this section; or

(B) Promptly place the credit union into
liquidation, pursuant to 12 U.S.C.
1787(a)(3)(A)(1), if it fails to satisfy the criteria
of paragraph (c)(3)(ii) of this section.

(4) Nondelegation. The NCUA Board may
not delegate its authority under paragraph (c) of
this section, unless the credit union has less
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than $5,000,000 in total assets. A credit union
shall have a right of direct appeal to the NCUA
Board of any decision made by delegated
authority under this section within ten (10) cal-
endar days of the date of that decision.

(d) Mandatory liquidation of insolvent federal
credit union. Inlieu of paragraph (c) of this section,
a “critically undercapitalized” federal credit union
that has a net worth ratio of less than zero percent
(0%) may be placed into liquidation on grounds
of insolvency pursuant to 12 U.S.C. 1787(a)(1)(A).

§702.205 Consultation with State
officials on proposed prompt
corrective action.

(a) Consultation on proposed conservatorship or
liquidation. Before placing a federally-insured
State-chartered credit union into conservatorship
(pursuant to 12 U.S.C. 1786(h)(1)(F) or (G)) or lig-
uidation (pursuant to 12 U.S.C. 1787(a)(3)) as per-
mitted or required under subparts B or C of this
part to facilitate prompt corrective action—

(1) The NCUA Board shall seek the views of
the appropriate State official (as defined in
§702.2(b), and give him or her an opportunity to
take the proposed action;

(2) The NCUA Board shall, upon timely
request of the appropriate State official,
promptly provide him or her with a written
statement of the reasons for the proposed con-
servatorship or liquidation, and reasonable time
to respond to that statement; and

(3) If the appropriate State official makes a
timely written response that disagrees with the
proposed conservatorship or liquidation and
gives reasons for that disagreement, the NCUA
Board shall not place the credit union into con-
servatorship or liquidation unless it first con-
siders the views of the appropriate State official
and determines that—

(i) The NCUSIF faces a significant risk of
loss if the credit union is not placed into con-
servatorship or liquidation; and

(i) Conservatorship or liquidation is nec-
essary either to reduce the risk of loss, or to
reduce the expected loss, to the NCUSIF with
respect to the credit union.

(b) Nondelegation. The NCUA Board may not
delegate any determination under paragraph
(a)(3) of this section.

(¢) Consultation on proposed discretionary ac-
tion. The NCUA Board shall consult and seek to
work cooperatively with the appropriate State offi-

cial before taking any discretionary supervisory
action under §§ 702.202(b), 702.203(b), 702.204(b),
702.304(b) and 702.305(b) with respect to a feder-
ally-insured State-chartered credit union; shall
provide prompt notice of its decision to the appro-
priate State official; and shall allow the appro-
priate State official to take the proposed action
independently or jointly with NCUA.

§702.206 Net worth restoration
plans.

(a) Schedule for filing—(1) Generally. A feder-
ally-insured credit union shall file a written net
worth restoration plan (NWRP) with the appro-
priate Regional Director and, if State-chartered,
the appropriate State official, within 45 calendar
days of the effective date of classification as either
“undercapitalized,” “significantly undercapital-
ized” or “critically undercapitalized,” unless the
NCUA Board notifies the credit union in writing
that its NWRP is to be filed within a different
period.

(2) Exception. An otherwise “adequately
capitalized” credit union that is reclassified
“undercapitalized” on safety and soundness
grounds under §702.102(b) is not required to
submit a NWRP solely due to the reclassifica-
tion, unless the NCUA Board notifies the credit
union that it must submit an NWRP.

(8) Filing of additional plan. Notwith-
standing paragraph (a)(1) of this section, a
credit union that has already submitted and is
operating under a NWRP approved under this
section is not required to submit an additional
NWRP due to a change in net worth category
(including by reclassification under
§702.102(b)), unless the NCUA Board notifies
the credit union that it must submit a new
NWRP. A credit union that is notified to submit
a new or revised NWRP shall file the NWRP in
writing with the appropriate Regional Director
within 30 calendar days of receiving such notice,
unless the NCUA Board notifies the credit
union in writing that the NWRP is to be filed
within a different period.

(4) Failure to timely file plan. When a credit
union fails to timely file an NWRP pursuant to
this paragraph, the NCUA Board shall promptly
notify the credit union that it has failed to file
an NWRP and that it has 15 calendar days from
receipt of that notice within which to file an
NWRP.
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(b) Assistance to small credit unions. Upon time-
ly request by a credit union having total assets
of less than $10 million (regardless how long it
has been in operation), the NCUA Board shall
provide assistance in preparing an NWRP re-
quired to be filed under paragraph (a) of this sec-
tion.

(c) Contents of NWRP. An NWRP must—

(1) Specify—

(i) A quarterly timetable of steps the
credit union will take to increase its net worth
ratio so that it becomes “adequately capitalized”
by the end of the term of the NWRP, and to
remain so for four (4) consecutive calendar quar-
ters. If “complex,” the credit union is subject to
a risk-based net worth requirement that may
require a net worth ratio higher than six per-
cent (6%) to become “adequately capitalized”;

(i1) The projected amount of earnings to
be transferred to the regular reserve account in
each quarter of the term of the NWRP as
required under §702.201(a), or as permitted
under § 702.201(b);

(iii)) How the credit union will comply
with the mandatory and any discretionary
supervisory actions imposed on it by the NCUA
Board under this subpart;

(iv) The types and levels of activities in
which the credit union will engage; and

(v) If reclassified to a lower category
under §702.102(b), the steps the credit union
will take to correct the unsafe or unsound prac-
tice(s) or condition(s);

(2) Include pro forma financial statements,
including any off-balance sheet items, covering a
minimum of the next two years; and

(3) Contain such other information as the
NCUA Board has required.

(d) Criteria for approval of NWRP. The NCUA
Board shall not accept a NWRP plan unless it—

(1) Complies with paragraph (c) of this sec-
tion;

(2) Is based on realistic assumptions, and is
likely to succeed in restoring the credit union’s
net worth; and (3) Would not unreasonably
increase the credit union’s exposure to risk
(including credit risk, interest-rate risk, and
other types of risk).

(e) Consideration of regulatory capital. To mini-
mize possible long-term losses to the NCUSIF
while the credit union takes steps to become “ade-
quately capitalized,” the NCUA Board shall, in
evaluating an NWRP under this section, consider
the type and amount of any form of regulatory
capital which may become established by NCUA

regulation, or authorized by State law and recog-
nized by NCUA, which the credit union holds, but
which is not included in its net worth.

(f) Review of NWRP—(1) Notice of decision.
Within 45 calendar days after receiving an NWRP
under this part, the NCUA Board shall notify the
credit union in writing whether the NWRP has
been approved, and shall provide reasons for its
decision in the event of disapproval.

(2) Delayed decision. If no decision is made
within the time prescribed in paragraph (f)(1) of
this section, the NWRP is deemed approved.

(8) Consultation with State officials. In the
case of an NWRP submitted by a federally-
insured State-chartered credit union (whether
an original, new, additional, revised or amended
NWRP), the NCUA Board shall, when evalu-
ating the NWRP, seek and consider the views of
the appropriate State official, and provide
prompt notice of its decision to the appropriate
State official.

(g) NWRP not approved (1) Submission of re-
vised NWRP. If an NWRP is rejected by the NCUA
Board, the credit union shall submit a revised
NWRP within 30 calendar days of receiving notice
of disapproval, unless it is notified in writing by
the NCUA Board that the revised NWRP is to
be filed within a different period.

(2) Notice of decision on revised NWRP.
Within 30 calendar days after receiving a
revised NWRP under paragraph (g)(1) of this
section, the NCUA Board shall notify the credit
union in writing whether the revised NWRP is
approved. The Board may extend the time
within which notice of its decision shall be pro-
vided.

(3) Disapproval of reclassified credit union’s
NWRP. A credit union which has been classified
“significantly undercapitalized” under
§702.102(a)(4)(i1)) shall remain so classified
pending NCUA Board approval of a new or
revised NWRP.

(h) Amendment of NWRP. A credit union that
is operating under an approved NWRP may, after
prior written notice to, and approval by the NCUA
Board, amend its NWRP to reflect a change in
circumstance. Pending approval of an amended
NWRP, the credit union shall implement the
NWRP as originally approved.

(1) Publication. An NWRP need not be published
to be enforceable because publication would be
contrary to the publicinterest.
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Subpart C—Alternative Prompt
Corrective Action for New Credit
Unions

§702.301 Scope and definition.

(a) Scope. This subpart C applies in lieu of sub-
part B of this part exclusively to credit unions
defined in paragraph (b) of this section as “new”
pursuant to 12 U.S.C. 1790d(b)(2).

(b) New credit union defined. A “new” credit
union for purposes of this subpart is a federally-
insured credit union that both has been in oper-
ation for less than ten (10) years and has total
assets of not more than $10 million. A credit union
which exceeds $10 million in total assets may be-
come “new” if its total assets subsequently decline
below $10 million while it is still in operation for
lessthan 10 years.

(c) Effect of spin-offs. A credit union formed as
the result of a “spin-off” of a group from the field
of membership of an existing credit union is
deemed to be in operation since the effective date
of the “spin-off.” A credit union whose total assets
decline below $10 million because a group within
its field of membership has been “spun-off”’ is
deemed “new” if it has been in operation less than
10years.

(d) Actions to evade prompt corrective action.
Ifthe NCUA Board determines that a credit union
was formed, or was reduced in asset size as aresult
of a “spin-off,” or was merged, primarily to qualify
as “new” under this subpart, the credit union shall
be deemed subject to prompt corrective action
under subpart A of this part.

§702.302 Net worth categories for
new credit unions.

(a) Net worth measures. For purposes of this
part, a new credit union must determine its net
worth category classification quarterly according
toits net worth ratio as definedin § 702.2(g).

(b) Effective date of net worth classification of
new credit union. For purposes of subpart C, the
effective date of a new federally-insured credit
union’s classification within a net worth category
in paragraph (c) of this section shall be determined
as provided in §702.101(b); and written notice to
the NCUA Board of a decline in net worth category
in paragraph (c) of this section shall be given as
required by section 702.101(c).

(c) Net worth categories. A federally-insured
credit union defined as “new” under this section
shall be classified (Table 6)—

(1) Well capitalized if it has a net worth
ratio of seven percent (7%) or greater;

(2) Adequately capitalized if it has a net
worth ratio of six percent (6%) or more but less
than seven percent (7%),

(8) Moderately capitalized if it has a net
worth ratio of three and one-half percent (3.5%)
or more but less than six percent (6%);

(4) Marginally capitalized if it has a net
worth ratio of two percent (2%) or more but less
than three and one-half percent (3.5%);

(5) Minimally capitalized if it has a net
worth ratio of zero percent (0%) or greater but
less than two percent (2%); and

(6) Uncapitalized if it has a net worth ratio
of less than zero percent (0%) (e.g., a deficit in
retained earnings).

TABLE 6 -- NET WORTH CATEGORY CLASSIFICATION FOR “NEW" CREDIT UNIONS

A “new” credit union’s
net worth category is . . .

if its net worth ratio is . . .

“Well Capitalized”

7% or above

“Adequately Capitalized”

6% to 6.99%

“Moderately Capitalized”

3.5% 10 5.99%

“Marginally Capitalized”

2% to 3.49%

“Minimally Capitalized”

0% to 1.99%

“Uncapitalized”

Less than 0%
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(d) Reclassification based on supervisory criteria
other than net worth. Subject to § 702.102(b) and
(c),the NCUA Board may reclassify a “well capital-
ized,” “adequately capitalized” or “moderately cap-
italized” new credit union to the next lower net
worth category (each of such actions is hereinafter
referred to generally as “reclassification”) in either
of the circumstances prescribed in § 702.102(b).

(e) Consultation with State officials. The NCUA
Board shall consult and seek to work cooperatively
with the appropriate State official before reclassi-
fying a federally-insured State-chartered credit
union under paragraph (d) of this section, and
shall promptly notify the appropriate State official
ofits decision to reclassify.

§702.303 Prompt corrective action
for “adequately capitalized”
new credit unions.

Beginning on the effective date of classification,
an “adequately capitalized” new credit union must
increase the dollar amount of its net worth by
the amount reflected in its approved initial or re-
vised business plan in accordance with
§702.304(a)(2), or in the absence of such a plan,
in accordance with § 702.201, and quarterly trans-
fer that amount from undivided earnings to its
regular reserve account, until it is “well capital-
ized.”

§702.304 Prompt corrective action
for “moderately capitalized,”
“marginally capitalized” or
“minimally capitalized” new
credit unions.

(a) Mandatory supervisory actions by new credit
union. Beginning on the date of classification as
“moderately capitalized,” “marginally capitalized”
or “minimally capitalized” (including by reclassi-
fication under §702.302(d)), a new credit union
must—

(1) Earnings retention. Increase the dollar
amount of its net worth by the amount reflected
in its approved initial or revised business plan
and quarterly transfer that amount from undi-
vided earnings to its regular reserve account;

(2) Submit revised business plan. Submit a
revised business plan within the time provided
by §702.306 if the credit union either:

(1) Has not increased its net worth ratio
consistent with its then-present approved busi-
ness plan;

(ii)) Has no then-present approved busi-
ness plan; or

(iii) Has failed to comply with paragraph
(a)(3) of this section; and

(3) Restrict member business loans. Not
increase the total dollar amount of member
business loans (defined as loans outstanding
and unused commitments to lend) as of the pre-
ceding quarter-end unless it is granted an
exception under 12 U.S.C. 1757a(b).

(b) Discretionary supervisory actions by NCUA.
Subject to the applicable procedures set forth in
subpart L of part 747 of this chapter for issuing,
reviewing and enforcing directives, the NCUA
Board may, by directive, take one or more of the
actions prescribed in §702.204(b) if the credit
union’s net worth ratio has not increased con-
sistent with its then-present business plan, or the
credit union has failed to undertake any manda-
tory supervisory action prescribed in paragraph
(a) of this section.

(c) Discretionary conservatorship or liquidation.
Notwithstanding any other actions required or
permitted to be taken under this section, the
NCUA Board may place a new credit union which
is “moderately capitalized,” “marginally capital-
ized” or “minimally capitalized” (including by re-
classification under §702.302(d)) into con-
servatorship pursuant to 12 U.S.C. 1786(h)(1)(F),
or into liquidation pursuant to 12 U.S.C.
1787(a)(3)(A)(1), provided that the credit union has
no reasonable prospect of becoming “adequately
capitalized.”

§702.305 Prompt corrective action
for “uncapitalized” new credit
unions.

(a) Mandatory supervisory actions by new credit
union. Beginning on the effective date of classifica-
tion as “uncapitalized,” a new credit union must—

(1) Earnings retention. Increase the dollar
amount of its net worth by the amount reflected
in the credit union’s approved initial or revised
business plan;

(2) Submit revised business plan. Submit a
revised business plan within the time provided
by §702.306, providing for alternative means of
funding the credit union’s earnings deficit, if the
credit union either:
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(1) Has not increased its net worth ratio
consistent with its then-present approved busi-
ness plan;

(i1)) Has no then-present approved busi-
ness plan; or

(iii) Has failed to comply with paragraph
(a)(3) of this section; and

(3) Restrict member business loans. Not
increase the total dollar amount of member
business loans as provided in § 702.304(a)(3).

(b) Discretionary supervisory actions by NCUA.
Subject to the procedures set forth in subpart L
of part 747 of this chapter for issuing, reviewing
and enforcing directives, the NCUA Board may,
by directive, take one or more of the actions pre-
scribed in §702.204(b) if the credit union’s net
worth ratio has not increased consistent with its
then-present business plan, or the credit union
has failed to undertake any mandatory super-
visory action prescribed in paragraph (a) of this
section.

(¢) Mandatory liquidation or conservatorship.
Notwithstanding any other actions required or
permitted to be taken under this section, the
NCUA Board—

(1) Plan not submitted. May place into lig-
uidation pursuant to 12 U.S.C. 1787(a)(3)(A)Gi),
or conservatorship pursuant to 12 U.S.C.
1786(h)(1)(F), an “uncapitalized” new credit
union which fails to submit a revised business
plan within the time provided under paragraph
(a)(2) of this section; or

(2) Plan rejected, approved, implemented.
Except as provided in paragraph (c)(3) of this
section, must place into liquidation pursuant to
12 U.S.C. 1787(a)(3)(A)(ii), or conservatorship
pursuant to 12 U.S.C. 1786(h)(1)F), an
“uncapitalized” new credit union that remains
“uncapitalized” one hundred twenty (120) cal-
endar days after the later of:

(i) The effective date of classification as
“uncapitalized”; or

(ii) The last day of the calendar month
following expiration of the time period provided
in the credit union’s initial business plan
(approved at the time its charter was granted)
to remain “uncapitalized,” regardless whether a
revised business plan was rejected, approved or
implemented.

(3) Exception. The NCUA Board may
decline to place a new credit union into liquida-
tion or conservatorship as provided in para-
graph (c)(2) of this section if the credit union
documents to the NCUA Board why it is viable

and has a reasonable prospect of becoming “ade-
quately capitalized.”

(d) Mandatory liquidation of “uncapitalized”
federal credit union. In lieu of paragraph (c) of
this section, an “uncapitalized” federal credit
union may be placed into liquidation on grounds
of insolvency pursuant to 12 U.S.C. 1787(a)(1)(A).

§702.306 Revised business plans
for new credit unions.

(a) Schedule for filing. (1) Generally. Except as
provided in paragraph (a)(2) of this section, a new
credit union classified “moderately capitalized” or
lower must file a written revised business plan
(RBP) with the appropriate Regional Director and,
if State-chartered, with the appropriate State offi-
cial, within 30 calendar days of either:

(1) The last of the calendar month fol-
lowing the end of the calendar quarter that the
credit union’s net worth ratio has not increased
consistent with its the-present approved busi-
ness plan;

(i) The effective date of classification as
less than “adequately capitalized” if the credit
union has no then-present approved business
plan; or

(111) The effective date of classification as
less than “adequately capitalized” if the credit
union has increased the total amount of
member business loans in violation of
§702.304(a)(3).

(2) Exception. The NCUA Board may notify
the credit union in writing that its RBP is to be
filed within a different period or that it is not
necessary to file an RBP.

(8) Failure to timely file plan. When a new
credit union fails to file an RBP as provided
under paragraphs (a)(1) or (a)(2) of this section,
the NCUA Board shall promptly notify the
credit union that it has failed to file an RBP
and that it has 15 calendar days from receipt of
that notice within which to do so.

(b) Contents of revised business plan. Anew cred-
it union’s RBP must, at a minimum—

(1) Address changes, since the new credit
union’s current business plan was approved, in
any of the business plan elements required for
charter approval under Chapter 1, section IV.D.
of NCUA’s Chartering and Field of Membership
Manual (IRPS 99-1), 63 FR 71998, 72019 (Dec.
30, 1998), or its successor(s), or for State-char-
tered credit unions under applicable State law;
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(2) Establish a timetable of quarterly tar-
gets for net worth during each year in which the
RBP is in effect so that the credit union
becomes “adequately capitalized” by the time it
no longer qualifies as “new” per § 702.301(b);

(3) Specify the projected amount of earnings
to be transferred quarterly to its regular reserve
as provided  under §702.304(a)(1) or
702.305(a)(1);

(4) Explain how the new credit union will
comply with the mandatory and discretionary
supervisory actions imposed on it by the NCUA
Board under this subpart;

(5) Specify the types and levels of activities
in which the new credit union will engage;

(6) In the case of a new credit union
reclassified to a lower category under
§702.302(d), specify the steps the credit union
will take to correct the unsafe or unsound condi-
tion or practice; and

(7) Include such other information as the
NCUA Board may require.

(c) Criteria for approval. The NCUA Board shall
not approve a new credit union’s RBP unless it—

(1) Addresses the items enumerated in
paragraph (b) of this section;

(2) Is based on realistic assumptions, and is
likely to succeed in building the credit union’s
net worth; and

(3) Would not unreasonably increase the
credit union’s exposure to risk (including credit
risk, interest-rate risk, and other types of risk).

(d) Consideration of regulatory capital. To mini-
mize possible long-term losses to the NCUSIF
while the credit union takes steps to become “ade-
quately capitalized,” the NCUA Board shall, in
evaluating an RBP under this section, consider
the type and amount of any form of regulatory
capital which may become established by NCUA
regulation, or authorized by State law and recog-
nized by NCUA, which the credit union holds, but
which is notincluded in its net worth.

(e) Review of revised business plan— (1) Notice
of decision. Within 30 calendar days after receiv-
ing an RBP under this section, the NCUA Board
shall notify the credit union in writing whether
its RBP is approved, and shall provide reasons
for its decision in the event of disapproval. The
NCUA Board may extend the time within which
notice ofits decision shall be provided.

(2) Delayed decision. If no decision is made
within the time prescribed in paragraph (e)(1) of
this section, the RBP is deemed approved.

(8) Consultation with State officials. When
evaluating an RBP submitted by a federally-
insured State-chartered new credit union
(whether an original, new or additional RBP),
the NCUA Board shall seek and consider the
views of the appropriate State official, and pro-
vide prompt notice of its decision to the appro-
priate State official.

(f) Plan not approved—(1) Submission of new
revised plan. If an RBP is rejected by the NCUA
Board, the new credit union shall submit a new
RBP within 30 calendar days of receiving notice
of disapproval of its initial RBP, unless it is noti-
fied in writing by the NCUA Board that the new
RBPis to be filed within a different period.

(2) Notice of decision on revised plan.
Within 30 calendar days after receiving an RBP
under paragraph (f)(1) of this section, the
NCUA Board shall notify the credit union in
writing whether the new RBP is approved. The
Board may extend the time within which notice
of its decision shall be provided.

(g) Amendment of plan. A credit union that has
filed an approved RBP may, after prior written
notice to and approval by the NCUA Board, amend
it to reflect a change in circumstance. Pending
approval of an amended RBP, the new credit union
shall implement its existing RBP as originally ap-
proved.

(h) Publication. An RBP need not be published
to be enforceable because publication would be
contrary to the publicinterest.

§702.307 Incentives for new credit
unions.

(a) Assistance in revising business plans. Upon
timely request by a credit union having total as-
sets of less than $10 million (regardless how long
it has been in operation), the NCUA Board shall
provide assistance in preparing a revised business
planrequired to be filed under § 702.306.

(b) Assistance. Management training and other
assistance to new credit unions will be provided
in accordance with policies approved by the NCUA
Board.

(¢) Small credit union program. A new credit
union is eligible to join and receive comprehensive
benefits and assistance under NCUA’s Small
Credit Union Program.
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Subpart D—Reserves
§702.401 Reserves.

(a) Special reserve. Each federally-insured credit
union shall establish and maintain such reserves
as may be required by the FCUA, by state law,
by regulation, or in special cases by the NCUA
Board or appropriate State official.

(b) Regular reserve. Each federally-insured cred-
it union shall establish and maintain a regular
reserve account for the purpose of absorbing losses
that exceed undivided earnings and other appro-
priations of undivided earnings, subject to para-
graph (c) of this section. Earnings required to be
transferred annually to a credit union’s regular
reserve under subparts B or C of this part shall
be held in this account.

(c) Charges to regular reserve after depleting un-
divided earnings. The board of directors of a feder-
ally-insured credit union may authorize losses to
be charged to the regular reserve after first deplet-
ing the balance of the undivided earnings account
and other reserves, provided that the authoriza-
tion states the amount and provides an expla-
nation of the need for the charge, and either—

(1) The charge will not cause the credit
union’s net worth classification to fall below
“adequately capitalized” under subparts B or C
of this part; or

(2) If the charge will cause the net worth
classification to fall below “adequately capital-
ized,” the appropriate Regional Director and, if
State-chartered, the appropriate State official,
have given written approval (in an NWRP or
otherwise) for the charge.

(d) Transfers to regular reserve. The transfer
of earnings to a federally-insured credit union’s
regular reserve account when required under sub-
parts B or C of this part must occur after charges
for loan or other losses are addressed as provided
in paragraph (c) of this section and § 702.402(d),
but before payment of any dividends to members.

§702.402 Full and fair disclosure
of financial condition.

(a) Full and fair disclosure defined. “Full and
fair disclosure” is the level of disclosure which
a prudent person would provide to a member of
a federally-insured credit union, to NCUA, or, at
the discretion of the board of directors, to creditors
to fairly inform them of the financial condition
and the results of operations of the credit union.

(b) Full and fair disclosure implemented. The
financial statements of a federally-insured credit
union shall provide for full and fair disclosure of
all assets, liabilities, and members’ equity, includ-
ing such valuation (allowance) accounts as may
be necessary to present fairly the financial condi-
tion; and all income and expenses necessary to
present fairly the statement of income for the re-
porting period.

(¢) Declaration of officials. The Statement of Fi-
nancial Condition, when presented to members,
to creditors or to the NCUA, shall contain a dual
declaration by the treasurer and the chief execu-
tive officer, or in the latter’s absence, by any other
officer designated by the board of directors of the
reporting credit union to make such declaration,
that the report and related financial statements
are true and correct to the best of their knowledge
and belief and present fairly the financial condi-
tion and the statement of income for the period
covered.

(d) Charges for loan losses. Full and fair disclo-
sure demands that a credit union properly address
charges forloan losses as follows:

(1) Charges for loan losses shall be made in
accordance with generally accepted accounting
principles (GAAP);

(2) The allowance for loan and lease losses
(ALL) established for loans must fairly present
the probable losses for all categories of loans
and the proper valuation of loans. The valuation
allowance must encompass specifically identified
loans, as well as estimated losses inherent in
the loan portfolio, such as loans and pools of
loans for which losses have been incurred but
are not identifiable on a specific loan-by-loan
basis;

(8) Adjustments to the valuation ALL will
be recorded in the expense account “Provision
for Loan and Lease Losses”;

(4) The maintenance of an ALL shall not
affect the requirement to transfer earnings to a
credit union’s regular reserve when required
under subparts B or C of this part; and

(5) At a minimum, adjustments to the ALL
shall be made prior to the distribution or
posting of any dividend to the accounts of mem-
bers.

§702.403 Payment of dividends.

(a) Restriction on dividends. Dividends shall be
available only from undivided earnings, if any.
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(b) Payment of dividends if undivided earnings
depleted. The board of directors of a “well capital-
ized” federally-insured credit union that has de-
pleted the balance of its undivided earnings ac-
count may authorize a transfer of funds from the
credit union’s regular reserve account to undi-
vided earnings to pay dividends, provided that ei-
ther—

(1) The payment of dividends will not cause the
credit union’s net worth classification to fall below

“adequately capitalized” under subpart B or C of
this part; or

(2) If the payment of dividends will cause the
net worth classification to fall below “adequately
capitalized,” the appropriate Regional Director
and, if State-chartered, the appropriate State offi-
cial, have given prior written approval (in an
NWRP or otherwise) to pay a dividend.

April 2004

702-25



PART 703

INVESTMENT AND DEPOSIT ACTIVITIES

§703.1-§ 703.2

§703.1 Purpose and scope.

(a) This part interprets several of the provisions
of Sections 107(7), 107(8), and 107(15) of the Fed-
eral Credit Union Act (Act), 12 U.S.C. 1757(7),
1757(8), 1757(15), which list those securities, de-
posits, and other obligations in which a Federal
credit union may invest. Part 703 identifies cer-
tain investments and deposit activities permis-
sible under the Act and prescribes regulations gov-
erning those investments and deposit activities
on the basis of safety and soundness concerns.
Additionally, part 703 identifies and prohibits cer-
tain investments and deposit activities. Invest-
ments and deposit activities that are permissible
under the Act and not prohibited or otherwise reg-
ulated by part 703 remain permissible for Federal
credit unions.

(b) This part does not apply to:

(1) Investment in loans to members and
related activities, which is governed by
§§701.21, 701.22, 701.23, and part 723 of this
chapter;

(2) The purchase of real estate-secured
loans pursuant to Section 107(15)(A) of the Act,
which is governed by § 701.23 of this chapter;

(83) Investment in credit union service
organizations, which is governed by part 712 of
this chapter;

(4) Investment in fixed assets, which is gov-
erned by §701.36 of this chapter;

(5) Investment by corporate credit unions,
which is governed by part 704 of this chapter;
or

(6) Investment activity by State-chartered
credit unions, except as provided in § 741.3(a)(3)
and §741.219 of this chapter.

§703.2 Definitions.

The following definitions apply to this part:

Adjusted trading means selling an investment
to a counterparty at a price above its current fair
value and simultaneously purchasing or commit-
ting to purchase from the counterparty another
investment at a price above its current fair value.

Associated personnel means a person engaged
in the investment banking or securities business
who is directly or indirectly controlled by a Na-
tional Association of Securities Dealers (NASD)
member, whether or not this person is registered
or exempt from registration with NASD. Associ-
ated personnel includes every sole proprietor,
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partner, officer, director, or branch manager of
any NASD member.

Banker’s acceptance means a time draft that is
drawn on and accepted by a bank and that rep-
resents anirrevocable obligation of the bank.

Bank note means a direct, unconditional, and
unsecured general obligation of a bank that ranks
equally with all other senior unsecured indebted-
ness of the bank, except deposit liabilities and
other obligations that are subject to any priorities
or preferences.

Borrowing repurchase transaction means a
transaction in which the Federal credit union
agrees to sell a security to a counterparty and
to repurchase the same or an identical security
from that counterparty at a specified future date
and at a specified price.

Call means an option that gives the holder the
right to buy the underlying security at a specified
price during a fixed time period.

Collective investment fund means a fund main-
tained by a national bank under 12 CFR part 9
(Comptroller of the Currency’s regulations).

Commercial mortgage related security means a
mortgage related security, as defined below, ex-
cept that it is collateralized entirely by commercial
real estate, such as a warehouse or office building,
or a multi-family dwelling consisting of more than
four units.

Counterparty means the party on the other side
ofthe transaction.

Custodial agreement means a contract in which
one party agrees to exercise ordinary care in pro-
tecting the securities held in safekeeping for oth-
ers.

Delivery versus payment means payment for an
investment must occur simultaneously with its
delivery.

Deposit note means an obligation of a bank that
is similar to a certificate of deposit but is rated.
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Derivatives means financial instruments or
other contracts whose value is based on the per-
formance of an underlying financial asset, index
or other investment that have the three following
characteristics:

(1) It has one or more underlyings and one
or more notional amounts or payment provisions
or both that determine the amount of the settle-
ment or settlements, and, in some cases,
whether or not a settlement is required;

(2) It requires no initial net investment or
an initial net investment that is less than would
be required for other types of contracts that
would be expected to have a similar response to
changes in market factors; and

(3) Its terms require or permit net settle-
ment, it can readily be settled net by means
outside the contract, or it provides for delivery
of an asset that puts the recipient in a position
not substantially different from net settlement.

Embedded option means a characteristic of an
investment that gives the issuer or holder the right
to alter the level and timing of the cash flows of
the investment. Embedded options include call
and put provisions and interest rate caps and
floors. Since a prepayment option in a mortgage
is a type of call provision, a mortgage-backed secu-
rity composed of mortgages that may be prepaid
is an example of an investment with an embedded
option.

Eurodollar deposit means a U.S. dollar-denomi-
nated deposit in a foreign branch of a United
States depository institution.

European financial options contract means an
option that can be exercised only on its expiration
date.

Fair value means the amount at which an in-
strument could be exchanged in a current, arms-
length transaction between willing parties, as op-
posed to a forced or liquidation sale.

Financial options contract means an agreement
to make or take delivery of a standardized finan-
cial instrument upon demand by the holder of the
contract as specified in the agreement.

Immediate family member means a spouse or
other family member living in the same household.

Industry-recognized  information  provider
means an organization that obtains compensation
by providing information to investors and receives
no compensation for the purchase or sale of invest-
ments.

Investment means any security, obligation, ac-
count, deposit, or other item authorized for pur-
chase by a Federal credit union under Sections

107(7), 107(8), or 107(15) of the Act, or this part,
other than loans to members.

Investment repurchase transaction means a
transaction in which an investor agrees to pur-
chase a security from a counterparty and to resell
the same or an identical security to that
counterparty at a specified future date and at a
specified price.

Maturity means the date the last principal
amount of a security is scheduled to come due
and does not mean the call date or the weighted
average life of a security.

Mortgage related security means a security as
defined in Section 3(a)(41) of the Securities Ex-
change Act of 1934 (15 U.S.C. 78c(a)(41)), e.g., a
privately-issued security backed by first lien mort-
gages secured by real estate upon which is located
a dwelling, mixed residential and commercial
structure, residential manufactured home, or com-
mercial structure, that is rated in one of the two
highest rating categories by at least one nation-
ally-recognized statistical rating organization.

Mortgage servicing rights means a contractual
obligation to perform mortgage servicing and the
right to receive compensation for performing those
services. Mortgage servicing is the administration
of a mortgage loan, including collecting monthly
payments and fees, providing recordkeeping and
escrow functions, and, if necessary curing defaults
and foreclosing.

Negotiable instrument means an instrument
that may be freely transferred from the purchaser
to another person or entity by delivery, or endorse-
ment and delivery, with full legal title becoming
vested in the transferee.

Net worth means the retained earnings balance
of the credit union at quarter end as determined
under generally accepted accounting principles
and as further defined in § 702.2(f) of this chapter.

Official means any member of a Federal credit
union’s board of directors, credit committee, super-
visory committee, or investment-related com-
mittee.

Ordinary care means the degree of care, which
an ordinarily prudent and competent person en-
gaged in the same line of business or endeavor
should exercise under similar circumstances.

Pair-off transaction means an investment pur-
chase transaction that is closed or sold on, or be-
fore the settlement date. In a pair-off, an investor
commits to purchase an investment, but then
pairs-off the purchase with a sale of the same in-
vestment before or on the settlement date.

Put means a financial options contract that enti-
tles the holder to sell, entirely at the holder’s op-
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tion, a specified quantity of a security at a specified
price at any time until the stated expiration date
ofthe contract.

Registered investment company means an in-
vestment company that is registered with the Se-
curities and Exchange Commission under the In-
vestment Company Act of 1940 (15 U.S.C. 80a).
Examples of registered investment companies are
mutual funds and unit investment trusts.

Regular way settlement means delivery of a se-
curity from a seller to a buyer within the time
frame that the securities industry has established
for immediate delivery of that type of security.
For example, regular way settlement of a Treasury
security includes settlement on the trade date
(cash), the business day following the trade date
(regular way), and the second business day fol-
lowing the trade date (skip day).

Residual interest means the remainder cash
flows from collateralized mortgage obligations/
real estate mortgage investment conduits (CMOs/
REMICs), or other mortgage-backed security
transaction, after payments due bondholders and
trust administrative expenses have been satisfied.

Securities lending means lending a security to
a counterparty, either directly or through an
agent, and accepting collateral in return.

Security means a share, participation, or other
interest in property or in an enterprise of the
issuer or an obligation of the issuer that:

(1) Either is represented by an instrument
issued in bearer or registered form or, if not
represented by an instrument, is registered in
books maintained to record transfers by or on
behalf of the issuer;

(2) Is of a type commonly dealt in on securi-
ties exchanges or markets or, when represented
by an instrument, is commonly recognized in
any area in which it is issued or dealt in as a
medium for investment; and

(3) Either is one of a class or series or by
its terms is divisible into a class or series of
shares, participations, interests, or obligations.

Senior management employee means a Federal
credit union’s chief executive officer (typically this
individual holds the title of President or Treas-
urer/Manager), an assistant chief executive offi-
cer, and the chieffinancial officer.

Small business related security means a security
as defined in Section 3(a)(53) of the Securities Ex-
change Act of 1934 (15 U.S.C. 78c(a)(53), e.g., a
security that is rated in 1 of the 4 highest rating
categories by at least one nationally recognized
statistical rating organization, and represents an
interest in one or more promissory notes or leases

of personal property evidencing the obligation of
a small business concern and originated by an
insured depository institution, insured -credit
union, insurance company, or similar institution
which is supervised and examined by a Federal
or State authority, or a finance company or leasing
company. This definition does not include Small
Business Administration securities permissible
under § 107(7) of the Act.

Weighted average life means the weighted-aver-
age time to the return of a dollar of principal,
calculated by multiplying each portion of principal
received by the time at which it is expected to
be received (based on a reasonable and support-
able estimate of that time) and then summing and
dividing by the total amount of principal.

When-issued trading of securities means the
buying and selling of securities in the period be-
tween the announcement of an offering and the
issuance and payment date of the securities.

Yankee dollar deposit means a deposit in a
United States branch of a foreign bank licensed
to do business in the State in which it is located,
or a deposit in a State-chartered, foreign con-
trolled bank.

Zero coupon investment means an investment
that makes no periodic interest payments but in-
stead is sold at a discount from its face value.
The holder of a zero coupon investment realizes
the rate of return through the gradual apprecia-
tion of the investment, which is redeemed at face
value on a specified maturity date.

§703.3 Investment policies.

A Federal credit union’s board of directors must
establish written investment policies consistent
with the Act, this part, and other applicable laws
and regulations and must review the policy at
least annually. These policies may be part of a
broader, asset-liability management policy. Writ-
ten investment policies must address the fol-
lowing:

(a) The purposes and objectives of the Federal
credit union’s investment activities;

(b) The characteristics of the investments the
Federal credit union may make including the
issuer, maturity, index, cap, floor, coupon rate,
coupon formula, call provision, average life, and
interest rate risk;

(c) How the Federal credit union will manage
interest rate risk;

(d) How the Federal credit union will manage
liquidity risk;
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(e) How the Federal credit union will manage
credit risk including specifically listing institu-
tions, issuers, and counterparties that may be
used, or criteria for their selection, and limits on
the amounts that may be invested with each;

(f) How the Federal credit union will manage
concentration risk, which can result from dealing
with a single or related issuers, lack of geographic
distribution, holding obligations with similar
characteristics like maturities and indexes, hold-
ing bonds having the same trustee, and holding
securitized loans having the same originator,
packager, or guarantor;

(g) Who has investment authority and the extent
of that authority. Those with authority must be
qualified by education or experience to assess the
risk characteristics of investments and invest-
ment transactions. Only officials or employees of
the Federal credit union may be voting members
of an investment-related committee;

(h) The broker-dealers the Federal credit union
may use;

(i) The safekeepers the Federal credit union may
use;

(j) How the Federal credit union will handle an
investment that, after purchase, is outside of
board policy or fails a requirement of this part;
and

(k) How the Federal credit union will conduct
investment trading activities, if applicable, includ-
ing addressing:

(1) Who has purchase and sale authority;

(2) Limits on trading account size;

(3) Allocation of cash flow to trading
accounts;

(4) Stop loss or sale provisions;

(5) Dollar size limitations of specific types,
quantity and maturity to be purchased;

(6) Limits on the length of time an invest-
ment may be inventoried in a trading account;
and

(7) Internal controls, including segregation
of duties.

§703.4 Recordkeeping and
documentation requirements.

(a) Federal credit unions with assets of
$10,000,000 or greater must comply with all gen-
erally accepted accounting principles applicable
to reports or statements required to be filed with
NCUA. Federal credit unions with assets less than
$10,000,000 are encouraged to do the same, but
are not required to do so. Federal credit unions

with assets less than $10,000,000 may choose to
account for their investments consistent with the
NCUA Accounting Manual For Federal Credit
Unions.

(b) A Federal credit union must maintain docu-
mentation for each investment transaction for as
long as it holds the investment and until the docu-
mentation has been audited in accordance with
§701.12 of this chapter and examined by NCUA.
The documentation should include, where applica-
ble, bids and prices at purchase and sale and for
periodic updates, relevant disclosure documents
or a description of the security from an industry-
recognized information provider, financial data,
and tests and reports required by the Federal cred-
it union’s investment policy and this part.

(c) A Federal credit union must maintain docu-
mentation its board of directors used to approve
a broker-dealer or a safekeeper for as long as the
broker-dealer or safekeeper is approved and until
the documentation has been audited in accordance
with §701.12 of this chapter and examined by
NCUA.

(d) A Federal credit union must obtain an indi-
vidual confirmation statement from each broker-
dealer for each investment purchased or sold.

§703.5 Discretionary control over
investments and investment
advisers.

(a) Except as provided in paragraph (b) of this
section, a Federal credit union must retain discre-
tionary control over its purchase and sale of invest-
ments. A Federal credit union has not delegated
discretionary control to an investment adviser
when the Federal credit union reviews all rec-
ommendations from investment advisers and is
required to authorize a recommended purchase
or sale transaction before its execution.

(b)(1) A Federal credit union may delegate dis-
cretionary control over the purchase and sale of
investments to a person other than a Federal cred-
it union official or employee:

(i) Provided the person is an investment
adviser registered with the Securities and
Exchange Commission under the Investment
Advisers Act of 1940 (15 U.S.C. 80b); and

(i1) In an amount up to 100 percent of its
net worth in the aggregate at the time of dele-
gation.

(2) At least annually, the Federal credit
union must adjust the amount of funds held
under discretionary control to comply with the
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100 percent of net worth cap. The Federal credit
union’s board of directors must receive notice as
soon as possible, but no later than the next
regularly scheduled board meeting, of the
amount exceeding the net worth cap and notify
in writing the appropriate regional director
within 5 days after the board meeting. The
credit union must develop a plan to comply with
the cap within a reasonable period of time.

(8) Before transacting business with an
investment adviser, a Federal credit union must
analyze his or her background and information
available from State or Federal securities regu-
lators, including any enforcement actions
against the adviser, associated personnel, and
the firm for which the adviser works.

(c) A Federal credit union may not compensate
an investment adviser with discretionary control
over the purchase and sale of investments on a
per transaction basis or based on capital gains,
capital appreciation, net income, performance rel-
ative to an index, or any other incentive basis.

(d) A Federal credit union must obtain a report
from its investment adviser at least monthly that
details the investments under the adviser’s control
and their performance.

§703.6 Credit analysis.

A Federal credit union must conduct and docu-
ment a credit analysis on an investment and the
issuing entity before purchasing it, except for in-
vestments issued or fully guaranteed as to prin-
cipal and interest by the U.S. government or its
agencies, enterprises, or corporations or fully in-
sured (including accumulated interest) by the Na-
tional Credit Union Administration or the Federal
Deposit Insurance Corporation. A Federal credit
union must update this analysis at least annually
for aslong asit holds the investment.

§703.7 Notice of non-compliant
investments.

A Federal credit union’s board of directors must
receive notice as soon as possible, but no later
than the next regularly scheduled board meeting,
of any investment that either is outside of board
policy after purchase or has failed a requirement
of this part. The board of directors must document
its action regarding the investment in the minutes
of the board meeting, including a detailed expla-
nation of any decision not to sell it. The Federal
credit union must notify in writing the appropriate

regional director of an investment that has failed
a requirement of this part within 5 days after the
board meeting.

§703.8 Broker-dealers.

(a) A Federal credit union may purchase and
sell investments through a broker-dealer as long
as the broker-dealer is registered as a broker-deal-
er with the Securities and Exchange Commission
under the Securities Exchange Act of 1934 (15
U.S.C. 78a et seq.) or is a depository institution
whose broker-dealer activities are regulated by
aFederal or State regulatory agency.

(b) Before purchasing an investment through
a broker-dealer, a Federal credit union must ana-
lyze and annually update the following:

(1) The background of any sales representa-
tive with whom the Federal credit union is
doing business;

(2) Information available from State or Fed-
eral securities regulators and securities industry
self-regulatory organizations, such as the
National Association of Securities Dealers and
the North American Securities Administrators
Association, about any enforcement actions
against the broker-dealer, its affiliates, or asso-
ciated personnel; and

(8) If the broker-dealer is acting as the Fed-
eral credit union’s counterparty, the ability of
the broker-dealer and its subsidiaries or affili-
ates to fulfill commitments, as evidenced by cap-
ital strength, liquidity, and operating results.
The Federal credit union should consider cur-
rent financial data, annual reports, reports of
nationally-recognized statistical rating agencies,
relevant disclosure documents, and other
sources of financial information.

(¢) The requirements of paragraph (a) of this
section do not apply when the Federal credit union
purchases a certificate of deposit or share certifi-
cate directly from a bank, credit union, or other
depository institution.

§703.9 Safekeeping of investments.

(a) A Federal credit union’s purchased invest-
ments and repurchase collateral must be in the
Federal credit union’s possession, recorded as
owned by the Federal credit union through the
Federal Reserve Book-Entry System, or held by
a board-approved safekeeper under a written cus-
todial agreement that requires the safekeeper to
exercise, at least, ordinary care.

April 2004

703-5



§703.9-§ 703.12

NCUA RULES AND REGULATIONS

PART 703

(b) Any safekeeper used by a Federal credit
union must be regulated and supervised by either
the Securities and Exchange Commission, a Fed-
eral or State depository institution regulatory
agency, or a State trust company regulatory agen-
cy.
(c) A Federal credit union must obtain and rec-
oncile monthly a statement of purchased invest-
ments and repurchase collateral held in safe-
keeping.

(d) Annually, the Federal credit union must ana-
lyze the ability of the safekeeper to fulfill its custo-
dial responsibilities, as evidenced by capital
strength, liquidity, and operating results. The
Federal credit union should consider current fi-
nancial data, annual reports, reports of nationally-
recognized statistical rating agencies, relevant
disclosure documents, and other sources of finan-
cial information.

§703.10 Monitoring non-security
investments.

(a) At least quarterly, a Federal credit union
must prepare a written report listing all of its
shares and deposits in banks, credit unions, and
other depository institutions, that have one or
more of the following features:

(1) Embedded options;

(2) Remaining maturities greater than 3
years; or

(3) Coupon formulas that are related to
more than one index or are inversely related to,
or multiples of, an index.

(b) The requirement of paragraph (a) of this sec-
tion does not apply to shares and deposits that
are securities.

(c) If a Federal credit union does not have an
investment-related committee, then each member
of its board of directors must receive a copy of
the report described in paragraph (a) of this sec-
tion. If a Federal credit union has an investment-
related committee, then each member of the com-
mittee must receive a copy of the report, and each
member of the board must receive a summary of
the information in the report.

§703.11 Valuing securities.

(a) Before purchasing or selling a security, a
Federal credit union must obtain either price
quotations on the security from at least two
broker-dealers or a price quotation on the security
from an industry-recognized information provider.

This requirement to obtain price quotations does
not apply to new issues purchased at par or at
original issue discount.

(b) Atleast monthly, a Federal credit union must
determine the fair value of each security it holds.
It may determine fair value by obtaining a price
quotation on the security from an industry-recog-
nized information provider, a broker-dealer, or a
safekeeper.

(c) At least annually, the Federal credit union’s
supervisory committee or its external auditor
must independently assess the reliability of
monthly price quotations received from a broker-
dealer or safekeeper. The Federal credit union’s
supervisory committee or external auditor must
follow generally accepted auditing standards,
which require either re-computation or reference
to market quotations.

(d) If a Federal credit union is unable to obtain
a price quotation required by this section for a
particular security, then it may obtain a quotation
for a security with substantially similar character-
istics.

§703.12 Monitoring securities.

(a) Atleast monthly, a Federal credit union must
prepare a written report setting forth, for each
security held, the fair value and dollar change
since the prior month-end, with summary infor-
mation for the entire portfolio.

(b) At least quarterly, a Federal credit union
must prepare a written report setting forth the
sum of the fair values of all fixed and variable
rate securities held that have one or more of the
following features:

(1) Embedded options;

(2) Remaining maturities greater than 3
years; or

(8) Coupon formulas that are related to
more than one index or are inversely related to,
or multiples of, an index.

(c) Where the amount calculated in paragraph
(b) of this section is greater than a Federal credit
union’s net worth, the report described in that
paragraph must provide a reasonable and sup-
portable estimate of the potential impact, in per-
centage and dollar terms, of an immediate and
sustained parallel shift in market interest rates
of plus and minus 300 basis points on:

(1) The fair value of each security in the
Federal credit union’s portfolio;

(2) The fair value of the Federal credit
union’s portfolio as a whole; and
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(3) The Federal credit union’s net worth.

(d) If the Federal credit union does not have
aninvestment-related committee, then each mem-
ber of its board of directors must receive a copy
of the reports described in paragraphs (a) through
(¢) of this section. If the Federal credit union has
aninvestment-related committee, then each mem-
ber of the committee must receive copies of the
reports, and each member of the board of directors
must receive a summary of the information in the
reports.

§703.13 Permissible investment
activities.

(a) Regular way settlement and delivery versus
payment basis. A Federal credit union may only
contract for the purchase or sale of a security as
long as the delivery of the security is by regular
way settlement and the transaction is accom-
plished on a delivery versus payment basis.

(b) Federal funds. A Federal credit union may
sell Federal funds to an institution described in
Section 107(8) of the Act and credit unions, as
long as the interest or other consideration received
from the financial institution is at the market rate
for Federal funds transactions.

(¢) Investment repurchase transaction. A Fed-
eral credit union may enter into an investment
repurchase transaction solong as:

(1) Any securities the Federal credit union
receives are permissible investments for Federal
credit unions, the Federal credit union, or its
agent, either takes physical possession or con-
trol of the repurchase securities or is recorded
as owner of them through the Federal Reserve
Book Entry Securities Transfer System, the
Federal credit union, or its agent, receives a
daily assessment of their market value,
including accrued interest, and the Federal
credit union maintains adequate margins that
reflect a risk assessment of the securities and
the term of the transaction; and

(2) The Federal credit union has entered
into signed contracts with all approved
counterparties.

(d) Borrowing repurchase transaction. A Federal
credit union may enter into a borrowing repur-
chase transaction solong as:

(1) The transaction meets the requirements
of paragraph (c) of this section;

(2) Any cash the Federal credit union
receives is subject to the borrowing limit speci-
fied in Section 107(9) of the Act, and any invest-

ments the Federal credit union purchases with
that cash are permissible for Federal credit
unions; and

(8) The investments referenced in para-
graph (d)(2) of this section mature no later than
the maturity of the borrowing repurchase trans-
action.

(e) Securities lending transaction. A Federal
credit union may enter into a securities lending
transaction solong as:

(1) The Federal credit union receives writ-
ten confirmation of the loan;

(2) Any collateral the Federal credit union
receives is a legal investment for Federal credit
unions, the Federal credit union, or its agent,
obtains a first priority security interest in the
collateral by taking physical possession or con-
trol of the collateral, or is recorded as owner of
the collateral through the Federal Reserve Book
Entry Securities Transfer System; and the Fed-
eral credit union, or its agent, receives a daily
assessment of the market value of the collateral,
including accrued interest, and maintains ade-
quate margin that reflects a risk assessment of
the collateral and the term of the loan;

(83) Any cash the Federal credit union
receives is subject to the borrowing limit speci-
fied in Section 107(9) of the Act, and any invest-
ments the Federal credit union purchases with
that cash are permissible for Federal credit
unions and mature no later than the maturity
of the transaction; and

(4) The Federal credit union has executed a
written loan and security agreement with the
borrower.

(H)(1) Trading securities. A Federal credit union
may trade securities, including engaging in when-
issued trading and pair-off transactions, so long
as the Federal credit union can show that it has
sufficient resources, knowledge, systems, and pro-
cedures to handle the risks.

(2) A Federal credit union must record any
security it purchases or sells for trading pur-
poses at fair value on the trade date. The trade
date is the date the Federal credit union com-
mits, orally or in writing, to purchase or sell a
security.

(3) At least monthly, the Federal credit
union must give its board of directors or invest-
ment-related committee a written report listing
all purchase and sale transactions of trading
securities and the resulting gain or loss on an
individual basis.
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§703.14 Permissible investments.

(a) Variable rate investment. A Federal credit
union may invest in a variable rate investment,
as long as the index is tied to domestic interest
rates and not, for example, to foreign currencies,
foreign interest rates, or domestic or foreign com-
modity prices, equity prices, or inflation rates. For
purposes of this part, the U.S. dollar-denominated
London Interbank Offered Rate (LIBOR) is a do-
mesticinterestrate.

(b) Corporate credit union shares or deposits.
A Federal credit union may purchase shares or
deposits in a corporate credit union, except where
the NCUA Board has notified it that the corporate
credit union is not operating in compliance with
part 704 of this chapter. A Federal credit union’s
aggregate amount of paid-in capital and member-
ship capital, as defined in part 704 of this chapter,
in one corporate credit union is limited to two per-
cent of its assets measured at the time of invest-
ment or adjustment. A Federal credit union’s ag-
gregate amount of paid-in capital and membership
capital in all corporate credit unions is limited
to four percent of its assets measured at the time
ofinvestment or adjustment.

(¢) Registered investment company. A Federal
credit union may invest in a registered investment
company or collective investment fund, as long
as the prospectus of the company or fund restricts
the investment portfolio to investments and in-
vestment transactions that are permissible for
Federal credit unions.

(d) Collateralized mortgage obligation [real es-
tate mortgage investment conduit. A Federal credit
union may invest in a fixed or variable rate
collateralized mortgage obligation/real estate
mortgage investment conduit.

(e) Municipal security. A Federal credit union
may purchase and hold a municipal security, as
defined in Section 107(7)(K) of the Act, only if a
nationally-recognized statistical rating organiza-
tion has rated it in one of the four highest rating
categories.

(f) Instruments issued by institutions described
in Section 107(8) of the Act. A Federal credit union
may invest in the following instruments issued
by an institution described in Section 107(8) of
the Act:

(1) Yankee dollar deposits;
(2) Eurodollar deposits;
(3) Banker’s acceptances;
(4) Deposit notes; and

(5) Bank notes with original weighted aver-
age maturities of less than 5 years.

(g) European financial options contract. A Fed-
eral credit union may purchase a European finan-
cial options contract or a series of European finan-
cial options contracts only to fund the payment
of dividends on member share certificates where
the dividend rate is tied to an equity index pro-
vided:

(1) The option and dividend rate are based
on a domestic equity index;

(2) Proceeds from the options are used only
to fund dividends on the equity-linked share
certificates;

(3) Dividends on the share certificates are
derived solely from the change in the domestic
equity index over a specified period;

(4) The options’ expiration dates coincide
with the maturity date of the share certificate;

(5) The certificate may be redeemed prior to
the maturity date only upon the member’s death
or termination of the corresponding option;

(6) The total costs associated with the pur-
chase of the option is known by the Federal
credit union prior to effecting the transaction;

(7) The options are purchased at the same
time the certificate is issued to the member.

(8) The counterparty to the transaction is a
domestic counterparty and has been approved
by the Federal credit union’s board of directors;

(9) The counterparty to the transaction:

(i) Has a long-term, senior, unsecured
debt rating from a nationally-recognized statis-
tical rating organization of AA- (or equivalent)
or better at the time of the transaction, and the
contract between the counterparty and the Fed-
eral credit union specifies that if the long-term,
senior, unsecured debt rating declines below
AA- (or equivalent) then the counterparty
agrees to post collateral with an independent
party in an amount fully securing the value of
the option; or

(i1) Posts collateral with an independent
party in an amount fully securing the value of
the option if the counterparty does not have a
long-term, senior unsecured debt rating from a
nationally-recognized statistical rating organiza-
tion.

(10) Any collateral posted by the
counterparty is a permissible investment for
Federal credit unions and is valued daily by an
independent third party along with the value of
the option;
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(11) The aggregate amount of equity-linked
member share certificates does not exceed the
credit union’s net worth;

(12) The terms of the share -certificate
include a guarantee that there can be no loss of
principal to the member regardless of changes
in the value of the option unless the certificate
is redeemed prior to maturity; and

(13) The Federal credit union provides its
board of directors with a monthly report
detailing at a minimum:

(i) The dollar amount of outstanding
equity-linked share certificates;

(i1) Their maturities; and

(iii) The fair value of the options as deter-
mined by an independent third party.

§703.15 Prohibited investment
activities.

Adjusted trading or short sales. A Federal credit
union may not engage in adjusted trading or short
sales.

§703.16 Prohibited investments.

(a) Derivatives. A Federal credit union may not
purchase or sell financial derivatives, such as fu-
tures, options, interest rate swaps, or forward rate
agreements, except as permitted under
§§701.21(i) and 703.14(g) of this chapter;

(b) Zero coupon investments. A Federal credit
union may not purchase a zero coupon investment
with a maturity date that is more than 10 years
from the settlement date;

(c) Mortgage servicing rights. A Federal credit
union may not purchase mortgage servicing rights
as an investment but may perform mortgage serv-
icing functions as a financial service for a member
as long as the mortgage loan is owned by a mem-
ber;

(d) A Federal credit union may not purchase
a commercial mortgage related security that is
not otherwise permitted by Section 107(7)(E) of
the Act; and

(e) Other prohibited investments. A Federal
credit union may not purchase stripped mortgage-
backed securities, residual interests in
collateralized mortgage obligations/real estate
mortgage investment conduits, or small business
related securities.

§703.17 Conflicts of interest.

(a) A Federal credit union’s officials and senior
management employees, and their immediate
family members, may not receive anything of
value in connection with its investment trans-
actions. This prohibition also applies to any other
employee, such as an investment officer, if the
employee is directly involved in investments, un-
less the Federal credit union’s board of directors
determines that the employee’s involvement does
not present a conflict of interest. This prohibition
does not include compensation for employees.

(b) A Federal credit union’s officials and employ-
ees must conduct all transactions with business
associates or family members that are not specifi-
cally prohibited by paragraph (a) of this section
at arm’s length and in the Federal credit union’s
bestinterest.

§703.18 Grandfathered
investments.

(a) Subject to safety and soundness consider-
ations, a Federal credit union may hold a CMO/
REMIC residual, stripped mortgage-backed secu-
rities, or zero coupon security with a maturity
greater than 10 years, if it purchased the invest-
ment:

(1) Before December 2, 1991; or

(2) On or after December 2, 1991, but before
January 1, 1998, if for the purpose of reducing
interest rate risk and if the Federal credit union
meets the following:

(i) The Federal credit union has a moni-
toring and reporting system in place that pro-
vides the documentation necessary to evaluate
the expected and actual performance of the
investment under different interest rate sce-
narios;

(1) The Federal credit union uses the
monitoring and reporting system to conduct and
document an analysis that shows, before pur-
chase, that the proposed investment will reduce
its interest rate risk;

(iii) After purchase, the Federal credit
union evaluates the investment at least quar-
terly to determine whether or not it actually has
reduced the interest rate risk; and

(iv) The Federal credit union accounts for
the investment consistent with generally
accepted accounting principles.
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(b) All grandfathered investments are subject
to the valuation and monitoring requirements of
§§703.10,703.11, and 703.12 of this part.

§703.19 Investment pilot program.

(a) Under the investment pilot program, NCUA
will permit a limited number of Federal credit
unions to engage in investment activities prohib-
ited by this part but permitted by the Act.

(b) Except as provided in paragraph (c) of this
section, before a Federal credit union may engage
in additional activities it must obtain written ap-
proval from NCUA. To obtain approval, a Federal
credit union must submit a request to its regional
director that addresses the following items:

(1) Certification that the Federal credit
union is “well-capitalized” under part 702 of this
chapter;

(2) Board policies approving the activities
and establishing limits on them;

(3) A complete description of the activities,
with specific examples of how they will benefit
the Federal credit union and how they will be
conducted,;

(4) A demonstration of how the activities
will affect the Federal credit union’s financial
performance, risk profile, and asset-liability
management strategies;

(5) Examples of reports the Federal credit
union will generate to monitor the activities;

(6) Projections of the associated costs of the
activities, including personnel, computer, audit,
and so forth;

(7) Descriptions of the internal systems that
will measure, monitor, and report the activities;

(8) Qualifications of the staff and officials
responsible for implementing and overseeing the
activities; and

(9) Internal control procedures that will be
implemented, including audit requirements.

(c) A third-party seeking approval of an invest-
ment pilot program must submit a request to the
Director of the Office of Examination and Insur-
ance that addresses the followingitems:

(1) A complete description of the activities
with specific examples of how a credit union will
conduct and account for them, and how they
will benefit a Federal credit union;

(2) A description of any risks to a Federal
credit union from participating in the program,;
and

(3) Contracts that must be executed by the
Federal credit union.

(d) A Federal credit union need not obtain indi-
vidual written approval to engage in investment
activities prohibited by this part but permitted
by statute where the activities are part of a third-
party investment program that NCUA has ap-
proved under this section.
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§704.1 Scope.

(a) This part establishes special rules for all fed-
erally insured corporate credit unions. Non feder-
ally insured corporate credit unions must agree,
by written contract, to both adhere to the require-
ments of this part and submit to examinations,
as determined by NCUA, as a condition of receiv-
ing shares or deposits from federally insured credit
unions. This part grants certain additional au-
thorities to federal corporate credit unions. Except
to the extent that they are inconsistent with this
part, other provisions of NCUA’s Rules and Regu-
lations (12 CFR chapter VII) and the Federal Cred-
it Union Act apply to federally chartered corporate
credit unions and federally insured state-char-
tered corporate credit unions to the same extent
that they apply to other federally chartered and
federally insured state-chartered credit unions,
respectively.

(b) The Board has the authority to issue orders
which vary from this part. This authority is pro-
vided under Section 120(a) of the Federal Credit
Union Act, 12 U.S.C. 1766(a). Requests by state-
chartered corporate credit unions for waivers to
this part and for expansions of authority under
Appendix B of this part must be approved by the
state regulator before being submitted to NCUA.

§704.2 Definitions.

Adjusted trading means any method or trans-
action whereby a corporate credit union sells a
security to a vendor at a price above its current
market price and simultaneously purchases or
commits to purchase from the vendor another se-
curity at a price above its current market price.

Asset-backed security (ABS) means a security
that is primarily serviced by the cashflows of a
discrete pool of receivables or other financial as-
sets, either fixed or revolving, that by their terms
convert into cash within a finite time period plus
any rights or other assets designed to assure the
servicing or timely distribution of proceeds to the
securityholders. This definition excludes mort-
gagerelated securities.

Capital means the sum of a corporate credit
union’s retained earnings, paid-in capital, and
membership capital.

Capital ratio means the corporate credit union’s
capital divided by its moving daily average net
assets.

Collateralized mortgage obligation (CMO)
means a multi-class mortgage-related security.

Part 704
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Core capital means the corporate credit union’s
retained earnings and paid-in capital.

Core capital ratio means the corporate credit
union’s core capital divided by its moving daily
average net assets.

Corporate credit union means an organization
that:

(1) Is chartered under Federal or state law as
acredit union;

(2) Receives shares from and provides loan serv-
ices to credit unions;

(8) Is operated primarily for the purpose of serv-
ing other credit unions;

(4) Is designated by NCUA as a corporate credit
union;

(5) Limits natural person members to the min-
imum required by state or federal law to charter
and operate the credit union; and

(6) Does not condition the eligibility of any credit
union to become a member on that credit union’s
membership in any other organization.

Daily average net assets means the average of
net assets calculated for each day during the pe-
riod.

Dollar roll means the purchase or sale of a mort-
gage backed security to a counterparty with an
agreement to resell or repurchase a substantially
identical security at a future date and at a speci-
fied price.

Embedded option means a characteristic of cer-
tain assets and liabilities which gives the issuer
ofthe instrument the ability to change the features
such as final maturity, rate, principal amount and
average life. Options include, but are not limited
to, calls, caps, and prepayment options.

Fair value means the amount at which an in-
strument could be exchanged in a current, arms-
length transaction between willing parties, as op-
posed to a forced or liquidation sale. Quoted mar-
ket prices in active markets are the best evidence
of fair value. If a quoted market price in an active
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market is not available, fair value may be esti-
mated using a valuation technique that is reason-
able and supportable, a quoted market price in
an active market for a similar instrument, or a
current appraised value. Examples of valuation
techniques include the present value of estimated
future cash flows, option-pricing models, and op-
tion-adjusted spread models. Valuation tech-
niques should incorporate assumptions that mar-
ket participants would use in their estimates of
values, future revenues, and future expenses, in-
cluding assumptions about interest rates, default,
prepayment, and volatility.

Federal funds transaction means a short-term
or open-ended unsecured transfer of immediately
available funds by one depository institution to
another depository institution or entity.

Foreign bank means an institution which is or-
ganized under the laws of a country other than
the United States, is engaged in the business of
banking, and is recognized as a bank by the bank-
ing supervisory authority of the country in which
itis organized.

Forward settlement of a transaction means set-
tlement on a date later than regular-way settle-
ment.

Immediate family member means a spouse or
other family member living in the same household.

Limited liquidity investment means a private
placement or funding agreement.

Member reverse repurchase transaction means
an integrated transaction in which a corporate
credit union purchases a security from one of its
member credit unions under agreement by that
member credit union to repurchase the same secu-
rity at a specified time in the future. The corporate
credit union then sells that same security, on the
same day, to a third party, under agreement to
repurchase it on the same date on which the cor-
porate credit union is obligated to return the secu-
rity to its member credit union.

Membership capital means funds contributed by
members that: are adjustable balance with a min-
imum withdrawal notice of 3 years or are term
certificates with a minimum term of 3 years; are
available to cover losses that exceed retained earn-
ings and paid-in capital; are not insured by the
NCUSIF or other share or deposit insurers; and
cannot be pledged against borrowings.

Mortgage related security means a security as
defined in section 3(a)(41) of the Securities Ex-
change Act of 1934,15 U.S.C. 78¢c(a)(41), e.g., a
privately-issued security backed by mortgages se-
cured by real estate upon which is located a dwell-
ing, mixed residential and commercial structure,

residential manufactured home, or commercial
structure that is rated in one of the two highest
rating categories by at least one nationally recog-
nized statistical rating organization.

Moving daily average net assets means the aver-
age of daily average net assets for the month being
measured and the previous 11 months.

NCUA means NCUA Board (Board), unless the
particular action has been delegated by the Board.

Net assets means total assets less Central Li-
quidity Facility (CLF) stock subscriptions, CLF
loans guaranteed by the NCUSIF, U.S. Central
CLF certificates, and member reverse repurchase
transactions. For its own account, a corporate
credit union’s payables under reverse repurchase
agreements and receivables under repurchase
agreements may be netted out if the Generally
Accepted Accounting Principles (GAAP) condi-
tions for offsetting are met.

Net economic value (NEV) means the fair value
of assets minus the fair value of liabilities. All
fair value calculations must include the value of
forward settlements and embedded options. The
amortized portion of membership capital and paid-
in capital, which do not qualify as capital, are
treated as liabilities for purposes of this calcula-
tion. The NEV ratio is calculated by dividing NEV
by the fair value of assets.

Obligor means the primary party obligated to
repay an investment, e.g., the issuer of a security,
the taker of a deposit, or the borrower of funds
in a federal funds transaction. Obligor does not
include an originator of receivables underlying an
asset-backed security, the servicer of such receiv-
ables, or an insurer of an investment.

Official means any director or committee mem-
ber.

Paid-in capital means accounts or other inter-
ests of a corporate credit union that: are perpetual,
non-cumulative dividend accounts; are available
to cover losses that exceed retained earnings; are
not insured by the NCUSIF or other share or de-
posit insurers; and cannot be pledged against bor-
rowings.

Pair-off transaction means a security purchase
transaction that is closed out or sold at, or prior
to, the settlement or expiration date.

Quoted market price means a recent sales price
or a price based on current bid and asked
quotations.

Regular-way settlement means delivery of a se-
curity from a seller to a buyer within the time
frame that the securities industry has established
for immediate delivery of that type of security.
For example, regular-way settlement of a Treas-
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ury security includes settlement on the trade date
(“cash”), the business day following the trade date
(“regular way”), and the second business day fol-
lowing the trade date (“skip day”).

Repurchase transaction means a transaction in
which a corporate credit union agrees to purchase
a security from a counterparty and to resell the
same or any identical security to that counterparty
at a specified future date and at a specified price.

Residual interest means the remainder cash
flows from a CMO or ABS transaction after pay-
ments due bondholders and trust administrative
expenses have been satisfied.

Retained earnings means the total of the cor-
porate credit union’s undivided earnings, re-
serves, and any other appropriations designated
by management or regulatory authorities. For
purposes of this regulation, retained earnings does
not include the allowance for loan and lease losses
account, accumulated unrealized gains and losses
on available for sale securities, or other com-
prehensive income items.

Retained earnings ratio means the corporate
credit union’s retained earnings divided by its
moving daily average net assets.

Section 107(8) institution means an institution
described in Section 107(8) of the Federal Credit
Union Act (12U.S.C. 1757(8)).

Securities lending means lending a security to
a counterparty, either directly or through an
agent, and accepting collateral in return.

Senior management employee means a chief ex-
ecutive officer, any assistant chief executive officer
(e.g., any assistant president, any vice president
or any assistant treasurer/manager), and the chief
financial officer (controller).

Settlement date means the date originally
agreed to by a corporate credit union and a
counterparty for settlement of the purchase or sale
of a security.

Short sale means the sale of a security not owned
by the seller.

Small business related security means a security
as defined in Section 3(a)(53) of the Securities Ex-
change Act of 1934 (15 U.S.C. 78¢c(a)(53)), i.e., a
security, rated in one of the four highest rating
categories by a nationally recognized statistical
rating organization, that represents ownership of
one or more promissory notes or leases of personal
property which evidence the obligation of a small
business concern. It does not mean a security
issued or guaranteed by the Small Business Ad-
ministration.

Stripped mortgage-backed security means a se-
curity that represents either the principal or inter-

est only portion of the cash flows of an underlying
pool of mortgages.

Trade date means the date a corporate credit
union originally agrees, whether orally or in writ-
ing, to enter into the purchase or sale of a security.

Weighted average life means the weighted aver-
age time to principal repayment of a security based
upon the proportional balances of the cash flows
that make up the security.

When-issued trading means the buying and sell-
ing of securities in the period between the an-
nouncement of an offering and the issuance and
payment date of the securities.

Wholesale corporate credit union means a cor-
porate credit union which primarily serves other
corporate credit unions.

§704.3 Corporate credit union
capital.

(a) Capital plan. A corporate credit union must
develop and ensure implementation of written
short- and long-term capital goals, objectives, and
strategies which provide for the building of capital
consistent with regulatory requirements, the
maintenance of sufficient capital to support the
risk exposures that may arise from current and
projected activities, and the periodic review and
reassessment of the capital position of the cor-
porate credit union.

(b) Requirements for membership capital—(1)
Form. Membership capital funds may be in the
form of a term certificate or an adjusted balance
account.

(2) Disclosure. The terms and conditions of
a membership capital account must be disclosed
to the recorded owner of the account at the time
the account is opened and at least annually
thereafter.

(i) The initial disclosure must be signed
by either all of the directors of the member
credit union or, if authorized by board resolu-
tion, the chair and secretary of the board; and

(11) The annual disclosure notice must be
signed by the chair of the corporate credit
union. The chair must sign a statement that
certifies that the notice has been sent to
member credit unions with membership capital
accounts. The certification must be maintained
in the corporate credit union’s files and be avail-
able for examiner review.

(3) Three-year remaining maturity. When a
membership capital account has been placed on
notice or has a remaining maturity of less than
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three years, the amount of the account that can
be considered membership capital is reduced by
a constant monthly amortization that ensures
membership capital is fully amortized one year
before the date of maturity or one year before
the end of the notice period. The full balance of
a membership capital account being amortized,
not just the remaining non-amortized portion, is
available to absorb losses in excess of the sum
of retained earnings and paid-in capital until
the funds are released by the corporate credit
union at the time of maturity or the conclusion
of the notice period.

(4) Release. Membership capital may not be
released due solely to the merger, charter
conversion or liquidation of a member credit
union. In the event of a merger, the member-
ship capital transfers to the continuing credit
union. In the event of a charter conversion, the
membership capital transfers to the new institu-
tion. In the event of liquidation, the member-
ship capital may be released to facilitate the
payout of shares with the prior written approval
of the OCCU Director.

(5) Sale. A member may sell its member-
ship capital to another member in the corporate
credit union’s field of membership, subject to
the corporate credit union’s approval.

(6) Liquidation. In the event of liquidation
of a corporate credit union, membership capital
is payable only after satisfaction of all liabilities
of the liquidation estate, including uninsured
share obligations to shareholders and the
National Credit Union Share Insurance Fund
(NCUSIF), but excluding paid-in capital.

(7) Merger. In the event of a merger of a
corporate credit union, membership capital
transfers to the continuing corporate -credit
union. The minimum three-year notice period
for withdrawal of membership capital remains
in effect.

(8) Adjusted balance accounts:

(i) May be adjusted no more frequently
than once every six months; and

(i1)) Must be adjusted in relation to a
measure, e.g., one percent of a member credit
union’s assets, established and disclosed at the
time the account is opened without regard to
any minimum withdrawal period. If the
measure is other than assets, the corporate
credit union must address the measure’s perma-
nency characteristics in its capital plan.

(ii1) Notice of withdrawal. Upon written
notice of intent to withdraw membership cap-
ital, the balance of the account will be frozen

(no further adjustments) until the conclusion of
the notice period.

(9) Grandfathering. Membership capital
issued before the effective date of this regula-
tion 1is exempt from the limitation of
§704.3(b)(8)().

(¢) Requirements for paid-in capital—(1) Disclo-
sure. The terms and conditions of any paid-in cap-
ital instrument must be disclosed to the recorded
owner of the instrument at the time the instru-
ment is created and must be signed by either all
of the directors of the member credit union or,
if authorized by board resolution, the chair and
secretary of the board.

(2) Release. Paid-in capital may not be
released due solely to the merger, charter
conversion or liquidation of a member credit
union. In the event of a merger, the paid-in cap-
ital transfers to the continuing credit union. In
the event of a charter conversion, the paid-in
capital transfers to the new institution. In the
event of liquidation, the paid-in capital may be
released to facilitate the payout of shares with
the prior written approval of the OCCU
Director.

(3) Callability. Paid-in capital accounts are
callable on a pro-rata basis across an issuance
class only at the option of the corporate credit
union and only if the corporate credit union
meets its minimum level of required capital and
NEV ratios after the funds are called.

(4) Liquidation. In the event of liquidation
of the corporate credit union, paid-in capital is
payable only after satisfaction of all liabilities of
the liquidation estate, including wuninsured
share obligations to shareholders, the NCUSIF,
and membership capital holders.

(5) Merger. In the event of a merger of a
corporate credit union, paid-in capital shall
transfer to the continuing corporate -credit
union.

(6) Paid-in capital. Paid-in capital includes
both member and nonmember paid-in capital.

(i) Member paid-in capital means paid-in
capital that is held by the corporate credit
union’s members. A corporate credit union may
not condition membership, services, or prices for
services on a credit union’s ownership of paid-in
capital.

(ii)) Nonmember paid-in capital means
paid-in capital that is not held by the corporate
credit union’s members.

(7) Grandfathering. A corporate credit
union’s authority to include paid-in capital as a
component of capital is governed by the regula-
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tion in effect at the time the paid-in capital was
issued. When a grandfathered paid-in capital
instrument has a remaining maturity of less
than 3 years, the amount that may be consid-
ered paid-in capital is reduced by a constant
monthly amortization that ensures the paid-in
capital is fully amortized 1 year before the date
of maturity. The full balance of grandfathered
paid-in capital being amortized, not just the
remaining non-amortized portion, is available to
absorb losses in excess of retained earnings
until the funds are released by the corporate
credit union at maturity.

(d) Capital ratio. A corporate credit union will
maintain a minimum capital ratio of 4 percent,
except as otherwise provided in this part. A cor-
porate credit union must calculate its capital ratio
atleast monthly.

(e) Individual capital ratio requirement—(1)
When significant circumstances or events war-
rant, the OCCU Director may require a different
minimum capital ratio for an individual corporate
credit union based on its circumstances. Factors
that may warrant a different minimum capital
ratio include, but are not limited to:

(i) An expectation that the corporate
credit union has or anticipates losses resulting
in capital inadequacy;

(i1) Significant exposure exists, unsup-
ported by adequate capital or risk management
processes, due to credit, liquidity, market, fidu-
ciary, operational, and similar types of risks;

(iii) A merger has been approved; or

(iv) An emergency exists because of a nat-
ural disaster.

(2) When the OCCU Director determines
that a different minimum capital ratio is nec-
essary or appropriate for a particular corporate
credit union, he or she will notify the corporate
credit union in writing of the proposed capital
ratio and the date by which the capital ratio
must be reached. The OCCU Director also will
provide an explanation of why the proposed cap-
ital ratio is considered necessary or appropriate.

(3)i) The corporate credit union may
respond to any or all of the items in the notice.
The response must be in writing and delivered
to the OCCU Director within 30 calendar days
after the date on which the corporate credit
union received the notice. The OCCU Director
may shorten the time period when, in its
opinion, the condition of the corporate credit
union so requires, provided that the corporate
credit union is informed promptly of the new
time period, or with the consent of the corporate

credit union. In its discretion, the OCCU
Director may extend the time period for good
cause.

(i) Failure to respond within 30 calendar
days or such other time period as may be speci-
fied by the OCCU Director shall constitute a
waiver of any objections to any item in the
notice. Failure to address any item in a
response shall constitute a waiver of any objec-
tion to that item.

(iii) After the close of the corporate credit union’s
response period, the OCCU Director will decide,
based on a review of the corporate credit union’s
response and other information concerning the
corporate credit union, whether a different min-
imum capital ratio should be established for the
corporate credit union and, if so, the capital ratio
and the date the requirement must be reached.
The corporate credit union will be notified of the
decision in writing. The notice will include an ex-
planation of the decision, except for a decision not
to establish a different minimum capital ratio for
the corporate credit union.

(f) Failure to maintain minimum capital ratio
requirement. When a corporate credit union’s cap-
ital ratio falls below the minimum required by
paragraphs (d) or (e) of this section, or Appendix
B to this part, as applicable, operating manage-
ment of the corporate credit union must notify
its board of directors, supervisory committee, and
the OCCU Director within 10 calendar days.

(g) Capital restoration plan. (1) A corporate cred-
it union must submit a plan to restore and main-
tain its capital ratio at the minimum requirement
when either of the following conditions exist:

(i) The capital ratio falls below the min-
imum requirement and is not restored to the
minimum requirement by the next month end;
or

(ii) Regardless of whether the capital
ratio is restored by the next month end, the cap-
ital ratio falls below the minimum requirement
for three months in any 12-month period.

(2) The capital restoration plan must, at a
minimum, include the following:

(i) Reasons why the capital ratio fell
below the minimum requirement;

(i1) Descriptions of steps to be taken to
restore the capital ratio to the minimum
requirement within specific time frames;

(iii) Actions to be taken to maintain the
capital ratio at the minimum required level and
increase it thereafter;
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(iv) Balance sheet and income projections,
including assumptions, for the current calendar
year and one additional calendar year; and

(v) Certification from the board of direc-
tors that it will follow the proposed plan if
approved by the OCCU Director.

(83) The capital restoration plan must be
submitted to the OCCU Director within 30 cal-
endar days of the occurrence. The OCCU
Director will respond to the corporate credit
union regarding the adequacy of the plan within
45 calendar days of its receipt.

(h) Capital directive. (1) If a corporate credit
union fails to submit a capital restoration plan;
or the plan submitted is not deemed adequate to
either restore capital or restore capital within a
reasonable time; or the credit union fails to imple-
ment its approved capital restoration plan, NCUA
may issue a capital directive.

(2) A capital directive may order a corporate
credit union to:

(i) Achieve adequate capitalization within
a specified time frame by taking any action
deemed necessary, including but not limited to
the following:

(A) Increase the amount of capital to
specific levels;

(B) Reduce dividends;

(C) Limit receipt of deposits to those
made to existing accounts;

(D) Cease or limit issuance of new
accounts or any or all classes of accounts;

(E) Cease or limit lending or making a
particular type or category of loans;

(F) Cease or limit the purchase of speci-
fied investments;

(G) Limit operational expenditures to
specified levels;

(H) Increase and maintain liquid assets
at specified levels; and

(I) Restrict or suspend expanded
authorities issued under Appendix B of this
part.

(i1) Adhere to a previously submitted plan
to achieve adequate capitalization.

(iii) Submit and adhere to a capital plan
acceptable to NCUA describing the means and a
time schedule by which the corporate credit
union shall achieve adequate capitalization.

(iv) Meet with NCUA.

(v) Take a combination of these actions.

(3) Prior to issuing a capital directive,
NCUA will notify a corporate credit union in
writing of its intention to issue a capital direc-
tive.

(1) The notice will state:

(A) The reasons for the issuance of the
directive; and

(B) The proposed content of the direc-
tive.

(i1) A corporate credit union must respond
in writing within 30 calendar days of receipt of
the notice stating that it either concurs or dis-
agrees with the notice. If it disagrees with the
notice, it must state the reasons why the direc-
tive should not be issued and/or propose alter-
native contents for the directive. The response
should include all matters that the corporate
credit union wishes to be considered. For good
cause, including the following conditions, the
response time may be shortened or lengthened:

(A) When the condition of the corporate
requires, and the corporate credit union is noti-
fied of the shortened response period in the
notice;

(B) With the consent of the corporate
credit union; or

(C) When the corporate credit union
already has advised NCUA that it cannot or will
not achieve adequate capitalization.

(iii) Failure to respond within 30 calendar
days, or another time period specified in the
notice, shall constitute a waiver of any objec-
tions to the proposed directive.

(4) After the closing date of the corporate
credit union’s response period, or the receipt of
the response, if earlier, NCUA shall consider
the response and may seek additional informa-
tion or clarification. Based on the information
provided during the response period, NCUA will
determine whether or not to issue a capital
directive and, if issued, the form it should take.

(5) Upon issuance, a capital directive and a
statement of the reasons for its issuance will be
delivered to the corporate credit union. A direc-
tive is effective immediately upon receipt by the
corporate credit union, or upon such later date
as may be specified therein, and shall remain
effective and enforceable until it is stayed, modi-
fied, or terminated by NCUA.

(6) A capital directive may be issued in
addition to, or in lieu of, any other action
authorized by law in response to a corporate
credit union’s failure to achieve or maintain the
applicable minimum capital ratios.

(7) Upon a change in circumstances, a cor-
porate credit union may request reconsideration
of the terms of the directive. Requests that are
not based on a significant change in cir-
cumstances or are repetitive or frivolous will not
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be considered. Pending a decision on reconsider-
ation, the directive shall continue in full force
and effect.

(i) Earnings retention requirement. A cor-
porate credit union must increase retained
earnings if the prior month-end retained
earnings ratio is less than 2 percent.

(1) Its retained earnings must increase:

(i) During the current month, by an
amount equal to or greater than the monthly
earnings retention amount; or

(i1) During the current and prior two
months, by an amount equal to or greater than
the quarterly earnings retention amount.

(2) Earnings retention amounts are cal-
culated as follows:

(i) The monthly earnings retention
amount is determined by multiplying the
earnings retention factor by the prior month-
end moving daily average net assets; and

(i) The quarterly earnings retention
amount is determined by multiplying the
earnings retention factor by moving daily aver-
age net assets for each of the prior three month-
ends.

(8) The earnings retention factor is deter-
mined as follows:

(i) If the prior month-end retained
earnings ratio is less than 2 percent and the
core capital ratio is less than 3 percent, the
earnings retention factor is .15 percent per
annum; or

(ii)) If the prior month-end retained
earnings ratio is less than 2 percent and the
core capital ratio is equal to or greater than 3
percent, the earnings retention factor is .10 per-
cent per annum.

(4) The OCCU Director may approve a
decrease to the earnings retention amount if it
is determined a lesser amount is necessary to
avoid a significant adverse impact upon a cor-
porate credit union.

(5) Operating management of the corporate
credit union must notify its board of directors,
supervisory committee, the OCCU Director and,
if applicable, the state regulator within 10 cal-
endar days of determining that the retained
earnings ratio has declined below 2 percent. If
the decline in the retained earnings ratio is due,
in full or in part, to a decline in the dollar
amount of retained earnings and the retained
earnings ratio is not restored to at least 2 per-
cent by the next month end, a retained earnings
action plan is required to be submitted within
30 calendar days.

(6) The retained earnings action plan must
be submitted to the OCCU Director and, if
applicable, the state regulator and, at a min-
imum, include the following:

(i) Reasons why the dollar amount of
retained earnings has decreased;

(i1) Description of actions to be taken to
increase the dollar amount of retained earnings
within specific time frames; and

(iii) Monthly balance sheet and income
projections, including assumptions, for the next
12-month period.

§704.4 Board responsibilities.

(a) General. A corporate credit union’s board of
directors must approve comprehensive written
strategic plans and policies, review them annu-
ally, and provide them upon request to the audi-
tors, supervisory committee, and NCUA.

(b) Policies. A corporate credit union’s policies
must be commensurate with the scope and com-
plexity of the corporate credit union.

(c) Other requirements. The board of directors
of a corporate credit union must ensure:

(1) Senior managers have an in-depth,
working knowledge of their direct areas of
responsibility and are capable of identifying,
hiring, and retaining qualified staff;

(2) Qualified personnel are employed or
under contract for all line support and audit
areas, and designated back-up personnel or
resources with adequate cross-training are in
place;

(3) GAAP is followed, except where law or
regulation has provided for a departure from
GAAP;

(4) Accurate balance sheets, income state-
ments, and internal risk assessments (e.g., risk
management measures of liquidity, market, and
credit risk associated with current activities)
are produced timely in accordance with §§704.6,
704.8, and 704.9;

(5) Systems are audited periodically in
accordance with industry-established standards;

(6) Financial performance is evaluated to
ensure that the objectives of the corporate credit
union and the responsibilities of management
are met; and

(7) Planning addresses the retention of
external consultants, as appropriate, to review
the adequacy of technical, human, and financial
resources dedicated to support major risk areas.
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§704.5 Investments.

(a) Policies. A corporate credit union must oper-
ate according to an investment policy that is con-
sistent with its other risk management policies,
including, but not limited to, those related to credit
risk management, asset and liability manage-
ment, and liquidity management. The policy must
address, at aminimum:

(1) Appropriate tests and criteria for evalu-
ating investments and investment transactions
before purchase; and

(2) Reasonable and supportable concentra-
tion limits for limited liquidity investments in
relation to capital.

(b) General. All investments must be U.S. dollar-
denominated and subject to the credit policy re-
strictions set forthin § 704.6.

(c) Authorized activities. A corporate credit
union may invest in:

(1) Securities, deposits, and obligations set
forth in Sections 107(7), 107(8), and 107(15) of
the Federal Credit Union Act, 12 U.S.C.
1757(7), 1757(8), and 1757(15), except as pro-
vided in this section;

(2) Deposits in, the sale of federal funds to,
and debt obligations of corporate credit unions,
Section 107(8) institutions, and state banks,
trust companies, and mutual savings banks not
domiciled in the state in which the corporate
credit union does business;

(8) Corporate CUSOs, as defined in and
subject to the limitations of § 704.11;

(4) Marketable debt obligations of corpora-
tions chartered in the United States. This
authority does not apply to debt obligations that
are convertible into the stock of the corporation;
and

(5) Domestically-issued asset-backed securi-
ties.

(d) Repurchase agreements. A corporate credit
union may enter into a repurchase agreement pro-
vided that:

(1) The corporate credit union, directly or
through its agent, receives written confirmation
of the transaction, and either takes physical
possession or control of the repurchase securi-
ties or is recorded as owner of the repurchase
securities through the Federal Reserve Book-
Entry Securities Transfer System;

(2) The repurchase securities are legal
investments for that corporate credit union;

(8) The corporate credit union, directly or
through its agent, receives daily assessment of

the market value of the repurchase securities
and maintains adequate margin that reflects a
risk assessment of the repurchase securities and
the term of the transaction; and

(4) The corporate credit union has entered
into signed contracts with all approved
counterparties and agents, and ensures compli-
ance with the contracts. Such contracts must
address any supplemental terms and conditions
necessary to meet the specific requirements of
this part. Third party arrangements must be
supported by tri-party contracts in which the
repurchase securities are priced and reported
daily and the tri-party agent ensures compli-
ance; and

(e) Securities Lending. A corporate credit union
may enter into a securities lending transaction
provided that:

(1) The corporate credit union, directly or
through its agent, receives written confirmation
of the loan, obtains a first priority security
interest in the collateral by taking physical
possession or control of the collateral, or is
recorded as owner of the collateral through the
Federal Reserve Book-Entry Securities Transfer
System;

(2) The collateral is a legal investment for
that corporate credit union;

(3) The corporate credit union, directly or
through its agent, receives daily assessment of
the market value of collateral and maintains
adequate margin that reflects a risk assessment
of the collateral and terms of the loan; and

(4) The corporate credit union has entered
into signed contracts with all agents and,
directly or through its agent, has executed a
written loan and security agreement with the
borrower. The corporate or its agent ensures
compliance with the agreements.

(f) Investment companies. A corporate credit
union may invest in an investment company reg-
istered with the Securities and Exchange Commis-
sion under the Investment Company Act of 1940
(15 U.S.C. 80a), provided that the prospectus of
the company restricts the investment portfolio to
investments and investment transactions that are
permissible for that corporate credit union.

(g) Forward settlement of transactions later than
regular way. A corporate credit union may enter
into an agreement to purchase or sell an instru-
ment, with settlement later than regular way, pro-
vided that:

(1) Delivery and acceptance are mandatory;
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(2) The transaction is clearly disclosed in
the appropriate risk reporting required under
§704.8(b);

(3) If the corporate credit union is the pur-
chaser, it has adequate cash flow projections
evidencing its ability to purchase the
instrument;

(4) If the corporate credit union is the
seller, it owns the instrument on the trade date;
and

(5) The transaction is settled on a cash
basis at the settlement date.

(h) Prohibitions. A corporate credit union is pro-
hibited from:

(1) Purchasing or selling off balance sheet
financial derivatives, such as futures, options,
interest rate swaps, or forward rate agreements;

(2) Engaging in trading securities unless
accounted for on a trade date basis;

(3) Engaging in adjusted trading or short
sales; and

(4) Purchasing stripped mortgage-backed
securities, mortgage servicing rights, small busi-
ness related securities, or residual interests in
CMOs or asset-backed securities.

(i) Conflicts of interest. A corporate credit union’s
officials, employees, and immediate family mem-
bers of such individuals, may not receive pecu-
niary consideration in connection with the making
of an investment or deposit by the corporate credit
union. Employee compensation is exempt from
this prohibition. All transactions not specifically
prohibited by this paragraph must be conducted
at arm’s length and in the interest of the corporate
credit union.

(G) Grandfathering. A corporate credit union’s
authority to hold an investment is governed by
the regulation in effect at the time of purchase.
However, all grandfathered investments are sub-
ject to the requirements of §§ 704.8 and 704.9.

§704.6 Credit risk management.

(a) Policies. A corporate credit union must oper-
ate according to a credit risk management policy
that is commensurate with the investment risks
and activities it undertakes. The policy must ad-
dress at aminimum:

(1) The approval process associated with
credit limits;

(2) Due diligence analysis requirements;

(3) Maximum credit limits with each obligor
and transaction counterparty, set as a percent-
age of capital. In addition to addressing deposits
and securities, limits with transaction counter-

parties must address aggregate exposures of all
transactions including, but not limited to,
repurchase agreements, securities lending, and
forward settlement of purchases or sales of
investments; and

(4) Concentrations of credit risk (e.g., origi-
nator of receivables, insurer, industry type,
sector type, and geographic).

(b) Exemption. The requirements of this section
do not apply to investments that are issued or
fully guaranteed as to principal and interest by
the U.S. government or its agencies or enterprises
(excluding subordinated debt) or are fully insured
(including accumulated interest) by the NCUSIF
or Federal Deposit Insurance Corporation.

(¢) Concentration limits—(1) General rule. The
aggregate of all investments in any single obligor
is limited to 50 percent of capital or $5 million,
whicheveris greater.

(2) Exceptions. Exceptions to the general
rule are:

(i) Aggregate investments in repurchase
and securities lending agreements with any one
counterparty are limited to 200 percent of cap-
ital;

(i1) Investments in corporate CUSOs are
subject to the limitations of § 704.11; and

(iii)) Aggregate investments in corporate
credit unions are not subject to the limitations
of paragraph (c)(1) of this section.

(8) For purposes of measurement, each new
credit transaction must be evaluated in terms of
the corporate credit union’s capital at the time
of the transaction. An investment that fails a
requirement of this section because of a subse-
quent reduction in capital will be deemed non-
conforming. A corporate credit union is required
to exercise reasonable efforts to bring noncon-
forming investments into conformity within 90
calendar days. Investments that remain noncon-
forming for 90 calendar days will be deemed to
fail a requirement of this section and the cor-
porate credit union will have to comply with
§704.10.

(d) Credit ratings.—(1) All investments, other
than in a corporate credit union or CUSO, must
have an applicable credit rating from at least one
nationally recognized statistical rating organiza-
tion (NRSRO).

(2) At the time of purchase, investments
with long-term ratings must be rated no lower
than AA- (or equivalent) and investments with
short-term ratings must be rated no lower than
A-1 (or equivalent).
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(3) Any rating(s) relied upon to meet the
requirements of this part must be identified at
the time of purchase and must be monitored for
as long as the corporate owns the investment.

(4) When two or more ratings are relied
upon to meet the requirements of this part at
the time of purchase, the board or an appro-
priate committee must place on the § 704.6(e)(1)
investment watch list any investment for which
a rating is downgraded below the minimum
rating requirements of this part.

(5) Investments are subject to the require-
ments of § 704.10 if:

(i) One rating was relied upon to meet the
requirements of this part and that rating is
downgraded below the minimum rating require-
ments of this part; or

(i1) Two or more ratings were relied upon to
meet the requirements of this part and at least
two of those ratings are downgraded below the
minimum rating requirements of this part.

(e) Reporting and documentation. (1) At least
annually, a written evaluation of each credit limit
with each obligor or transaction counterparty
must be prepared and formally approved by the
board or an appropriate committee. At least
monthly, the board or an appropriate committee
must receive an investment watch list of existing
and/or potential credit problems and summary
credit exposure reports, which demonstrate com-
pliance with the corporate credit union’s risk man-
agement policies.

(2) At a minimum, the corporate credit
union must maintain:

(i) A justification for each approved credit
limit;

(i1) Disclosure documents, if any, for all
instruments held in portfolio. Documents for an
instrument that has been sold must be retained
until completion of the next NCUA examination;
and

(iii) The latest available financial reports,
industry analyses, internal and external analyst
evaluations, and rating agency information
sufficient to support each approved credit limit.

§704.7 Lending.

(a) Policies. A corporate credit union must oper-
ate according to a lending policy which addresses,
ataminimum:

(1) Loan types and limits;
(2) Required documentation and collateral,;
and

(3) Analysis and monitoring standards.

(b) General. Each loan or line of credit limit will
be determined after analyzing the financial and
operational soundness of the borrower and the
ability of the borrower to repay the loan.

(¢) Loans to members—(1) Credit unions. (i) The
maximum aggregate amount in unsecured loans
and lines of credit to any one member credit union,
excluding pass-through and guaranteed loans
from the CLF and the NCUSIF, must not exceed
50 percent of capital.

(ii)) The maximum aggregate amount in
secured loans and lines of credit to any one
member credit union, excluding those secured
by shares or marketable securities and member
reverse repurchase transactions, must not
exceed 100 percent of capital.

(2) Corporate CUSOs. Any loan or line of
credit must comply with § 704.11.

(8) Other members. The maximum aggre-
gate amount of loans and lines of credit to any
other one member must not exceed 15 percent of
the corporate credit union’s capital plus pledged
shares.

(d) Loans to nonmembers—(1) Credit unions. A
loan to a nonmember credit union, other than
through a loan participation with another cor-
porate credit union, is only permissible if the loan
is for an overdraft related to the providing of cor-
respondent services pursuant to §704.12. Gen-
erally, such a loan will have a maturity of one
business day.

(2) Corporate CUSOs. Any loan or line of
credit must comply with § 704.11.

(e) Member business loan rule. Loans, lines of
credit and letters of credit to:

(1) Member credit unions are exempt from
part 723 of this chapter;

(2) Corporate CUSOs are not subject to part
723 of this chapter.

(3) Other members not excluded under
§723.1(b) of this chapter must comply with part
723 of this chapter unless the loan or line of
credit is fully guaranteed by a credit union or
fully secured by U.S. Treasury or agency securi-
ties. Those guaranteed and secured loans must
comply with the aggregate limits of § 723.16 but
are exempt from the other requirements of part
723.

(f) Participation loans with other corporate cred-
it unions. A corporate credit union is permitted
to participate in a loan with another corporate
credit union provided the corporate retains an in-
terest of at least 5 percent of the face amount
of the loan and a master participation loan agree-
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ment is in place before the purchase or the sale
of a participation. A participating corporate credit
union must exercise the same due diligence as
if it were the originating corporate credit union.

(g) Prepayment penalties. If provided for in the
loan contract, a corporate credit union is author-
ized to assess prepayment penalties on loans.

§704.8 Asset and liability
management.

(a) Policies. A corporate credit union must oper-
ate according to a written asset and liability man-
agement policy which addresses, at a minimum:

(1) The purpose and objectives of the cor-
porate credit union’s asset and liability activi-
ties;

(2) The maximum allowable percentage
decline in net economic value (NEV), compared
to base case NEV;

(3) The minimum allowable NEV ratio;

(4) Policy limits and specific test param-
eters for the interest rate risk simulation tests
set forth in paragraph (d) of this section; and

(5) The modeling of indexes that serve as
references in financial instrument coupon for-
mulas; and

(6) The tests that will be used, prior to pur-
chase, to estimate the impact of investments on
the percentage decline in NEV, compared to
base case NEV. The most recent NEV analysis,
as determined under paragraph (d)(1)(i) of this
section may be used as a basis of estimation.

(b) Asset and liability management committee
(ALCO). A corporate credit union’s ALCO must
have at least one member who is also a member
of the board of directors. The ALCO must review
asset and liability management reports on at least
a monthly basis. These reports must address com-
pliance with Federal Credit Union Act, NCUA
Rules and Regulations (12 CFR chapter VII), and
all related risk management policies.

(¢) Penalty for early withdrawals. A corporate
credit union that permits early certificate/share
withdrawals must assess market-based penalties
sufficient to cover the estimated replacement cost
of the certificate/share redeemed. This means the
minimum penalty must be reasonably related to
the rate that the corporate credit union would be
required to offer to attract funds for a similar term
with similar characteristics.

(d) Interest rate sensitivity analysis. (1) A cor-
porate credit union must:

(1) Evaluate the risk in its balance sheet
by measuring, at least quarterly, the impact of
an instantaneous, permanent, and parallel
shock in the yield curve of plus and minus 100,
200, and 300 basis points on its NEV and NEV
ratio. If the base case NEV ratio falls below 3
percent at the last testing date, these tests must
be calculated at least monthly until the base
case NEV ratio again exceeds 3 percent;

(i) Limit its risk exposure to levels that
do not result in a base case NEV ratio or any
NEV ratio resulting from the tests set forth in
paragraph (d)(1)(i) of this section below 2 per-
cent; and

(ii1) Limit its risk exposures to levels that
do not result in a decline in NEV of more than
15 percent.

(2) A corporate credit union must assess
annually if it should conduct periodic additional
tests to address market factors that may mate-
rially impact that corporate credit union’s NEV.
These factors should include, but are not limited
to, the following:

(i) Changes in the shape of the Treasury
yield curve;

(i1)) Adjustments to prepayment projec-
tions used for amortizing securities to consider
the impact of significantly faster/slower prepay-
ment speeds;

(iii)) Adjustments to the market spread
assumptions for non Treasury instruments to
consider the impact of widening spreads; and

(iv) Adjustments to volatility assumptions
to consider the impact that changing volatilities
have on embedded option values.

(e) Regulatory violations. If a corporate credit
union’s decline in NEV, base case NEV ratio or
any NEV ratio resulting from the tests set forth
in paragraph (d)(1)(i) of this section violates the
limits established by this rule and is not brought
into compliance within 10 calendar days, oper-
ating management of the corporate credit union
must immediately report the information to the
board of directors, supervisory committee, and the
OCCU Director. If any violation persists for 30
calendar days, the corporate credit union must
submit a detailed, written action plan to the
OCCU Director that sets forth the time needed
and means by which it intends to correct the viola-
tion. If the OCCU Director determines that the
plan is unacceptable, the corporate credit union
must immediately restructure the balance sheet
to bring the exposure back within compliance or
adhere to an alternative course of action deter-
mined by the OCCU Director.
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(f) Policy violations. If a corporate credit union’s
decline in NEV, base case NEV ratio, or any NEV
ratio resulting from the tests set forth in para-
graph (d)(1)(i) of this section violates the limits
established by its board, it must determine how
it will bring the exposure within policy limits. The
disclosure to the board of the violation must occur
no later than its next regularly scheduled board
meeting.

§704.9 Liquidity management.

(a) General. In the management of liquidity, a
corporate credit union must:

(1) Evaluate the potential liquidity needs of
its membership in a variety of economic sce-
narios;

(2) Regularly monitor sources of internal
and external liquidity;

(3) Demonstrate that the accounting classi-
fication of investment securities is consistent
with its ability to meet potential liquidity
demands; and

(4) Develop a contingency funding plan that
addresses alternative funding strategies in
successively deteriorating liquidity scenarios.
The plan must:

(i) List all sources of liquidity, by category
and amount, that are available to service an
immediate outflow of funds in various liquidity
scenarios;

(i1) Analyze the impact that potential
changes in fair value will have on the disposi-
tion of assets in a variety of interest rate sce-
narios; and

(iii) Be reviewed by the board or an
appropriate committee no less frequently than
annually or as market or business conditions
dictate.

(b) Borrowing. A corporate credit union may bor-
row up to 10 times capital or 50 percent of shares
(excluding shares created by the use of member
reverse repurchase agreements) and capital,
whichever is greater. CLF borrowings and bor-
rowed funds created by the use of member reverse
repurchase agreements are excluded from this
limit. The corporate credit union must dem-
onstrate that sufficient contingent sources of li-
quidity remain available.

§704.10 Investment action plan.
(a) Any corporate credit union in possession of

an investment, including a derivative, that fails
to meet a requirement of this part must, within

30 calendar days of the failure, report the failed
investment to its board of directors, supervisory
committee and the OCCU Director. If the cor-
porate credit union does not sell the failed invest-
ment, and the investment continues to fail to meet
a requirement of this part, the corporate credit
union must, within 30 calendar days of the failure,
provide to the OCCU Director a written action
plan that addresses:

(1) The investment’s characteristics and
risks;

(2) The process to obtain and adequately
evaluate the investment’s market pricing, cash
flows, and risk;

(3) How the investment fits into the credit
union’s asset and liability management
strategy;

(4) The impact that either holding or selling
the investment will have on the corporate credit
union’s earnings, liquidity, and capital in dif-
ferent interest rate environments; and

(5) The likelihood that the investment may
again pass the requirements of this part.

(b) The OCCU Director may require, for safety
and soundness reasons, a shorter time period for
plan development than that set forth in para-
graph (a) of this section.

(c) If the plan described in paragraph (a) of this
section is not approved by the OCCU Director,
the credit union must adhere to the OCCU Direc-
tor’s directed course of action.

§704.11 Corporate Credit Union
Service Organizations
(Corporate CUSOs).

(a) A corporate CUSO is an entity that:

(1) Is at least partly owned by a corporate
credit union;

(2) Primarily serves credit unions;

(8) Restricts its services to those related to
the normal course of business of credit unions;
and

(4) Is structured as a corporation, limited
liability company, or limited partnership under
state law.

(b) Investment and loan limitations. (1) The ag-
gregate of all investments in member and non-
member corporate CUSOs must not exceed 15 per-
cent of a corporate credit union’s capital.

(2) The aggregate of all investments in and
loans to member and nonmember corporate
CUSOs must not exceed 30 percent of a cor-
porate credit union’s capital. A corporate credit
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union may lend to member and nonmember cor-
porate CUSOs an additional 15 percent of cap-
ital if the loan is collateralized by assets in
which the corporate has a perfected security
interest under state law.

(3) If the limitations in paragraphs (b)(1)
and (b)(2) of this section are reached or
exceeded because of the profitability of the
CUSO and the related GAAP valuation of the
investment under the equity method without an
additional cash outlay by the corporate, divesti-
ture is not required. A corporate credit union
may continue to invest up to the regulatory
limit without regard to the increase in the
GAAP valuation resulting from the corporate
CUSO’s profitability.

(¢) Due diligence. A corporate credit union must
comply with the due diligence requirements of
§§723.5 and 723.6(f) through (j) of this chapter
for all loans to corporate CUSOs. This requirement
does not apply to loans excluded under § 723.1(b).

(d) Separate entity. (1) A corporate CUSO must
be operated as an entity separate from a corporate
credit union.

(2) A corporate credit union investing in or
lending to a corporate CUSO must obtain a
written legal opinion that concludes the cor-
porate CUSO is organized and operated in a
manner that the corporate credit union will not
reasonably be held liable for the obligations of
the corporate CUSO. This opinion must address
factors that have led courts to “pierce the cor-
porate veil,” such as inadequate capitalization,
lack of corporate identity, common boards of
directors and employees, control of one entity
over another, and lack of separate books and
records.

(e) Prohibited activities. A corporate credit union
may not use this authority to acquire control, di-
rectly or indirectly, of another depository financial
institution or to invest in shares, stocks, or obliga-
tions of an insurance company, trade association,
liquidity facility, or similar organization.

(f) An official of a corporate credit union which
has invested in or loaned to a corporate CUSO
may not receive, either directly or indirectly, any
salary, commission, investment income, or other
income, compensation, or consideration from the
corporate CUSO. This prohibition also extends to
immediate family members of officials.

(g) Prior to making an investment in or loan
to a corporate CUSO, a corporate credit union
must obtain a written agreement that the cor-
porate CUSO will:

(1) Follow GAAP;

(2) Provide financial statements to the cor-
porate credit union at least quarterly;

(3) Obtain an annual CPA opinion audit
and provide a copy to the corporate credit union.
A wholly owned or majority owned CUSO is not
required to obtain a separate annual audit if it
is included in the corporate credit union’s
annual consolidated audit; and

(4) Allow the auditor, board of directors,
and NCUA complete access to its books, records,
and any other pertinent documentation.

(h) Corporate credit union authority to invest
in or loan to a CUSO is limited to that provided
in this section. A corporate credit union is not
authorized to invest in or loan to a CUSO under
part 712 of this chapter.

§704.12 Permissible services.

(a) Preapproved services. A corporate credit
union may provide to members the preapproved
services set out in this section. NCUA may at any
time, based upon supervisory, legal, or safety and
soundness reasons, limit or prohibit any pre-
approved service. The specific activities listed
within each preapproved category are provided as
illustrations of activities permissible under the
particular category, not as an exclusive or exhaus-
tive list.

(1) Correspondent services agreement. A cor-
porate credit union may only provide financial
services to nonmembers through a cor-
respondent services agreement. A correspondent
services agreement is an agreement between
two corporate credit unions, whereby one of the
corporate credit unions agrees to provide serv-
ices to the other corporate credit union or its
members.

(2) Credit and investment services. Credit
and investment services are advisory and con-
sulting activities that assist the member in
lending or investment management. These serv-
ices may include loan reviews, investment port-
folio reviews and investment advisory services.

(3) Electronic financial services. Electronic
financial services are any services, products,
functions, or activities that a corporate credit
union is otherwise authorized to perform, pro-
vide or deliver to its members but performed
through electronic means. Electronic services
may include automated teller machines, online
transaction processing through a website,
website hosting services, account aggregation
services, and internet access services to perform
or deliver products or services to members.
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(4) Excess capacity. Excess capacity is the
excess use or capacity remaining in facilities,
equipment or services that: a corporate credit
union properly invested in or established, in
good faith, with the intent of serving its mem-
bers; and it reasonably anticipates will be taken
up by the future expansion of services to its
members. A corporate credit union may sell or
lease the excess capacity in facilities, equipment
or services, such as office space, employees and
data processing.

(5) Liquidity and asset and liability
management. Liquidity and asset and liability
management services are any services, functions
or activities that assist the member in liquidity
and balance sheet management. These services
may include liquidity planning and balance
sheet modeling and analysis.

(6) Operational services. Operational serv-
ices are services established to deliver financial
products and services that enhance member
service and promote safe and sound operations.
Operational services may include tax payment,
electronic fund transfers and providing coin and
currency service.

(7) Payment systems. Payment systems are
any methods used to facilitate the movement of
funds for transactional purposes. Payment sys-
tems may include Automated Clearing House,
wire transfer, item processing and settlement
services.

(8) Trustee or custodial services. Trustee
services are services in which the corporate
credit union is authorized to act under a written
trust agreement to the extent permitted under
part 724 of this chapter. Custodial and safe-
keeping services are services a corporate credit
union performs on behalf of its member to act
as custodian or safekeeper of investments.

(b) Procedure for adding services that are not
preapproved. To provide a service to its members
that is not preapproved by NCUA:

(1) A federal corporate credit union must
request approval from NCUA. The request must
include a full explanation and complete docu-
mentation of the service and how the service
relates to a corporate credit union’s authority to
provide services to its members. The request
must be submitted jointly to the OCCU Director
and the Secretary of the Board. The request will
be treated as a petition to amend §704.12 and
NCUA will request public comment or otherwise
act on the petition within a reasonable period of
time. Before engaging in the formal approval
process, a corporate credit union should seek an

advisory opinion from NCUA’s Office of General
Counsel as to whether a proposed service is
already covered by one of the authorized cat-
egories without filing a petition to amend the
regulation; and
(2) A state-chartered corporate credit union
must submit a request for a waiver that com-
plies with §704.1(b) to the OCCU Director.
(¢) Prohibition. A corporate credit union is pro-
hibited from purchasing loan servicing rights.

§704.13 [Removed and Reserved].
§704.14 Representation.

(a) Board representation. The board will be de-
termined as stipulated in its bylaws governing
election procedures, provided that:

(1) At least a majority of directors,
including the chair of the board, must serve on
the board as representatives of member credit
unions;

(2) The chair of the board may not serve
simultaneously as an officer, director, or
employee of a credit union trade association;

(83) A majority of directors may not serve
simultaneously as officers, directors, or
employees of the same credit union trade
association or its affiliates (not including chap-
ters or other subunits of a state trade associa-
tion);

(4) For purposes of meeting the require-
ments of paragraphs (a)(2) and (a)(3) of this sec-
tion, an individual may not serve as a director
or chair of the board if that individual holds a
subordinate employment relationship to another
employee who serves as an officer, director, or
employee of a credit union trade association;
and

(5) In the case of a corporate credit union
whose membership is composed of more than 25
percent non credit unions, the majority of direc-
tors serving as representatives of member credit
unions, including the chair, must be elected only
by member credit unions.

(b) Credit union trade association. As used in
this section, a credit union trade association in-
cludes but is not limited to, state credit union
leagues and league service corporations and na-
tional credit union trade associations.

(c) Representatives of organizational members.
(1) An organizational member of a corporate credit
union is a member that is not a natural person.
An organizational member may appoint one of its
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members or officials as a representative to the
corporate credit union. The representative shall
be empowered to attend membership meetings,
to vote, and to stand for election on behalf of the
member. No individual may serve as the rep-
resentative of more than one organizational mem-
ber in the same corporate credit union.

(2) Any vacancy on the board of a corporate
credit union caused by a representative being
unable to complete his or her term shall be
filled by the board of the corporate credit union
according to its bylaws governing the filling of
board vacancies.

(d) Recusal provision. (1) No director, committee
member, officer, or employee of a corporate credit
union shall in any manner, directly or indirectly,
participate in the deliberation upon or the deter-
mination of any question affecting his or her pecu-
niary interest or the pecuniary interest of any enti-
ty (other than the corporate credit union) in which
he or she is interested, except if the matter in-
volves general policy applicable to all members,
such as setting dividend or loan rates or fees for
services.

(2) An individual is “interested” in an entity
if he or she:

(i) Serves as
employee of the entity;

(i1) Has a business, ownership, or deposit
relationship with the entity; or

(iii) Has a business, financial, or familial
relationship with an individual whom he or she
knows has a pecuniary interest in the entity.

(3) In the event of the disqualification of
any directors, by operation of paragraph (c)(1) of
this section, the remaining qualified directors
present at the meeting, if constituting a quorum
with the disqualified directors, may exercise, by
majority vote, all the powers of the board with
respect to the matter under consideration.
Where all of the directors are disqualified, the
matter must be decided by the members of the
corporate credit union.

(4) In the event of the disqualification of
any committee member by operation of para-
graph (c)(1) of this section, the remaining quali-
fied committee members, if constituting a
quorum with the disqualified committee mem-
bers, may exercise, by majority vote, all the
powers of the committee with respect to the
matter under consideration. Where all of the
committee members are disqualified, the matter
shall be decided by the board of directors.

(e) Administration. (1) A corporate credit union
shall be under the direction and control of its board

a director, officer, or

of directors. While the board may delegate the
performance of administrative duties, the board
is not relieved of its responsibility for their per-
formance. The board may employ a chief executive
officer who shall have such authority and such
powers as delegated by the board to conduct busi-
ness from day to day. Such chief executive officer
must answer solely to the board of the corporate
credit union, and may not be an employee of a
credit union trade association.

(2) The provisions of § 701.14 of this chapter
apply to corporate credit unions, except that
where “Regional Director” is used, read “NCUA
Board.”

§704.15 Audit requirements.

(a) External audit. The corporate credit union
supervisory committee shall cause an annual opin-
ion audit of the financial statements to be made.
The audit must be performed in accordance with
generally accepted auditing standards and the au-
dited financial statements must be prepared con-
sistent with GAAP, except where law or regulation
has provided for a departure from GAAP. The su-
pervisory committee shall submit the audit report
to the board of directors. A copy of the audit report,
and copies of all communications that are provided
to the corporate credit union by the external audi-
tor, shall be submitted to the OCCU Director with-
in 30 calendar days after receipt by the board of
directors. If requested by the OCCU Director, the
external auditor’s workpapers shall be made avail-
able, at the auditor’s office or elsewhere, for the
OCCU Director’s review. The corporate credit
union shall submit a summary of the audit report
to the membership at the next annual meeting.

(b) Internal audit. A corporate credit union with
average daily assets in excess of $400 million for
the preceding calendar year, or as ordered by the
OCCU Director, must employ or contract, on a
full- or part-time basis, the services of an internal
auditor. The internal auditor’s responsibilities
will, at a minimum, comply with the Standards
and Professional Practices of Internal Auditing,
as established by the Institute of Internal Audi-
tors. The internal auditor will report directly to
the chair of the corporate credit union’s super-
visory committee, who may delegate supervision
of the internal auditor’s daily activities to the chief
executive officer of the corporate credit union. The
internal auditor’s reports, findings, and rec-
ommendations will be in writing and presented
to the supervisory committee no less than quar-
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terly, and will be provided upon request to the
external auditor and the OCCU Director.

§704.16 Contracts/written
agreements.

Services, facilities, personnel, or equipment
shared with any party shall be supported by a
written contract, with the duties and responsibil-
ities of each party specified and the allocation of
service fee/expenses fully supported and docu-
mented.

§704.17 State-chartered corporate
credit unions.

(a) This part does not expand the powers and
authorities of any state-chartered corporate credit
union, beyond those powers and authorities pro-
vided under the laws of the state in which it was
chartered.

(b) A state-chartered corporate credit union that
is not insured by the NCUSIF, but that receives
funds from federally insured credit unions, is con-
sidered an “institution-affiliated party” within the
meaning of Section 206(r) of the Federal Credit
Union Act, 12 U.S.C. 1786(r).

(¢) NCUA will notify, consult with, and provide
explanation to the appropriate state supervisory
authority before taking administrative action
against a state-chartered corporate credit union.

§704.18 Fidelity bond coverage.

(a) Scope. This section provides the fidelity bond
requirements for employees and officials in cor-
porate credit unions.

(b) Review of coverage. The board of directors
of each corporate credit union shall, at least annu-
ally, carefully review the bond coverage in force
to determine its adequacy in relation to risk expo-
sure and to the minimum requirements in this
section.

(¢c) Minimum coverage; approved forms. Every
corporate credit union will maintain bond cov-
erage with a company holding a certificate of au-
thority from the Secretary of the Treasury. All

bond forms, and any riders and endorsements
which limit the coverage provided by approved
bond forms, must receive the prior written ap-
proval of NCUA. Fidelity bonds must provide cov-
erage for the fraud and dishonesty of all employ-
ees, directors, officers, and supervisory and credit
committee members. Notwithstanding the fore-
going, all bonds must include a provision, in a
form approved by NCUA, requiring written notifi-
cation by surety to NCUA:

(1) When the bond of a credit union is
terminated in its entirety;

(2) When bond coverage is terminated, by
issuance of a written notice, on an employee,
director, officer, supervisory or credit committee
member; or

(3) When a deductible is increased above
permissible limits. Said notification shall be
sent to NCUA and shall include a brief state-
ment of cause for termination or increase.

(d) Minimum coverage amounts. (1) The min-
imum amount of bond coverage will be computed
based on the corporate credit union’s daily average
net assets for the preceding calendar year. The
following table lists the minimum requirements:

Minimum
Daily average net assets bond

(million)
Less than $50 million $1.0
$50-$99 million ................. 2.0
$100-$499 million ............. 4.0
$500-$999 million ............. 6.0
$1.0-$1.999 billion ............ 8.0
$2.0-$4.999 billion ............ 10.0
$5.0-$9.999 billion ............ 15.0
$10.0-$24.999 billion 20.0
$25.0 billion PIUS ..c.oevvriiriiiiieieceee e 25.0

(2) It is the duty of the board of directors of
each corporate credit union to provide adequate
protection to meet its unique circumstances by
obtaining, when necessary, bond coverage in
excess of the minimums in the table in para-
graph (d)(1) of this section.

(e) Deductibles. (1) The maximum amount of
deductibles allowed are based on the corporate
credit union’s core capital ratio. The following
table sets out the maximum deductibles, except

that in each category the maximum deductible
shall be $5 million:

Core Capital ratio

Maximum deductible

Less than 1.0 percent ......

1.0-1.74 percent
1.75-2.24 percent
Greater than 2.25 percent

7.5 percent of the sum of retained earnings and paid-in capital.

10.0 percent of the sum of retained earnings and paid-in capital.
12.0 percent of the sum of retained earnings and paid-in capital.
15.0 percent of the sum of retained earnings and paid-in capital.
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(2) A deductible may be applied separately
to one or more insuring clauses in a blanket
bond. Deductibles in excess of those showing in
this section must have the written approval of
NCUA at least 30 calendar days prior to the
effective date of the deductibles.

(f) Additional coverage. NCUA may require ad-
ditional coverage for any corporate credit union
when, in the opinion of NCUA, current coverage
is insufficient. The board of directors of the cor-
porate credit union must obtain additional cov-
erage within 30 calendar days after the date of
written notice from NCUA.

§704.19 Wholesale corporate credit
unions.

(a) General. Wholesale corporate credit unions
are subject to the preceding requirements of this
part, except as set forth in this section.

(b) Earnings retention requirement. A wholesale
corporate credit union must increase retained
earnings if the prior month-end retained earnings
ratioisless than 1 percent.

(1) Its retained earnings must increase:

(i) During the current month, by an
amount equal to or greater than the monthly
earnings retention amount; or

(i1) During the current and prior two
months, by an amount equal to or greater than
the quarterly earnings retention amount.

(2) Earnings retention amounts are cal-
culated as follows:

(i) The monthly earnings retention
amount is determined by multiplying the
earnings retention factor by the prior month-
end moving daily average net assets; and

(ii)) The quarterly earnings retention
amount is determined by multiplying the
earnings retention factor by moving daily aver-
age net assets for each of the prior three month-
ends.

(8) The earnings retention factor is deter-
mined as follows:

(i) If the prior month-end retained
earnings ratio is less than 1 percent and the
core capital ratio is less than 3 percent, the
earnings retention factor is .15 percent per
annum; or

(i1)) If the prior month-end retained
earnings ratio is less than 1 percent and the
core capital ratio is equal to or greater than 3
percent, the earnings retention factor is .075
percent per annum.

(4) The OCCU Director may approve a
decrease to the earnings retention amount set
forth in this section if it is determined a lesser
amount is necessary to avoid a significant
adverse impact upon a wholesale corporate
credit union.

(5) Operating management of the wholesale
corporate credit union must notify its board of
directors, supervisory committee, OCCU
Director and, if applicable, the state regulator
within 10 calendar days of determining the
retained earnings ratio has declined below 1
percent. If the decline in the retained earnings
ratio is due in full or in part, to a decline in the
dollar amount of retained earnings and the
retained earnings ratio is not restored to at
least 1 percent by the next month end, a
retained earnings action plan is required to be
submitted within 30 calendar days.

(6) The retained earnings action plan must
be submitted to the OCCU Director and, if
applicable, the state regulator and, at a min-
imum, include the following:

(i) Reasons why the dollar amount of
retained earnings has decreased;

(ii) Description of actions to be taken to
increase the dollar amount of retained earnings
within specific time frames; and

(iii) Monthly balance sheet and income
projections, including assumptions for the
ensuing 12-month period.

Appendix A to Part 704—Model
Forms

This appendix contains sample forms intended
for use by corporate credit unions to aid in compli-
ance with the membership capital account and
paid-in capital disclosure requirements of § 704.3.

SAMPLE FORM 1

Terms and Conditions of Membership Capital
Account

(1) A membership capital account is not subject
to share insurance coverage by the NCUSIF or
other deposit insurer.

(2) A membership capital account is not releas-
able due solely to the merger, charter conversion
or liquidation of the member credit union. In the
event of a merger, the membership capital account
transfers to the continuing credit union. In the
event of a charter conversion, the membership
capital account transfers to the new institution.
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Inthe event of liquidation, the membership capital
account may be released to facilitate the payout
of shares with the prior written approval of NCUA.

(3) A member credit union may withdraw mem-
bership capital with three years’ notice.

(4) Membership capital cannot be used to pledge
borrowings.

(5) Membership capital is available to cover
losses that exceed retained earnings and paid-in
capital.

(6) Where the corporate credit union is lig-
uidated, membership capital accounts are payable
only after satisfaction of all liabilities of the lig-
uidation estate including uninsured obligations to
shareholders and the NCUSIF.

(7) Where the corporate credit union is merged
into another corporate credit union, the member-
ship capital account will transfer to the continuing
corporate credit union. The three-year notice pe-
riod for withdrawal of the membership capital ac-
count will remain in effect.

(8) {If an adjusted balance account}: The mem-
bership capital balance will be adjusted (1 or

2) time(s) annually in relation to the mem-
ber credit union’s (assets or other measure)
as of (date(s)) . {If a term cer-

tificate}: The membership capital account is a
term  certificate that will mature on
(date)

I have read the above terms and conditions and
Tunderstand them.

I further agree to maintain in the credit union’s
files the annual notice of terms and conditions
of the membership capital account.

The notice form must be signed by either all
of the directors of the member credit union or,
if authorized by board resolution, the chair and
secretary of the board of the credit union.

The annual disclosure notice form must be
signed by the chair of the corporate credit union.
The chair must then sign a statement that certifies
that the notice has been sent to member credit
unions with membership capital accounts. The
certification must be maintained in the corporate
credit union’s files and be available for examiner
review.

SAMPLE FORM 2
Terms and Conditions of Paid-In Capital
(1) A paid-in capital account is not subject to

share insurance coverage by the NCUSIF or other
depositinsurer.

(2) A paid-in capital account is not releasable
due solely to the merger, charter conversion or
liquidation of the member credit union. In the
event of a merger, the paid-in capital account
transfers to the continuing credit union. In the
event of a charter conversion, the paid-in capital
account transfers to the new institution. In the
event of liquidation, the paid-in capital account
may be released to facilitate the payout of shares
with the prior written approval of NCUA.

(3) The funds are callable only at the option
of the corporate credit union and only if the cor-
porate credit union meets its minimum required
capital and NEV ratios after the funds are called.

(4) Paid-in capital cannot be used to pledge bor-
rowings.

(5) Paid-in capital is available to cover losses
that exceed retained earnings.

(6) Where the corporate credit union is lig-
uidated, paid-in capital accounts are payable only
after satisfaction of all liabilities of the liquidation
estate including uninsured obligations to share-
holders and the NCUSIF, and membership capital
holders.

(7) Where the corporate credit union is merged
into another corporate credit union, the paid-in
capital account will transfer to the continuing cor-
porate credit union.

(8) Paid-in capital is perpetual maturity and
noncumulative dividend.

I have read the above terms and conditions and
I understand them. I further agree to maintain
in the credit union’s files the annual notice of
terms and conditions of the paid-in capital instru-
ment.

The notice form must be signed by either all
of the directors of the credit union or, if authorized
by board resolution, the chair and secretary of
the board of the credit union.

Appendix B to Part 704—
Expanded Authorities and
Requirements

A corporate credit union may obtain all or part
of the expanded authorities contained in this Ap-
pendix if it meets the applicable requirements of
Part 704 and Appendix B, fulfills additional man-
agement, infrastructure, and asset and liability
requirements, and receives NCUA’s written ap-
proval. Additional guidance is set forth in the
NCUA publication Guidelines for Submission of
Requests for Expanded Authority.
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A corporate credit union seeking expanded au-
thorities must submit to NCUA a self-assessment
plan supporting its request. A corporate credit
union may adopt expanded authorities when
NCUA has provided final approval. If NCUA de-
nies a request for expanded authorities, it will
advise the corporate credit union of the reason(s)
for the denial and what it must do to resubmit
its request. NCUA may revoke these expanded
authorities at any time if an analysis indicates
a significant deficiency. NCUA will notify the cor-
porate credit union in writing of the identified
deficiency. A corporate credit union may request,
in writing, reinstatement of the revoked authori-
ties by providing a self-assessment plan detailing
how it has corrected the deficiency.

Minimum Requirement

In order to participate in any of the authorities
set forth in Base-Plus, Part I, Part II, Part III,
Part IV, and Part V of this Appendix, a corporate
credit union must evaluate monthly the changes
in NEV and the NEV ratio for the tests set forth
in § 704.8(d)(1)@A).

Base-Plus

A corporate that has met the requirements for
this Base-plus authority may, in performing the
rate stress tests set forth in § 704.8(d)(1)(1), allow
its NEV to decline as much as 20 percent.

Part I

(a) A corporate credit union that has met the
requirements for this Part I may:

(1) Purchase investments with long-term
ratings no lower than A- (or equivalent);

(2) Purchase investments with short-term
ratings no lower than A-2 (or equivalent), pro-
vided that the issuer has a long-term rating no
lower than A— (or equivalent) or the investment
is a domestically-issued asset-backed security;

(3) Engage in short sales of permissible
investments to reduce interest rate risk;

(4) Purchase principal only (PO) stripped
mortgage-backed securities to reduce interest
rate risk; and

(5) Enter into a dollar roll transaction.

(b) Aggregate investments in repurchase and
securities lending agreements with any one
counterparty are limited to 300 percent of capital.

(c) In performing the rate stress tests set forth
in §704.8(d)(1)(i), the NEV of a corporate credit

union that has met the requirements of this
PartImay decline as much as:

(1) 20 percent;

(2) 28 percent if the corporate credit union
has a 5 percent minimum capital ratio and is
specifically approved by NCUA; or

(3) 35 percent if the corporate credit union
has a 6 percent minimum capital ratio and is
specifically approved by NCUA.

(d) The maximum aggregate amount in unse-
cured loans and lines of credit to any one member
credit union, excluding pass-through and guaran-
teed loans from the CLF and the NCUSIF, must
not exceed 100 percent of the corporate credit
union’s capital. The board of directors must estab-
lish the limit, as a percent of the corporate credit
union’s capital plus pledged shares, for secured
loans and lines of credit.

Part 11

(a) A corporate credit union that has met the
requirements for this Part Il may:

(1) Purchase investments with long-term
ratings no lower than BBB (flat) (or equivalent).
The aggregate of all investments rated BBB+
(or equivalent) or lower in any single obligor is
not to exceed 25 percent of capital;

(2) Purchase investments with short-term
ratings no lower than A-2 (or equivalent), pro-
vided that the issuer has a long-term rating no
lower than BBB (flat) (or equivalent) or the
investment is a domestically issued asset-
backed security;

(3) Engage in short sales of permissible
investments to reduce interest rate risk;

(4) Purchase principal only (PO) stripped
mortgage-backed securities to reduce interest
rate risk; and

(5) Enter into a dollar roll transaction.

(b) Aggregate investments in repurchase and
securities lending agreements with any one
counterparty are limited to 400 percent of capital.

(c) In performing the rate stress tests set forth
in §704.8(d)(1)(1), the NEV of a corporate credit
union which has met the requirements of this
Part Il may decline as much as:

(1) 20 percent;

(2) 28 percent if the corporate credit union
has a 5 percent minimum capital ratio and is
specifically approved by NCUA; or

(3) 35 percent if the corporate credit union
has a 6 percent minimum capital ratio and is
specifically approved by NCUA.
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(d) The maximum aggregate amount in unse-
cured loans and lines of credit to any one member
credit union, excluding pass-through and guaran-
teed loans from the CLF and the NCUSIF, must
not exceed 100 percent of the corporate credit
union’s capital. The board of directors must estab-
lish the limit, as a percent of the corporate credit
union’s capital plus pledged shares, for secured
loans and lines of credit.

Part I11

(a) A corporate credit union that has met the
requirements of either Part I or Part II of this
Appendix and the additional requirements for
Part III may invest in:

(1) Debt obligations of a foreign country;

(2) Deposits and debt obligations of foreign
banks or obligations guaranteed by these banks;

(3) Marketable debt obligations of foreign
corporations. This authority does not apply to
debt obligations that are convertible into the
stock of the corporation; and

(4) Foreign issued asset-backed securities.

(b) All foreign investments are subject to the
following requirements:

(1) Investments must be rated no lower
than the minimum permissible domestic rating
under the corporate credit union’s Part I or
Part II authority;

(2) A sovereign issuer, and/or the country in
which an obligor is organized, must have a long-
term foreign currency (non-local currency) debt
rating no lower than AA- (or equivalent);

(3) For each approved foreign bank line, the
corporate credit union must identify the specific
banking centers and branches to which it will
lend funds;

(4) Obligations of any single foreign obligor
may not exceed 50 percent of capital; and

(5) Obligations in any single foreign country
may not exceed 250 percent of capital.

Part IV

(a) A corporate credit union that has met the
requirements for this Part IV may enter into deriv-
ative transactions specifically approved by NCUA
to:

(1) Create structured products;

(2) Manage its own balance sheet; and

(3) Hedge the balance sheets of its mem-
bers.

(b) Credit Ratings:

(1) All derivative transactions are subject to
the following requirements:

(i) If the counterparty is domestic, the
counterparty rating must be no lower than the
minimum permissible rating for comparable
term permissible investments; and

(ii) If the counterparty is foreign, the cor-
porate must have Part III expanded authority
and the counterparty rating must be no lower
that the minimum permissible rating for a com-
parable term investment under Part III
Authority.

(iii) Any rating(s) relied upon to meet the
requirements of this part must be identified at
the time the transaction is entered into and
must be monitored for as long as the contract
remains open.

(iv) Section 704.10 of this part if:

(A) one rating was relied upon to meet
the requirements of this part and that rating is
downgraded below the minimum rating require-
ments of this part; or

(B) two or more ratings were relied
upon to meet the requirements of this part and
at least two of those ratings are downgraded
below the minimum rating requirements of this
part.

(2) Exceptions. Credit ratings are not
required for derivative transactions with:

(i) Domestically chartered credit unions;

(ii) U.S. government sponsored enter-
prises; or

(iii) Counterparties if the transaction is
fully guaranteed by an entity with a minimum
permissible rating for comparable term invest-
ments.

Part V

A corporate credit union that has met the re-
quirements for this Part V may participate in
loans with member natural person credit unions
as approved by the OCCU Director and subject
to the following:

(a) The maximum aggregate amount of partici-
pation loans with any one member credit union
must not exceed 25 percent of capital; and

(b) The maximum aggregate amount of partici-
pation loans with all member credit unions will
be determined on a case-by-case basis by the
OCCU Director.
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PROGRAM FOR CREDIT UNIONS

§705.0-§ 705.3

§705.0 Applicability.

Monies from the Community Development Re-
volving Loan Fund for Credit Unions are governed
by this Part.

§705.1 Scope.

(a) This Part implements the Community Devel-
opment Revolving Loan Program for Credit
Unions (Program) under the sole administration
of the National Credit Union Administration.

(b) This Part establishes the following:

(1) Definitions;

(2) The application process and require-
ments for qualifying for a loan under the pro-
gram,;

(3) How loan funds are to be made available
and their repayment; and

(4) Technical assistance to be provided to
participating credit unions.

§705.2 Purpose of the Program.

(a) The Community Development Revolving
Loan Program for Credit Unions is intended to
support the efforts of participating credit unions
through loans to those credit unions in:

(1) Providing basic financial and related
services to residents in their communities; and

(2) Stimulating economic activities in the
communities they service which will result in
increased income, ownership and employment
opportunities for low-income residents, and
other community growth efforts.

(b) The policy of NCUA is to revolve loan funds
to qualifying credit unions as often as practical
in order to gain maximum economic impact on
as many participating credit unions as possible.

§705.3 Definitions.

(a)(1) The term “low-income members” shall
mean those members who make less than 80 per-
cent of the average for all wage earners as estab-
lished by the Bureau of Labor Statistics or those
members whose annual household income falls at
or below 80 percent of the median household in-
come for the nation as established by the Census
Bureau or those members otherwise defined as
low-income members as determined by order of
the NCUA Board.

Part 705

Community Development
Revolving Loan Program
For Credit Unions

(2) In documenting its low-income membership,
a credit union that serves a geographic area where
a majority of residents fall at or below the annual
income standard is presumed to be serving pre-
dominantly low-income members. In applying the
standards, Regional Directors shall make allow-
ances for geographical areas with higher costs of
living. The following is the exclusive list of geo-
graphic areas and the differentials to be used:

Percent
Hawail ..ooooevvvviiiiieeeiiiiiiiee e, 40
Alaska ..ueeeeeiiiieeeeeiiin 36
Washington, DC .........cccccveeiiiiiiiiiiinns 19
Boston ....coeeiiiiiii e, 17
San Diego .....cccccvvvvieieeeeeiieeeeeceeeee. 15
Los Angeles ....cccoovvveeeeeeeiiiiiiiiiiiieeeee. 14
New YOrk ..ooeeeeeeeeeeeeeeiiiiiiiiiiiiieeeeeeiiiiinn 13
San FrancisSco ......cccceeeeeeeeeeeeieeeeeeeeiieinnnnnn, 13
Seattle .....ooovvviiiiiii 10
ChiCcago .....coooevrriiiiiieeeeee e 7
Philadelphia .........cccoovvivieieiiiiiiiiiiin, 7

(b) For purposes of this part, a participating
credit union means a state- or federally-chartered
credit union (excluding student credit unions) that
is specifically involved in the stimulation of eco-
nomic development activities and community revi-
talization efforts aimed at benefiting the commu-
nity it serves; whose membership consists of pre-
dominantly low-income members as defined in
paragraph (a) of this section or applicable state
standards as reflected by a current low-income
designation pursuant to § 701.34(a)(1) or § 741.204
of this chapter or, in the case of a state-chartered
nonfederally insured credit union, under applica-
ble state standards; and has submitted an applica-
tion for a loan and/or technical assistance and has
been selected for participation in the Program in
accordance with this part.
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§705.4 Program Activities.

In order to meet the objectives of the Program,
a credit union applicant should provide a variety
of financial and related services designed to meet
the particular needs of the low-income community
served. These activities shall include basic mem-
ber share accounts and member loan services.

§705.5 Application for
Participation.

(a) Applications to participate and qualify for
a loan or technical assistance under the Program
may be obtained from the National Credit Union
Administration, Community Development Re-
volving Loan Program for Credit Unions.

(b) The application for a loan shall contain the
following information:

(1) Information demonstrating a sound
financial position and the credit union’s ability
to manage its day-to-day business affairs,
including the credit union’s latest financial
statement. Nonfederally insured credit unions
must include the following:

(i) A copy of its most recent outside audit
report;

(i1) Proof of deposit and surety bond
insurance which states the maximum insurance
levels permitted by the policies;

(iii)) A Dbalance sheet, an income and
expense statement, and a schedule of delinquent
loans, for the most recent month-end and each
of the twelve months preceding that month-end.

(2) Evidence that the credit union has a
need for increased funds in order to improve
financial services to its members.

(3) The following information concerning a
state-chartered credit union’s field of member-
ship:

(i) Current field of membership as set
forth in the credit union’s charter;

(ii) Changes, if any, to be made to the
field of membership for participation in the Pro-
gram, including:

(A) Evidence of approval of change by
credit union board of directors;

(B) Evidence of submission
approval of change by the state supervisor;

(iii) Current designation as a low-income
credit union if the credit union is not federally
insured.

(4) Along with a community needs plan,
specifics of how the credit union proposes to
serve the needs of its members and the commu-

and

nity with Program funds. The applicant credit
union will also construct and submit a plan for
its growth and development. The plan will set
forth objectives for financial growth, credit
union development and capitalization, and the
means for achieving these objectives.

(5) Indication of any other involvement in
existing community development programs of
state and federal agencies.

(c) NCUA will notify applicant credit unions as
to whether or not they have qualified for a loan
or technical assistance under this Part. Reasons
for nonqualification will be stated. Any applicant
whose qualification is denied may appeal that de-
cision to the NCUA Board.

§705.6 Community Needs Plan.

(a) The credit union’s board of directors will pre-
pare a Community Needs Plan and submit it with
its loan application. The Plan will contain a list
of needed community services that the credit
union will provide.

(b) The credit union’s board of directors will re-
port on the progress of providing needed commu-
nity services to the credit union members once
ayear, either at the annual meeting or in a written
report sent to all members. The credit union will
also submit the written report or a summary of
the report given at the annual meeting to NCUA.

§705.7 Loans to Participating
Credit Unions.

(a) Amount and Recording of Loans. A partici-
pating credit union will be eligible to receive up
to $300,000, in the aggregate as determined by
the NCUA Board, in the form of a loan from the
Community Development Revolving Loan Fund
for Credit Unions. The amount of the loan will
be based on funds availability, the creditworthi-
ness of the participating credit union, financial
need, and a demonstrated capability of a partici-
pating credit union to provide financial and re-
lated services to its members. At the discretion
of NCUA, aloan will be recorded by a participating
credit union as either a note payable or a non-
member deposit.

(b) Matching Requirements. Participating credit
unions will be encouraged to develop, as rapidly
as possible, a permanent source of member shares.

(1) Generally loan monies made available
must be matched by the participating credit
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union by increasing its share deposits in an
amount equal to the loan amount. However, any
loan monies matched by member share deposits
will be credited as two-for-one match. Non-
member share deposits accepted to meet the
matching requirement are not subject to the 20
percent limitation on nonmember deposits
under § 701.32. Participating credit unions must
meet this matching requirement within one
year of the approval of the loan application and
must maintain the increase in the total amount
of share deposits for the duration of the loan.
Once the loan is repaid, nonmember share
deposits accepted to meet the matching require-
ment are subject to § 701.32.

(2) Upon approval of its loan application,
and before it meets its matching requirement, a
participating credit union may receive the entire
loan commitment in a single payment. If any
funds are withheld, the remainder of the funds
committed will be available to the participating
credit union only after it has documented that
it has met the match requirement for the total
amount of the loan committed.

(3) Failure of a participating credit union to
generate the required match within one year of
the approval of the loan will result in the reduc-
tion of the loan proportionate to the amount of
match actually generated. Payment of any addi-
tional funds initially approved will be limited as
appropriate to reflect the revised amount of the
loan approved. Any funds already advanced to
the participating credit union in excess of the
revised amount of loan approval must be repaid
immediately to NCUA. Failure to repay such
funds to NCUA upon demand shall result in the
default of the entire loan.

(c) Terms and Repayment. (1) Assistance made
available through Program loans, whether re-
corded by the credit union as a note payable or
nonmember deposit at NCUA’s direction, is in the
form of a loan and must be repaid to NCUA. All
loans will be scheduled for repayment within the
shortest time compatible with sound business
practices and with objectives of the Program, but
in no case will the term exceed five years.

(2) Semiannual interest payments (begin-
ning six months after the initial distribution of
a loan) and semiannual principal payments
(beginning one year after the initial distribution
of a loan) will be required.

(d) Interest Rates. Loans made under this Part
shall bear interest at a fixed annual percentage
rate of not more than 3 percent and not less than
1 percent as determined by the NCUA Board.

(e) Default, Collections and Adjustments. The
terms of each loan agreement shall provide for
the immediate acceleration of the unpaid balance
for breach or default in the performance by the
participating credit union of the terms or condi-
tions of the loan. This will include misrepresenta-
tions, default in making interest/principal pay-
ments, failure to report, insolvency, failure to
maintain adequate match for the duration of the
loan period, etc. The unpaid balance will also be
accelerated and immediately due if any part of
the loan funds are improperly used, or if
uninvested loan proceeds remain unused for an
unreasonable or unjustified period of time.

§705.8 State-Chartered Credit
Unions.

State-chartered credit union loan applicants ap-
proved for participation by NCUA must obtain
written concurrence from their respective state
regulatory authority. Such applicants shall make
copies of their state examination reports available
to NCUA and shall agree to examination by NCUA
for the limited purpose of compliance with this
Part.

§705.9

NCUA will announce annually and publish in
the Federal Register when applications for partici-
pation in the Program may be submitted. Such
notice will be dependent upon the availability of
funds.

§705.10 Technical Assistance.

NCUA may provide technical assistance to par-
ticipating credit unions directly or through outside
providers selected by the credit unions or NCUA.
NCUA will base technical assistance on funds
availability, the needs of the participating credit
union, and a demonstrated capability of the par-
ticipating credit union to provide financial and
related services to its members. NCUA will con-
sider applications for technical assistance and de-
termine whether to grant them in accordance with
established procedures and standards that are
publicly available. Participating credit unions can
be provided with technical assistance without ob-
taining a Program loan. NCUA technical assist-
ance will aid participating credit unions in pro-
viding services to their members and in the effi-
cient operation of such credit unions.

Application Period.
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§706.1 Definitions.

(a) Person. An individual, corporation, or other
business organization.

(b) Consumer. A natural person member who
seeks or acquires goods, services, or money for
personal, family, or household use.

(c) Obligation. An agreement between a con-
sumer and a Federal credit union.

(d) Debt. Money that is due or alleged to be due
from one to another.

(e) Earnings. Compensation paid or payable to
an individual or for his or her account for personal
services rendered or to be rendered by him or her,
whether denominated as wages, salary, commis-
sion, bonus, or otherwise, including periodic pay-
ments pursuant to a pension, retirement, or dis-
ability program.

(f) Household goods. Clothing, furniture, appli-
ances, one radio and one television, linens, china,
crockery, kitchenware, and personal effects (in-
cluding wedding rings) of the consumer and his
or her dependents, provided that the following are
not included within the scope of the term “house-
hold goods”:

(1) Works of art;

(2) Electronic entertainment equipment
(except one television and one radio);

(3) Items acquired as antiques; and

(4) Jewelry (except wedding rings).

(g) Antique. Any item over one hundred years
of age, including such items that have been re-
paired or renovated without changing their origi-
nal form or character.

(h) Cosigner. A natural person who renders him-
self or herself liable for the obligation of another
person without receiving goods, services, or money
in return for the credit obligation, or, in the case
of an open-end credit obligation, without receiving
the contractual right to obtain extensions of credit
under the obligation. The term includes any per-
son whose signature is requested as a condition
to granting credit to a consumer, or as a condition
for forbearance on collection of a consumer’s obli-
gation that is in default. The term does not include
a spouse whose signature is required on a credit
obligation to perfect a security interest pursuant
to state law. A person is a cosigner within the
meaning of this definition whether or not he or
she is designated as such on a credit obligation.
§706.2 Unfair Credit Practices.

(a) In connection with the extension of credit
to consumers, it is an unfair act or practice for

Part 706
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a Federal credit union, directly or indirectly, to
take or receive from a consumer an obligation that:

(1) Constitutes or contains a cognovit or
confession of judgment (for purposes other than
executory process in the State of Louisiana),
warrant of attorney, or other waiver of the right
to notice and the opportunity to be heard in the
event of suit or process thereon.

(2) Constitutes or contains an executory
waiver or a limitation of exemption from attach-
ment, execution, or other process on real or per-
sonal property held, owned by, or due to the
consumer, unless the waiver applies solely to
property subject to a security interest executed
in connection with the obligation.

(3) Constitutes or contains an assignment of
wages or other earnings unless:

(i) The assignment by its terms is rev-
ocable at the will of the debtor, or

(i1) The assignment is a payroll deduction
plan or preauthorized payment plan, com-
mencing at the time of the transaction, in which
the consumer authorizes a series of wage deduc-
tions as a method of making each payment, or

(iii) The assignment applies only to wages
or other earnings already earned at the time of
the assignment.

(4) Constitutes or contains a nonpossessory
security interest in household goods other than
a purchase money security interest.

§706.3 Unfair or Deceptive
Cosigner Practices.

(a) Prohibited practices. In connection with the
extension of credit to consumers, it is:

(1) A deceptive act or practice for a Federal
credit union, directly or indirectly, to misrepre-
sent the nature or extent of cosigner liability to
any person.
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(2) An unfair act or practice for a Federal
credit union, directly or indirectly, to obligate a
cosigner unless the cosigner is informed prior to
becoming obligated, which in the case of open-
end credit means prior to the time that the
agreement creating the cosigner’s liability for
future charges is executed, of the nature of his
or her liability as cosigner.

(b) Disclosure requirement.

(1) To comply with the cosigner information
requirement of paragraph (a)(2), a clear and
conspicuous disclosure statement shall be given
in writing to the cosigner prior to becoming obli-
gated. The disclosure statement will contain
only the following statement, or one which is
substantially equivalent, and shall either be a
separate document or included in the documents
evidencing the consumer credit obligation.

NOTICE TO COSIGNER

You are being asked to guarantee this debt.
Think carefully before you do. If the bor-
rower doesn’t pay the debt, you will have
to. Be sure you can afford to pay if you have
to, and that you want to accept this respon-
sibility.

You may have to pay up to the full amount
of the debt if the borrower does not pay.
You may also have to pay late fees or collec-
tion costs, which increase this amount.

The creditor can collect this debt from you
without first trying to collect from the bor-
rower. The creditor can use the same collec-
tion methods against you that can be used
against the borrower, such as suing you,
garnishing your wages, etc. If this debt is
ever in default, that fact may become a part
of your credit record.

This notice is not the contract that makes
you liable for the debt.

(2) If the notice to cosigner is a separate
document, nothing other than the following
items may appear with the notice. Items (i)
through (v) may not be part of the narrative
portion of the notice to cosigner.

(i) The name and address of the Federal
credit union;

(i) An identification of the debt to be co-
signed (e.g., a loan identification number);

(iii) The amount of the loan;

(iv) The date of the loan;

(v) A signature line for a cosigner to
acknowledge receipt of the notice; and

(vi) To the extent permitted by state law,
a cosigner notice required by state law may be
included in the paragraph (b)(1) notice.

(83) To the extent the notice to cosigner
specified in paragraph (b)(1) refers to an action
against a cosigner that is not permitted by state
law, the notice to cosigner may be modified.

§706.4 Late Charges.

(a) In connection with collecting a debt arising
out of an extension of credit to a consumer, it is
an unfair act or practice for a Federal credit union,
directly or indirectly, to levy or collect any delin-
quency charge on a payment, which payment is
otherwise a full payment for the applicable period
and is paid on its due date or within an applicable
grace period, when the only delinquency is attrib-
utable to late fee(s) or delinquency charge(s) as-
sessed on earlier installment(s).

(b) For purposes of this section, “collecting a
debt” means any activity other than the use of
judicial process that is intended to bring about
or does bring about repayment of all or part of
a consumer debt.

§706.5 State Exemptions.

(a) If, upon application to the NCUA by an ap-
propriate state agency, the NCUA determines
that:

(1) there is a state requirement or prohibi-
tion in effect that applies to any transaction to
which a provision of this rule applies; and

(2) the state requirement or prohibition
affords a level of protection to consumers that is
substantially equivalent to, or greater than, the
protection afforded by this rule; then that provi-
sion of this rule will not be in effect in the state
to the extent specified by the NCUA in its deter-
mination, for as long as the state administers
and enforces the state requirement or prohibi-
tion effectively.

(b) States that received an exemption from the
Federal Trade Commission’s Credit Practices Rule
prior to September 17, 1987, are not required to
reapply to NCUA for an exemption under subpara-
graph (a) of this section provided that the state
forwards a copy of its exemption determination
to the appropriate Regional Office. NCUA will
honor the exemption for as long as the state ad-
ministers and enforces the state requirement or
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prohibition effectively. Any state seeking a greater
exemption than that granted to it by the Federal
Trade Commission must apply to NCUA for the
exemption.
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§707.1-§707.2

§707.1 Authority, purpose, cover-
age and effect on state laws.

(a) Authority. This part is issued by the National
Credit Union Administration Board to implement
the Truth in Savings Act of 1991 (TISA), contained
in the Federal Deposit Insurance Corporation Im-
provement Act of 1991 (12 U.S.C. §4301 et seq.,
Pub. L. No. 102-242, 105 Stat. 2236).

(b) Purpose. The purpose of this part is to enable
credit union members and potential members to
make informed decisions about accounts at credit
unions. This part requires credit unions to provide
disclosures so that members and potential mem-
bers can make meaningful comparisons among
credit unions and depository institutions.

(¢c) Coverage. This part applies to all credit
unions whose accounts are either insured by, or
eligible to be insured by, the National Credit
Union Share Insurance Fund, except for any credit
union that has been designated as a corporate
credit union by the National Credit Union Admin-
istration and any credit union that has $2 million
or less in assets, after subtracting any nonmember
deposits, and is determined to be nonautomated
by the National Credit Union Administration. In
addition, the advertising rules in § 707.8 apply
to any person who advertises an account offered
by a credit union, including any person who solicits
any amount from any other person for placement
in a credit union.

(d) Effect on state laws. State law requirements
that are inconsistent with the requirements of the
TISA and this part are preempted to the extent
of the inconsistency.

§707.2 Definitions.

For purposes of this part, the following defini-
tions apply:

(a) Account means a share or deposit account
at a credit union held by or offered to a member
or potential member. It includes, but is not limited
to, accounts such as share, share draft, checking
and term share accounts. For purposes of the ad-
vertising regulations in § 707.8, the term also in-
cludes an account at a credit union that is held
by or offered by a share or deposit broker.

(b) Advertisement means a commercial message,
appearing in any medium, that promotes directly
or indirectly the availability of, or a deposit in,
an account.

(¢) Annual percentage yield means a percentage
rate reflecting the total amount of dividends paid
on an account, based on the dividend rate and
the frequency of compounding for a 365-day period
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and calculated according to the rules in Appendix
A of this part.

(d) Average daily balance method means the ap-
plication of a periodic rate to the average daily
balance in the account for the period. The average
daily balance is determined by adding the full
amount of principal in the account for each day
of the period and dividing that figure by the num-
ber of days in the period.

(e) Board means the National Credit Union Ad-
ministration Board.

(f) Bonus means a premium, gift, award, or other
consideration worth more than $10 (whether in
the form of cash, credit, merchandise, or any equiv-
alent) given or offered to a member during a year
in exchange for opening, maintaining, or renewing
an account, or increasing an account balance. The
term does not include dividends, other consider-
ation worth $10 or less given during a year, the
waiver or reduction of a fee, the absorption of ex-
penses, non-dividend membership benefits, or ex-
traordinary dividends.

(g) Credit union means a federal or state-char-
tered credit union that is either insured by, or
is eligible to apply for insurance from, the National
Credit Union Share Insurance Fund.

(h) Daily balance method means the application
of a daily periodic rate to the full amount of prin-
cipalin the account each day.

(1) Dividend and dividends mean any declared
or prospective earnings on a member’s shares in
a credit union to be paid to a member or to the
member’s account. For purposes of this part, the
term does not include the payment of a bonus or
other consideration worth $10 or less given during
a year, the waiver or reduction of a fee, the absorp-
tion of expenses, non-dividend membership bene-
fits, or extraordinary dividends.

() Dividend declaration date means the date
that the board of directors of a credit union de-
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clares a dividend for the preceding dividend pe-
riod.

(k) Dividend period means the span of time es-
tablished by the board of directors of a credit union
by the end of which shares in a member account
earn dividend credit. The dividend period may be
different for each type of account.

(1) Dividend rate means the declared or prospec-
tive annual dividend rate paid on an account,
which does not reflect compounding. For purposes
of the account disclosures in § 707.4(b)(1)(), the
rate may, but need not, be referred to as the “an-
nual percentage rate” in addition to being referred
toasthe “dividend rate.”

(m) Extraordinary dividends means a nonrepet-
itive dividend paid at an irregular time from funds
legally available for such distribution.

(n) Fixed-rate account means an account that
is not a variable rate account as defined in para-
graph (z) of this section.

(o) Grace period means a period following the
maturity of an automatically renewing term share
account during which the member may withdraw
funds without being assessed a penalty.

(p) Interest means any payment to a member
or to a member’s account for the use of funds in
a nondividend-bearing account at a state-char-
tered credit union offered pursuant to state law,
calculated by application of a periodic rate to the
balance. For purposes of this regulation, the term
does not include the payment of a bonus or other
consideration worth $10 or less given during a
year, the waiver or reduction of a fee, the absorp-
tion of expenses, non-dividend membership bene-
fits, or extraordinary dividends. Except as is spe-
cifically otherwise provided in this part, in the
case of an interest-bearing account held in or of-
fered by a state-chartered credit union pursuant
to state law, the word “interest” shall be sub-
stituted for all references to “dividend” or “divi-
dends” in this part.

(q) Member means:

(1) A natural person member of the credit
union who holds an account primarily for per-
sonal, family, or household purposes;

(2) A natural person nonmember who holds
an account primarily for personal, family, or
household purposes, either jointly with a nat-
ural person member or in a credit union des-
ignated as a low-income credit union, or to
whom such an account is offered; and

(3) A natural person nonmember who holds
a deposit account in a state-chartered credit
union pursuant to state law, or to whom such
deposit account is offered.

The term does not include a natural person who
holds an account for another in a professional ca-
pacity or an unincorporated nonbusiness associa-
tion of natural person members.

(r) Non-dividend membership benefits means
any property or service provided by a credit union
to its members, the nature of which makes its
valuation unreasonable and administratively im-
practicable.

(s) Passbook account means an account in which
the member retains a book or other document in
which the credit union records transactions on the
account.

(t) Periodic statement means a statement setting
forth information about an account (other than
a term share account or passbook account) that
is provided to a member on a regular basis four
or more times a year.

(u) Potential member means a natural person
within the credit union’s field of membership (or
an unincorporated nonbusiness association of
such persons) or otherwise eligible to become a
member as defined in paragraph (q) of this section.

(v) State means a state, the District of Columbia,
the Commonwealth of Puerto Rico, and any terri-
tory or possession of the United States.

(w) Stepped-rate account means an account that
has two or more dividend rates that take effect
in succeeding periods and are known when the
account is opened.

(x) Term share account means any share certifi-
cate, interest-bearing certificate of deposit ac-
count, or other account with a maturity of at least
seven days in which the member generally does
not have a right to make withdrawals for six days
after the account is opened, unless the account
is subject to an early withdrawal penalty of at
least seven days’ dividends on amounts with-
drawn, offered by a credit union to a member or
potential member.

(y) Tiered-rate account means an account that
has two or more dividend rates that are applicable
to specified balance levels.

(z) Variable-rate account means a share, share
draft, checking, or term share account in which
the simple dividend rate may change after the
account is opened, unless the credit union con-
tracts to give at least thirty days advance written
notice of rate decreases.

§707.3 General disclosure
requirements.
(a) Form. Credit unions must make the disclo-

sures required by §§707.4 through 707.6 and
§707.10 of this part, as applicable, clearly and
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conspicuously in writing and in a form the member
or potential member may keep. Disclosures for
each account offered by a credit union may be
presented separately or combined with disclosures
for the credit union’s other accounts, as long as
it is clear which disclosures are applicable to the
member’s account.

(b) General. The disclosures shall reflect the
terms of the legal obligation between the member
and the credit union. Disclosures may be made
in languages other than English, provided the dis-
closures are available in English upon request.

(c) Relation to Regulation E (12 CFR part 205).
Disclosures required by and provided in accord-
ance with the Electronic Fund Transfer Act (15
U.S.C. 1601) and its implementing Regulation E
(12 CFR part 205) that are also required by this
part may be substituted for the disclosures re-
quired by this part.

(d) Multiple members. If an account is held by
more than one member, disclosures may be made
to any one of the members.

(e) Oral responses to inquiries. In an oral re-
sponse to a member or potential member’s inquiry
about dividend rates payable on its accounts, the
credit union shall state the annual percentage
yield. The dividend rate may be stated in addition
to the annual percentage yield. No other rate may
be stated. In stating a dividend rate and annual
percentage yield, a credit union shall:

(1) For dividend-bearing accounts other
than term share accounts, specify a dividend
rate and annual percentage yield as of the last
dividend declaration date. In the event that
disclosures of a dividend rate and annual
percentage yield as of the last dividend declara-
tion date might be inaccurate because of known
or contemplated dividend rate changes, the
credit union may disclose the prospective divi-
dend rate and prospective annual percentage
yield. Such prospective dividend rate and
prospective annual percentage yield may be dis-
closed either in lieu of, or in addition to, the
dividend rate and annual percentage yield as of
the last dividend declaration date.

(2) For interest-bearing accounts and for
dividend-bearing term share accounts, specify
an interest (dividend) rate and annual percent-
age yield that were offered within the most
recent seven calendar days; state that the rate
and yield are accurate as of an identified date;
and provide a telephone number members may
call to obtain current rate information.

(f) Rounding and accuracy rules for rates and
yields.

(1) Rounding. The annual percentage yield,
the annual percentage yield earned, and the
dividend rate shall be rounded to the nearest
one-hundredth of one percentage point (.01%)
and expressed to two decimal places. For
account disclosures, the dividend rate may be
expressed to more than two decimal places.

(2) Accuracy. The annual percentage yield
(and the annual percentage yield earned) will be
considered accurate if not more than one-twen-
tieth of one percentage point (.05%) above or
below the annual percentage yield (and the
annual percentage yield earned) determined in
accordance with the rules in Appendix A of this
part.

(g) Electronic communication. For rules gov-
erning the electronic delivery of disclosures, in-
cluding the definition of electronic communica-
tion, see § 707.10.

§707.4 Account disclosures.

(a) Delivery of account disclosures.—(1) Account
opening.—(i) General. A credit union must provide
account disclosures to a member or potential mem-
ber before an account is opened or a service is
provided, whichever is earlier. A credit union is
deemed to have provided a service when a fee re-
quired to be disclosed is assessed. Except as pro-
vided in paragraph (a)(1)(ii) of this section, if the
member is not present at the credit union when
the account is opened or the service is provided
and has not already received the disclosures, the
credit union must mail or deliver the disclosures
no later than 10 business days after the account
is opened or the service is provided, whichever
is earlier.

(i1) Electronic communication. If a member or
potential member who is not present at the credit
union uses electronic communication (as defined
in § 707.10) to open an account or request a service,
the disclosures required under paragraph (a)(1)
of this section must be provided before an account
is opened or a service is provided.

(2) Requests. (1) A credit union must provide
account disclosures to a member or potential mem-
ber upon request. If a member who is not present
at the credit union makes a request, the credit
union must mail or deliver the disclosures within
a reasonable time after it receives the request and
may provide the disclosures in paper form, or elec-
tronically if the member provides an electronic
mail address.
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(i1) In providing disclosures upon request,
the credit union may:

(A) Specify rates as follows:

(I) For dividend-bearing accounts
other than term share accounts, specify a divi-
dend rate and annual percentage yield as of the
last dividend declaration date. In the event that
disclosures of a dividend rate and annual
percentage yield as of the last dividend declara-
tion date might be inaccurate because of known
or contemplated dividend rate changes, the
credit union may disclose the prospective divi-
dend rate and prospective annual percentage
yield. Such prospective dividend rate and
prospective annual percentage yield may be dis-
closed either in lieu of, or in addition to, the
dividend rate and annual percentage yield as of
the last dividend declaration date.

(2) For interest-bearing accounts and
for dividend-bearing term share accounts,
specify an interest rate and annual percentage
yield that were offered within the most recent
seven calendar days; state that the rate and
yield are accurate as of an identified date; and
provide a telephone number members may call
to obtain current rate information; and

(B) State the maturity of a term share
account as either a term or a date.

(b) Content of account disclosures. Account dis-
closures shall include the following, as applicable:
(1) Rate information.
(i) Annual percentage yield and dividend
rate.

(A) For interest-bearing accounts and
for dividend-bearing term share accounts, the
“annual percentage yield” and the “interest
rate” (“dividend rate”), using those terms, and
for fixed-rate accounts the period of time the
interest (dividend) rate will be in effect.

(B) For dividend-bearing accounts other
than term share accounts, a credit union shall
specify a dividend rate and annual percentage
yield (using those terms) as of the last dividend
declaration date. In the event that disclosures of
a dividend rate and annual percentage yield as
of the last dividend declaration date might be
inaccurate because of known or contemplated
dividend rate changes, the credit union may dis-
close the prospective dividend rate and prospec-
tive annual percentage yield. Such prospective
dividend rate and prospective annual percent-
age yield may be disclosed either in lieu of, or
in addition to, the dividend rate and annual
percentage yield as of the last dividend declara-
tion date.

(i1) Variable
accounts:

(A) The fact that the dividend rate and
annual percentage yield may change;

(B) How the dividend rate is deter-
mined,;

(C) The frequency with which the divi-
dend rate may change; and

(D) Any limitation on the amount the
dividend rate may change.

(2) Compounding and crediting.

(i) Frequency. The frequency with which
dividends are compounded and credited, and the
dividend period for dividend-bearing accounts.

(ii) Effect of closing an account. If mem-
bers will forfeit dividends if they close an
account before accrued dividends are credited, a
statement that the dividends will not be paid in
such cases.

(3) Balance information.

(1) Minimum balance requirements. Any
minimum balance required to:

(A) Open the account;

(B) Avoid the imposition of a fee; or

(C) Obtain the annual percentage yield
disclosed.

Except for the balance to open the account, the
disclosure shall state how the balance is deter-
mined for these purposes.

(ii) Balance computation method. An
explanation of the balance computation method
specified in § 707.7, used to calculate dividends
on the account.

(iii) When dividends begin to accrue. A
statement of when dividends begin to accrue on
noncash deposits.

(4) Fees. The amount of any fee that may be
imposed in connection with the account (or an
explanation of how the fee will be determined)
and the conditions under which the fee may be
imposed.

(5) Transaction limitations. Any limitations
on the number or dollar amount of withdrawals
or deposits.

(6) Features of Term Share Accounts. For
term share accounts:

(i) Time requirements. The maturity date.

(i) Early withdrawal penalties. A state-
ment that a penalty will be imposed for early
withdrawal, how it is calculated, and the condi-
tions for its assessment.

(ii1)) Withdrawal of dividends prior to
maturity. If compounding occurs and dividends
may be withdrawn prior to maturity, a state-
ment that the annual percentage yield assumes

rates. For variable-rate
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dividends remain in the account until maturity
and that a withdrawal will reduce earnings. For
accounts with a stated maturity greater than
one year that do not compound dividends on an
annual or more frequent basis, that require
dividend payouts at least annually, and that
disclose an APY determined in accordance with
section E of appendix A of this part, a statement
that dividends cannot remain on account and
that payout of dividends is mandatory.

(iv) Renewal policies. A statement of
whether or not the account will renew automati-
cally at maturity. If it will, a statement of
whether or not a grace period will be provided
and, if so, the length of that period must be
stated. If the account will not renew automati-
cally, a statement of whether dividends will be
paid after maturity if the member does not
renew the account must be stated.

(7) Bonuses. The amount or type of any
bonus, when the bonus will be provided, and
any minimum balance and time requirements to
obtain the bonus.

(8) Nature of dividends. For accounts
earning dividends, other than term share
accounts, a statement that dividends are paid
from current income and available earnings,
after required transfers to reserves at the end of
a dividend period.

(c) Notice to existing account holders.

(1) Notice of availability of disclosures.
Credit unions shall provide a notice to members
who receive periodic statements and who hold
existing accounts of the type offered by the
credit union on January 1, 1995. The notice
shall be included on or with the first periodic
statement sent after January 1, 1995 (or on or
with the first periodic statement for a statement
cycle beginning on or after that date). The
notice shall state that the members may request
account disclosures containing terms, fees, and
rate information for the account. In responding
to such a request, credit unions shall provide
disclosures in accordance with paragraph (a)(2)
of this section.

(2) Alternative to notice. As an alternative
to the notice described in paragraph (c)(1) of
this section, credit unions may provide account
disclosures to members. The disclosures may be
provided either with a periodic statement or
separately, but must be sent no later than when
the periodic statement described in paragraph
(c)(1) of this section is sent.

§707.5 Subsequent disclosures.

(a) Change in terms.

(1) Advance notice required. A credit union
shall give advance notice to affected members of
any change in a term required to be disclosed
under §707.4(b), if the change may reduce the
annual percentage yield or adversely affect the
member. The notice shall include the effective
date of the change. The notice shall be mailed
or delivered at least 30 calendar days before the
effective date of the change.

(2) No notice required. No notice under this
section is required for:

(i) Variable-rate changes. Changes in the
dividend rate and corresponding changes in the
annual percentage yield in variable-rate
accounts.

(i1) Share draft and check printing fees.
Changes in fees for check printing.

(iii) Short-term term share accounts.
Changes in any term for term share accounts
with maturities of one month or less.

(b) Notice before maturity for term share ac-
counts longer than one month that renew automati-
cally. For term share accounts with a maturity
longer than one month that renew automatically
at maturity, credit unions shall provide the disclo-
sures described below before maturity. The disclo-
sures shall be mailed or delivered at least 30 cal-
endar days before maturity of the existing account.
Alternatively, the disclosures may be mailed or
delivered at least 20 calendar days before the end
of the grace period on the existing account, pro-
vided a grace period of at least five calendar days
is allowed.

(1) Maturities of longer than one year. If the
maturity is longer than one year, the credit
union shall provide account disclosures set forth
in § 707.4(b) for the new account, along with the
date the existing account matures. If the divi-
dend rate and annual percentage yield that will
be paid for the new account are unknown when
disclosures are provided, the credit union shall
state that those rates have not yet been deter-
mined, the date when they will be determined,
and a telephone number members may call to
obtain the dividend rate and the annual
percentage yield that will be paid for the new
account.

(2) Maturities of one year or less but longer
than one month. If the maturity is one year or
less but longer than one month, the credit union
shall either:
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(1) Provide disclosures as set forth in
paragraph (b)(1) of this section; or
(ii) Disclose to the member:

(A) The date the existing account
matures and the new maturity date if the
account is renewed,;

(B) The dividend rate and the annual
percentage yield for the new account if they are
known (or that those rates have not yet been
determined, the date when they will be deter-
mined, and a telephone number the member
may call to obtain the dividend rate and the
annual percentage yield that will be paid for the
new account); and

(C) Any difference in the terms of the
new account as compared to the terms required
to be disclosed under §707.4(b) for the existing
account.

(c) Notice before maturity for term share ac-
counts longer than one year that do not renew auto-
matically. For term share accounts with a matu-
rity longer than one year that do not renew auto-
matically at maturity, credit unions shall disclose
to members the maturity date and whether divi-
dends will be paid after maturity. The disclosures
shall be mailed or delivered at least 10 calendar
days before maturity of the existing account.

§707.6 Periodic statement
disclosures.

(a) Rule when statement and crediting periods
vary. In making the disclosures described in para-
graph (b) of this section, credit unions that cal-
culate and credit dividends for a period other than
the statement period, such as the dividend period,
may calculate and disclose the annual percentage
yield earned and amount of dividends earned
based on that period rather than the statement
period. The information in paragraph (b)(4) shall
be stated for that period as well as for the state-
ment period.

(b) Statement disclosures. If a credit union mails
or delivers a periodic statement, the statement
shall include the following disclosures:

(1) Annual percentage yield earned. The
“annual percentage yield earned,” using that
term as calculated according to the rules in
Appendix A of this part.

(2) Amount of dividends. The dollar amount
of dividends earned (accrued or paid and cred-
ited) on the account. The dollar amount of any
extraordinary dividends earned during the

statement period shall be shown as a separate
figure.

(8) Fees imposed. Fees required to be dis-
closed under §707.4(b)(4) of this part and
imposed on the account during the statement
period. The fees shall be itemized by type and
dollar amounts.

(4) Length of period. The total number of
days in the statement period, or the beginning
and ending dates of the period.

§707.7 Payment of dividends.

(a) Permissible methods.

(1) Balance on which dividends are cal-
culated. Credit unions shall calculate dividends
on the full amount of principal in an account for
each day by use of either the daily balance
method or the average daily balance method.
Credit unions shall calculate dividends by use of
a daily rate of at least 1/365 of the dividend
rate. In a leap year a daily rate of 1/366 of the
dividend rate may be used.

(2) Determination of minimum balance to
earn dividends. A credit union shall use the
same method to determine any minimum bal-
ance required to earn dividends as it uses to
determine the balance on which dividends are
calculated. A credit union may use an additional
method that is unequivocally beneficial to the
member.

(b) Compounding and crediting policies. This
section does not require credit unions to compound
or credit dividends at any particular frequency.

(¢) Date dividends begin to accrue. Dividends
shall begin to accrue not later than the day speci-
fied in §606 of the Expedited Funds Availability
Act(12U.S.C. 4005) and implementing Regulation
CC (12 CFR part 229). Dividends shall accrue on
funds until the day funds are withdrawn.

§707.8 Advertising.

(a) Misleading or inaccurate advertisements. An
advertisement shall not be misleading or inac-
curate and shall not misrepresent a credit union’s
account contract. An advertisement shall not refer
to or describe an account as “free” or “no cost”
(or contain a similar term) if any maintenance
or activity fee may be imposed on the account.
The word “profit” shall not be used in referring
tointerest paid on an account.

(b) Permissible rates. If an advertisement states
a rate of return, it shall state the rate as an “an-
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nual percentage yield,” using that term. (The ab-
breviation “APY” may be used provided the term
“annual percentage yield” is stated at least once
in the advertisement.) The advertisement shall
not state any other rate, except that the “dividend
rate,” using that term, may be stated in conjunc-
tion with, but not more conspicuously than, the
annual percentage yield to which it relates.

(¢) When additional disclosures are required. Ex-
cept as provided in paragraph (e) of this section,
if the annual percentage yield is stated in an ad-
vertisement, the advertisement shall state the fol-
lowing information, to the extent applicable, clear-
ly and conspicuously:

(1) Variable rates. For variable-rate
accounts, a statement that the rate may change
after the account is opened.

(2) Time annual percentage yield is offered.
For interest-bearing accounts and dividend-
bearing term share accounts, the period of time
the annual percentage yield will be offered, or a
statement that the annual percentage yield is
accurate as of a specified date. For dividend-
bearing accounts other than term share
accounts, a statement that the annual percent-
age yield is accurate as of the last dividend dec-
laration date. In the event that disclosure of an
annual percentage yield as of the last dividend
declaration date might be inaccurate because of
known or contemplated dividend rate changes,
the credit union may disclose the prospective
annual percentage yield. Such prospective
annual percentage yield may be disclosed either
in lieu of, or in addition to, the dividend rate
and annual percentage yield as of the last divi-
dend declaration date.

(83) Minimum balance. The minimum bal-
ance required to earn the advertised annual
percentage yield. For tiered-rate accounts, the
minimum balance required for each tier shall be
stated in close proximity and with equal promi-
nence to the applicable annual percentage yield.

(4) Minimum opening deposit. The min-
imum deposit required to open the account, if it
is greater than the minimum balance necessary
to earn the advertised annual percentage yield.

(5) Effect of fees. A statement that fees
could reduce the earnings on the account.

(6) Features of term share accounts. For
term share accounts:

(i) Time requirements. The term of the
account.

(i) Early withdrawal penalties. A state-
ment that a penalty will or may be imposed for
early withdrawal.

(iii)) Required dividend payouts. For
noncompounding term share accounts with a
stated maturity greater than one year that do
not compound dividends on an annual or more
frequent basis, that require dividend payouts at
least annually, and that disclose an APY deter-
mined in accordance with section E of appendix
A of this part, a statement that dividends
cannot remain on account and that payout of
dividends is mandatory.

(d) Bonuses. Except as provided in paragraph
(e) of this section, if a bonus is stated in an adver-
tisement, the advertisement shall state the fol-
lowing information, to the extent applicable, clear-
ly and conspicuously:

(1) The “annual percentage yield,” using
that term;

(2) The time requirements to obtain the
bonus;

(3) The minimum balance required to obtain
the bonus;

(4) The minimum balance required to open
the account, if it is greater than the minimum
balance necessary to obtain the bonus; and

(5) When the bonus will be provided.

(e) Exemption for certain advertisements.

(1) Certain media. If an advertisement is
made through one of the following media, it
need not contain the information in paragraphs
(e)(1), (©)(2), (c)4), (c)b), (c)(6)(ii), (d)(4) and
(d)(5) of this section:

(i) Broadcast or electronic media, such as
television or radio;

(i1) Outdoor media, such as billboards; or

(iii) Telephone response machines.

(2) Indoor signs.

(i) Signs inside the premises of a credit
union (or the premises of a share or deposit
broker) are not subject to paragraphs (b), (c), (d)
or (e)(1) of this section.

(i1) If a sign exempted by paragraph (e)(2)
of this section states a rate of return, it shall:

(A) State the rate as an “annual
percentage yield,” using that term or the term
“APY.” The sign shall not state any other rate,
except that the dividend rate may be stated in
conjunction with the annual percentage yield to
which it relates.

(B) Contain a statement advising mem-
bers to contact an employee for further informa-
tion about applicable fees and terms.

(3) Newsletters.

(i) Newsletters sent by a credit union to
existing members only are not subject to para-
graphs (b), (¢), (d) or (e)(1) of this section.
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(ii)) If a newsletter exempted by para-
graph (e)(3) of this section states a rate of
return, it shall:

(A) State the rate as an “annual
percentage yield,” using that term or the term
“APY.” The newsletter shall not state any other
rate, except that the dividend rate may be
stated in conjunction with the annual percent-
age yield to which it relates.

(B) Contain a statement advising mem-
bers to contact an employee for further informa-
tion about applicable fees and terms.

§707.9 Enforcement and record
retention.

(a) Administrative enforcement. Section 270 of
TISA (12 U.S.C. 4309) contains the provisions re-
lating to administrative sanctions for failure to
comply with the requirements of TISA and this
part.

(b) Civil liability. Section 271 of TISA (12 U.S.C.
4310) contains the provisions relating to civil li-
ability for failure to comply with the requirements
of TISA and this part; Section 271 is repealed effec-
tive September 30, 2001.

(¢) Record retention. A credit union shall retain
evidence of compliance with this regulation for
a minimum of two years after the date disclosures
are required to be made or action is required to
be taken.

§707.10 Electronic communication.

(a) Definition. Electronic communication means
a message transmitted electronically between a
credit union and a member in a format that allows
visual text to be displayed on equipment, for exam-
ple, a personal computer monitor.

(b) General rule. In accordance with the Elec-
tronic Signatures in Global and National Com-
merce Act (the E-Sign Act) (15 U.S.C. 7001 et seq.)
and the rules of this part, a credit union may pro-
vide by electronic communication any disclosure
required by this part to be in writing.

(c) When consent is required. Under the E-Sign
Act, a credit union must obtain a member’s affirm-

ative consent when providing disclosures related
to a transaction. For purposes of this requirement,
the disclosures required under §§ 707.4(a)(2) and
707.8 are deemed not to be related to a transaction.

(d) Address or location to receive electronic com-
munication. A credit union that uses electronic
communication to provide disclosures required by
this part must:

(1) Send the disclosure to the member’s elec-
tronic address; or

(2) Make the disclosure available at another lo-
cation such as an Internet web site; and

(1) Alert the member of the disclosure’s avail-
ability by sending a notice to the member’s elec-
tronic address (or to a postal address, at the credit
union’s option). The notice must identify the ac-
count involved (if applicable) and the address of
the Internet web site or other location where the
disclosureis available; and

(i) Make the disclosure available for at least
90 days from the date the disclosure first becomes
available or from the date of the notice alerting
the member of the disclosure, whichever comes
later.

(3) Exceptions. A credit union need not comply
with paragraph (d)(2)(ii) of this section for disclo-
sures required under §707.4(a)(2), and need not
comply with paragraphs (d)(2)(i) and (ii) of this
section for disclosures required under § 707.8.

(e) Redelivery. When a disclosure provided by
electronic communication is returned to a credit
union undelivered, the credit union must take rea-
sonable steps to attempt redelivery using informa-
tioninitsfiles.

() Entities other than a credit union. A person
other than a credit union thatis required to comply
with this part may use electronic communication
in accordance with the requirements of this sec-
tion, as applicable.*

*Credit unions choosing to make disclosures and adver-
tisements electronically may either follow the requirements
as outlined in 707.4, 707.10 and Appendix C of this part or
the requirements of the Electronics Signatures in Global
and National Commerce Act, (15 U. S. C. 7001 et seq., E-
Sign Act). See Supplementary Information published in 66
Fed. Reg. 33159 (6/21/01) and 66 Fed. Reg. 48206 (9/19/01)
for a discussion of electronic disclosure requirements. This
supplementary information was distributed with the Novem-
ber 2001 publication of the NCUA Rules and Regulations.
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Appendix A to Part 707—Annual Percentage Yield Calculation

The annual percentage yield (APY) measures
the total amount of dividends a credit union
pays on an account based on the dividend rate
and the frequency of compounding. The annual
percentage yield is expressed as an annualized
rate, based on a 365-day year. (Credit unions
may calculate the annual percentage yield based
on a 365-day or a 366-day year in a leap year.)
Part I of this appendix discusses the annual
percentage yield calculations for account disclo-
sures and advertisements, while Part II dis-
cusses annual percentage yield earned calcula-
tions for statements. The annual percentage
yield reflects only dividends and does not in-
clude the value of any bonus, as that term is de-
fined in part 707, that may be provided to the
member to open, maintain, increase or renew an
account. Dividends, interest or other earnings
are not to be included in the annual percentage
yield if such amounts are determined by cir-
cumstances that may or may not occur in the
future. These formulas apply to both dividend-
bearing and interest-bearing accounts held by
credit unions.

Part 1. Annual Percentage Yield for
Account Disclosures and
Advertising Purposes

In general, the annual percentage yield for ac-
count disclosures under §§707.4 and 707.5 and
for advertising under §707.8 is an annualized
rate that reflects the relationship between the
amount of dividends that would be earned by
the member for the term of the account and the
amount of principal used to calculate those divi-
dends. The amount of dividends that would be
earned may be projected based on the most re-
cent past declared rate or an anticipated future
rate, whichever the credit union judges to most
reasonably approximate the dividends to be
earned. Special rules apply to accounts with
tiered and stepped dividend rates, and to cer-
tain term share accounts with a stated maturity
greater than one year.

A. General rules

Except as provided in Part I. E. of this appen-
dix, the annual percentage yield shall be cal-
culated by the formula shown below. Credit
unions may calculate the annual percentage

yield using projected dividends based on either
the rate at the last dividend declaration date or
the rate anticipated at a future date. The credit
union must disclose whichever option it uses to
members. Credit unions shall calculate the an-
nual percentage yield based on the actual num-
ber of days for the term of the account. For ac-
counts without a stated maturity date (such as
a typical share or share draft account), the cal-
culation shall be based on an assumed term of
365 days. In determining the total dividends fig-
ure to be used in the formula, credit unions
shall assume that all principal and dividends
remain on deposit for the entire term, and that
no other transactions (deposits or withdrawals)
occur during the term. (This assumption shall
not be used if a credit union requires, as a con-
dition of the account, that members withdraw
dividends during the term. In such a case, the
dividends (and annual percentage yield calcula-
tion) shall reflect that requirement.) For term
share accounts that are offered in multiples of
months, credit unions may base the number of
days on either the actual number of days during
the applicable period, or the number of days
that would occur for any actual sequence of that
many calendar months. If credit unions choose
to use this permissive rule, they must use the
same number of days to calculate the dollar
amount of dividends that will be earned on the
account in the annual percentage yield formula
(where “Dividends” are divided by “Principal”.)

The annual percentage yield is to be cal-
culated by use of the following general formula
((“APY”) is used for convenience in the for-
mulas):

APY =100[(1 + Dividends/Principal )(365 /Days in term) _ 1]

“Principal” is the amount of funds assumed to
have been deposited at the beginning of the ac-
count.

“Dividends” is the total dollar amount of divi-
dends earned on the Principal for the term of
the account.

“Days in term” is the actual number of days
in the term of the account.

When the “days in term” is 365 (that is,
where the stated maturity is 365 days or where
the account does not have a stated maturity),
the APY can be calculated by use of the fol-
lowing simple formula:

APY =100 (Dividends/Principal).
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EXAMPLES:

(1) If a credit union would pay $61.68 in divi-
dends for a 365-day year on $1,000 deposited
into a share draft account, the APY is 6.17%:

APY = 100 [(1 + 61.68/1,000)(365/365) — 1]
APY =6.17%

Or, using the simple formula above (since the
term is deemed to be 365 days):

APY = 100 (61.68/1,000)
APY =6.17%

(2) If a credit union pays $30.37 in divi-
dends on a $1,000 six-month term share certifi-
cate account (where the six-month period used
by the credit union contains 182 days), using
the general formula above, the APY is 6.18%:

APY =100 [(1 + 30.37/1,000)(365/182) — 1]
APY = 6.18%

The APY is affected by the frequency of
compounding, i.e., the amount of dividends will
be greater the more frequently dividends are
compounded for a given nominal rate. When two
credit unions are offering the same dividend
rate on, for example, a share account, the APY
disclosed may be different if the credit unions
use a different frequency of compounding.

EXAMPLES:

(1) If a credit union pays $1,268.25 in divi-
dends for a 365-day year on $10,000 deposited
into a regular share account earning 12%, and

the dividends are compounded monthly, the
APY will be 12.68%:

APY = 100 ($1,268.25/10,000)
APY = 12.68%

(2) However, if a credit union is compounding
dividends on a quarterly basis on an account
which otherwise has the same terms, the divi-
dends will be $1,255.09 and the APY will be
12.55%:

APY = 100 ($1,255.09/10,000)

APY = 12.55%
B. Stepped-Rate Accounts (Different Rates
Apply in Succeeding Periods)

For accounts with two or more dividend rates
applied in succeeding periods (where the rates
are known at the time the account is opened), a

credit union shall assume each dividend rate is
in effect for the length of time provided for in
any share agreement.

EXAMPLES:

(1) If a credit union offers a $1,000 6-month
term share (certificate) account on which it pays
a 5% dividend rate, compounded daily, for the
first three months (which contain 91 days), and
a 5.5% dividend rate, compounded daily, for the
next three months (which contain 92 days), the
total dividends for six months is $26.68, and,
using the general formula above, the APY is
5.39%:

APY = 100 [(1 + 26.68/1,000)(65/183) — 1]
APY =5.39%

(2) If a credit union offers a $1,000 2-year
share certificate on which it pays a 6% dividend
rate, compounded daily, for the first year, and a
6.5% dividend rate, compounded daily, for the
next year, the total dividends for two years is
$133.13, and, using the general formula above,
the APY is 6.45%:

APY = 100[(1 + 133.13/1,000)(365730) — 1]
APY = 6.45%

C. Variable-Rate Accounts

For variable-rate accounts without an intro-
ductory premium or discounted rate, a credit
union must base the calculation only on the ini-
tial dividend rate in effect when the account is
opened (or advertised), and assume that this
rate will not change during the year.

Variable-rate accounts with an introductory
premium or discount rate must be treated like
stepped-rate accounts. Thus, a credit union
shall assume that: (1) the introductory simple
dividend rate is in effect for the length of time
provided for in the account contract; and (2) the
variable dividend rate that would have been in
effect when the account is opened or advertised
(but for the introductory rate) is in effect for the
remainder of the year. If the variable rate is
tied to an index, the index-based rate in effect
at the time of disclosure must be used for the
remainder of the year. If the rate is not tied to
an index, the rate in effect for existing members
holding the same account (who are not receiving
the introductory dividend rate) must be used for
the remainder of the year.

For example, if a credit union offers an ac-
count on which it pays a 7% dividend rate, com-
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pounded daily, for the first three months
(which, for example, contains 91 days), while
the variable dividend rate that would have been
in effect when the account was opened was 5%,
the total dividends for a 365-day year for a
$1,000 account balance is $56.52, (based on 91
days at 7% followed by 274 days at 5%). Using
the simple formula, the APY is 5.65%:

APY = 100 (56.52/1,000)

APY = 5.65%

D. Accounts With Tiered Rates (Different
Rates Apply To Specified Balance Level)

For accounts in which two or more dividend
rates paid on the account are applicable to spec-
ified balance levels, the credit union must cal-
culate the annual percentage yield in accord-
ance with the method described below that it
uses to calculate dividends. In all cases, an an-
nual percentage yield (or a range of annual per-
centage yields, if appropriate) must be disclosed
for each balance tier.

For purposes of the examples discussed below,
assume the following:

Simple dividend Share balance required to earn rate

rate

5.25% up to but not exceeding $2,500

5.50% above $2,500, but not exceeding
$15,000

5.75% above $15,000.

Tiering Method A

Under this method, a credit union pays on the
full balance in the account the stated dividend
rate that corresponds to the applicable share
balance tier. For example, if a member deposits
$8,000, the credit union pays the 5.50% divi-
dend rate on the entire $8,000. This is also
known as a “hybrid” or “plateau” tiered rate ac-
count.

When this method is used to determine divi-
dends, only one annual percentage yield will
apply to each tier. Within each tier, the annual
percentage yield will not vary with the amount
of principal assumed to have been deposited.
For the dividend rates and account balances as-
sumed above, the credit union will state three
annual percentage yields—one corresponding to
each balance tier. Calculation of each annual
percentage yield is similar for this type of ac-
count as for accounts with a single fixed divi-
dend rate. Thus, the calculation is based on the

total amount of dividends that would be re-
ceived by the member for each tier of the ac-
count for a year and the principal assumed to
have been deposited to earn that amount of divi-
dends.

First tier. Assuming daily compounding, the
credit union will pay $53.90 in dividends on a
$1,000 account balance. Using the general for-
maula for the first tier, the APY is 5.39%:

APY = 100 [(1 + 53.90/1,000)(365/365) — 1]
APY = 5.39%

Using the simple formula:
APY = 100 (53.90/1,000)
APY = 5.39%

Second tier. The credit union will pay $452.29
in dividends on a $8,000 deposit. Thus, using
the simple formula, the annual percentage yield
for the second tier is 5.65%:

APY = 100 (452.29/8,000)
APY = 5.65%

Third tier. The credit union will pay $1,183.61
in dividends on a $20,000 account balance.
Thus, using the simple formula, the annual per-
centage yield for the third tier is 5.92%:

APY =100 (1,183.61/20,000)

APY = 5.92%
Tiering Method B

Under this method, a credit union pays the
stated dividend rate only on that portion of the
balance within the specified tier. For example, if
a member deposits $8,000, the credit union pays
5.25% on only $2,500 and 5.50% on $5,500 (the
difference between $8,000 and the first tier cut-
off of $2,500). This is also known as a “pure”
tiered rate account.

The credit union that computes dividends in
this manner must provide a range that shows
the lowest and the highest annual percentage
yields for each tier (other than for the first tier,
which, like the tiers in Method A, has the same
annual percentage yield throughout). The low
figure for an annual percentage yield is cal-
culated based on the total amount of dividends
earned for a year assuming the minimum prin-
cipal required to earn the dividend rate for that
tier. The high figure for an annual percentage
yield is based on the amount of dividends the
credit union would pay on the highest principal
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that could be deposited to earn that same divi-
dend rate. If the account does not have a limit
on the amount that can be deposited, the credit
union may assume any amount.

For the tiering structure assumed above, the
credit union would state a total of five annual
percentage yields—one figure for the first tier
and two figures stated as a range for the other
two tiers.

First tier. Assuming daily compounding, the
credit union could pay $53.90 in dividends on a
$1,000 account balance. For this first tier, using
the simple formula, the annual percentage yield
is 5.39%:

APY = 100 (53.90/1,000)
APY =5.39%

Second tier. For the second tier the credit
union would pay between $134.75 and $841.45
in dividends, based on assumed balances of
$2,500.01 and $15,000, respectively. For
$2,500.01, dividends would be figured on $2,500
at 5.25% dividend rate plus dividends on $.01 at
5.50%. For the low end of the second tier, there-
fore, the annual percentage yield is 5.39%.
Using the simple formula:

APY =100 (134.75/2,500)
APY = 5.39%

For $15,000, dividends are figured on $2,500
at 5.25% dividend rate plus dividends on
$12,500 at 5.50% dividend rate. For the high
end of the second tier, the annual percentage
yield, using the simple formula, is 5.61%:

APY = 100 (841.45/15,000)
APY =5.61%

Thus, the annual percentage yield range that
would be stated for the second tier is 5.39% to
5.61%.

Third tier. For the third tier, the credit union
would pay $841.45 and $5,871.78 in dividends
on the low end of the third tier (a balance of
$15,000.01). For $15,000.01, dividends would be
figured on $2,500 at 5.25% dividend rate, plus
dividends on $12,500 at 5.50% dividend rate,
plus dividends on $.01 at 5.75% dividend rate.
For the low end of the third tier, therefore, the
annual percentage yield, using the simple for-
mula, is 5.61%:

APY = 100 (841.45/15,000)
APY =5.61%

Assuming the credit union does not limit the
account balance, it may assume any maximum
amount for the purposes of computing the an-
nual percentage yield for the high end of the
third tier. For an assumed maximum balance
amount of $100,000, dividends would be figured
on $2,500 at 5.25% dividend rate, plus dividends
on $12,500 at 5.50% dividend rate, plus divi-
dends on $85,000 at 5.75% dividend rate. For
the high end of the third tier, therefore, the an-
nual percentage yield, using the simple formula,
is 5.87%:

APY = 100 (5,871.78/100,000)
APY = 5.87%

Thus, the annual percentage yield that would be
stated for the third tier is 5.61% to 5.87%. If the
assumed maximum balance amount s
$1,000,000, credit unions would use $985,000
rather than $85,000 in the last calculation. In
that case for the high end of the third tier, the
annual percentage yield, using the simple for-
mula, is 5.91%:

APY = 100 (59,134.22/1,000,000)
APY =591%

Thus, the annual percentage yield range that
would be stated for the third tier is 5.61% to
5.91%.

E. Term Share Accounts with a Stated
Maturity Greater than One Year that Pay
Dividends At Least Annually

1. For term share accounts with a stated ma-
turity greater than one year, that do not com-
pound dividends on an annual or more frequent
basis, and that require the member to withdraw
dividends at least annually, the annual percent-
age yield may be disclosed as equal to the divi-
dend rate.

EXAMPLE

If a credit union offers a $1,000 two-year term
share account that does not compound and that
pays out dividends semi-annually by check or
transfer at a 6.00% dividend rate, the annual
percentage yield may be disclosed as 6.00%.

2. For term share accounts covered by this
paragraph that are also stepped-rate accounts,
the annual percentage yield may be disclosed as
equal to the composite dividend rate.

EXAMPLE

(1) If a credit union offers a $1,000 three-year
term share account that does not compound and
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that pays out dividends annually by check or
transfer at a 5.00% dividend rate for the first
year, 6.00% dividend rate for the second year,
and 7.00% dividend rate for the third year, the
credit union may compute the composite divi-
dend rate and APY as follows:

(a) Multiply each dividend rate by the
number of days it will be in effect;

(b) Add these figures together; and

(c) Divide by the total number of days in
the term.

(2) Applied to the example, the products of
the dividend rates and days the rates are in ef-
fect are (5.00% %365 days) 1825, (6.00% x 365
days) 2190, and (7.00% x 365) 2555, respectively.
The sum of these products, 6570, is divided by
1095, the total number of days in the term. The
composite dividend rate and APY are both
6.00%.

Part I1. Annual Percentage Yield
Earned for Statements

The annual percentage yield earned for state-
ments under § 707.6 is an annualized rate that
reflects the relationship between the amount of
dividends actually earned (accrued or paid and
credited) to the member’s account during the pe-
riod and the average daily balance in the ac-
count for the period over which the dividends
were earned.

Pursuant to §707.6(a), when dividends are
paid less frequently than statements are sent,
the APY Earned may reflect the number of days
over which dividends were earned rather than
the number of days in the statement period,
e.g., if a credit union uses the average daily bal-
ance method and calculates dividends for a pe-
riod other than the statement period, the an-
nual percentage yield earned shall reflect the
relationship between the amount of dividends
earned and the average daily balance in the ac-
count for the other period, such as a crediting or
dividend period.

The annual percentage yield shall be cal-
culated by using the following formulas (“APY
Earned” is used for convenience in the for-
mulas):

A. General formula

APY Earned =
100[(1 + Dividends earned/Balance)(365/Days in period) — 1]

“Balance” is the average daily balance in the
account for the period.

“Dividends earned” is the actual amount of
dividends accrued or paid and credited to the
account for the period.

“Days in period” is the actual number of days
over which the dividends disclosed on the state-
ment were earned.

EXAMPLES:

(1) If a credit union calculates dividends for
the statement period (and uses either the daily
balance or the average daily balance method),
and the account had a balance of $1,500 for 15
days and a balance of $500 for the remaining 15
days of a 30-day statement period, the average
daily balance for the period is $1,000. Assume
that $5.25 in dividends was earned during the
period. The annual percentage yield earned
(using the formula above) is 6.58%:

APY Earned = 100 [(1 + 5.25/1,000)(365/30) — 1]
APY Earned = 6.58%

(2) Assume a credit union calculates divi-
dends on the average daily balance for the cal-
endar month and provides periodic statements
that cover the period from the 16th of one
month to the 15th of the next month. The
account has a balance of $2,000 September 1
through September 15 and a balance of $1,000
for the remaining 15 days of September. The
average daily balance for the month of Sep-
tember is $1,500, which results in $6.50 in divi-
dends earned for the month. The annual
percentage yield earned for the month of Sep-
tember would be shown on the periodic state-
ment covering September 16 through October
15. The annual percentage yield earned (using
the formula above) is 5.40%:

APY Earned = 100 [(1 + 6.50/1,500)(365/30) — 1]
APY Earned = 5.40%

(3) Assume a credit union calculates divi-
dends on the average daily balance for a quarter
(for example, the calendar months of September
through November), and provides monthly peri-
odic statements covering calendar months. The
account has a balance of $1,000 throughout the
30 days of September, a balance of $2,000
throughout the 31 days of October, and a bal-
ance of $3,000 throughout the 30 days of
November. The average daily balance for the
quarter is $2,000, which results in $21 in divi-
dends earned for the quarter. The annual
percentage yield earned would be shown on the
periodic statement for November. The annual

April 2004

707-13



APPENDIX A

NCUA RULES AND REGULATIONS

PART 707

percentage yield earned (using the formula
above) is 4.28%:

APY Earned = 100 [(1 + 21/2,000)(365/91) — 1]
APY Earned = 4.28%

B. Special formula for use where periodic
statement is sent more often than the
period for which dividends are
compounded.

Credit unions that use the daily balance
method to accrue dividends and that issue peri-
odic statements more often than the period for
which dividends are compounded shall use the
following special formula:

APY Earned =

(Dividends earned/Balance) (365/Compounding)
100 1+

Days in period -1

(Compounding)

The following definition applies for use in this
formula (all other terms are defined under Part
II):

“Compounding” is the number of days in each
compounding period.

Assume a credit union calculates dividends
for the statement period using the daily balance
method, pays a 5.00% dividend rate, com-
pounded annually, and provides periodic state-
ments for each monthly cycle. The account has
a daily balance of $1,000.00 for a 30-day state-
ment period. The dividend earned of $4.11 for
the period, and the annual percentage yield
earned (using the special formula above) is
5.00%:

($4.11/1,000)

(365/365)
(365) -1
30

APY Earned = 100 [{1 +
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Appendix B to Part 707—Model Clauses and Sample Forms

General Note: Appendix B contains model
clauses and sample forms intended for optional
use by credit unions to aid in compliance with
the disclosure requirements of §§707.4 (account
disclosures), 707.5 (subsequent disclosures),
707.6 (statement disclosures), and 707.8 (adver-
tisements). Section 269(b) of TISA provides that
credit unions that use these clauses and forms
will be in compliance with TISA’s disclosure
provisions.

As discussed in the supplementary informa-
tion to §707.3(a), this final rule provides for
flexibility in designing the format of the disclo-
sures. Credit unions can choose to prepare a
single document or brochure that incorporates
disclosures for all accounts offered, or to prepare
different documents for each type of account.
Credit unions may also use inserts to a docu-
ment, or fill in blanks to show current rates,
fees and other terms.

In the model clauses, words in parentheses in-
dicate the type of disclosure a credit union
should insert in the space provided (for exam-
ple, a credit union might insert “July 23, 1995”
in the blank for a “(date)” disclosure). Brackets
and “/” indicate that a credit union must choose
the alternative that best describes its practice
(for example, “[daily balance/ average daily bal-
ance]”). It should be noted that only in sections
B-6 through B-10 of this appendix have specific
examples of disclosures been given, with dates
and figures. Sections B-1 through B-5, and sec-
tion B-11 provide only unspecific model clauses
or blank forms. The Board felt, as did the FRB
in the Appendix A to Regulation DD, that a mix
of blank clauses and forms and application of
the model clauses to real specific situations
would benefit those who must comply with
TISA.

Any references to NCUA Rules and Regula-
tions, the NCUA Standard FCU Bylaws, or the
NCUA Accounting Manual for FCUs, are pro-
vided for guidance and as a point of reference
for credit unions. Citations to these sources does
not indicate that their application is required
for those credit unions who need not follow
them.

B-1 MODEL CLAUSES FOR ACCOUNT
DISCLOSURES (§ 707.4(b))

(a) Rate Information (Sec.707.4(b)(1))

(1) Fixed-Rate Accounts (§707.4(b)(1)(1)(A-
B))

1. Interest-bearing Accounts

The interest rate on your deposit account is

% with an annual percentage
yield (APY) of %. [For purposes of
this disclosure, this is a rate and APY that
were offered within the most recent seven
calendar days and were accurate as of
(date). Please call (credit union telephone
number) to obtain current rate informa-
tion.] You will be paid this rate [for (time
period)/until (date)/for at least 30 calendar
days].

Note: This provision reflects an accurate
statement for an interest-bearing account au-
thorized by state law for state-chartered credit
unions. While the definition of the term “inter-
est” permits its substitution for the term “divi-
dends,” separate disclosures should be made for
interest-bearing accounts. Since account opening
disclosures may be provided to potential mem-
bers requesting account information before
opening an account, and members opening new
accounts, information is provided indicating
that the rate may not be current, but that the
potential member or member may call the credit
union to obtain up-to-date information. When
opening a new account, of course, a credit union
could provide the contractual rate alone, and de-
lete the sentences in brackets. Given the defini-
tion of fixed-rate account in §707.2(n), credit
unions offering fixed-rate accounts must con-
tract to hold rates steady for at least a 30-day
period. Thus, if the 30-day option of the last
sentence is not chosen, the period chosen must
be longer than 30 days.

2. Dividend-bearing Term Share Accounts

The dividend rate on your term share
account is % with an annual
percentage yield (APY) of %. [For
purposes of this disclosure, this is a rate
and APY that were offered within the most
recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.] You will be paid this rate
[for (time period)/until (date)/for at least 30
calendar days].

Note: This provision reflects an accurate
statement for a fixed-rate, dividend-bearing

April 2004

707-15



APPENDIX B

NCUA RULES AND REGULATIONS

PART 707

term share account. Interest-bearing term share
accounts would use the disclosure in § 1, above.
Since account opening disclosures may be pro-
vided to potential members requesting account
information before opening an account, and
members opening new accounts, information is
provided indicating that the rate may not be
current, but that the potential member or mem-
ber may call the credit union to obtain up-to-
date information. When opening a new account,
of course, a credit union could provide the con-
tractual rate alone, and delete the sentences in
brackets. Given the definition of fixed-rate ac-
count in §707.2(n), credit unions offering fixed-
rate accounts must contract to hold rates steady
for at least a 30-day period. Thus, if the 30-day
option of the last sentence is not chosen, the pe-
riod chosen must be longer than 30 days.

3. Other Dividend-bearing Accounts

[As of [the last dividend declaration date/
(date)], the dividend rate was %
with an annual percentage yield (APY) of

% on your account./or The prospec-
tive dividend rate on your account is

% with a prospective APY of

% for the current dividend period.]
You will be paid this rate for [(time period)/
at least 30 calendar days].

or
[As of [the last dividend declaration date/
(date)], the dividend rate was %

with an annual percentage yield (APY) of
% on your account./or The prospec-
tive dividend rate on your account is
% with an annual percentage yield

(APY) of % for this dividend

period.] This rate will not change unless the

credit union notifies you at least 30 cal-
endar days prior to any change.

Note: Credit unions may disclose the divi-
dend rate and annual percentage yield on ac-
counts as of the last dividend declaration date.
This necessitates inclusion of a disclosure of the
actual calendar date of the last dividend dec-
laration date. Additionally or alternatively (if
the last dividend rate could be inaccurate), cred-
it unions may disclose a prospective dividend
rate and a prospective annual percentage yield.
Such prospective rates and yields must be esti-
mated in good faith, and must be declared at
the proper time if it is at all possible to do so.
As for the last sentence in these disclosures,
this provision reflects a credit union policy to
set prospective dividend rates for the next

month (or at least 30 days), quarter or other pe-
riod. Many credit unions, at their mid-monthly
board meeting, set prospective dividend rates
for the next month beginning on the 1st day of
the month and continuing to the last day of the
month. These rates must be formalized or rati-
fied at the end of a dividend period. Given the
timing of the board meetings, the time to pre-
pare and mail notices and the 30 day period, it
will often take credit unions 45 to 60 days to ef-
fectively change rates. For these reasons, the
Board strongly suggests that credit unions do
not offer fixed-rate, dividend-bearing accounts.

(i1) Variable-Rate Accounts ($ 707.4(b)(1)(ii))
1. Interest-bearing Accounts

The interest rate on your deposit account is

%, with an annual percentage yield
(APY) of %. [For purposes of this
disclosure, this is a rate and APY that were
offered within the most recent seven cal-
endar days and were accurate as of (date).
Please call (credit union telephone number)
to obtain current rate information.] The
interest rate and annual percentage yield
may change every (time period) based on
[(mame of index)/the determination of the
credit union board of directors]. The
interest rate for your account will [never
change by more than % each (time
period)/never be less/more than %/
never exceed % above or fall more
than % below the initial interest
ratel.

Note: This disclosure combines the require-
ments of §707.4(b)(1)(i) with §707.4(b)(1)(ii) for
interest-bearing accounts. The variable nature
of a deposit account usually is based on an ex-
ternal index or is set at the discretion of the
board. If another means of rate setting is used,
that, instead of the proposed language, must be
disclosed. Since account opening disclosures
may be provided to potential members request-
ing account information before opening an ac-
count, and members opening new accounts, in-
formation is provided indicating that the rate
may not be current, but that the potential mem-
ber or member may call the credit union to ob-
tain up-to-date information. When opening a
new account, of course, a credit union could pro-
vide the contractual rate alone, and delete the
sentences in brackets. Rarely would there be
limitations on rate changes, but language is pro-
vided for this situation in the last sentence. Of
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course, it is only to be used if it applies to an
account.

2. Dividend-bearing Term Share Accounts

The dividend rate on your term share
account is %, with an annual
percentage yield (APY) of %. [For
purposes of this disclosure, this is a rate
and APY that were offered within the most
recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.] The dividend rate and
annual percentage yield may change every
(time period) based on [(name of index)/the
determination of the credit union board of
directors]. The dividend rate for your
account will [never change by more than
% each (time period)/never be less/
than %/mever  exceed
% above or fall more than
% below the initial dividend rate].

Note: This disclosure combines the require-
ments of §707.4(b)(1)(i) with §707.4(b)(1)(i1) for
dividend-bearing, variable-rate term share ac-
counts. The variable nature of a deposit account
usually is based on an external index or is set
at the discretion of the board. If another means
of rate setting is used, that, instead of the
model language, must be disclosed. Since ac-
count opening disclosures may be provided to
potential members requesting account informa-
tion before opening an account, and members
opening new accounts, information is provided
indicating that the rate may not be current, but
that the potential member or member may call
the credit union to obtain up-to-date informa-
tion. When opening a new account, of course, a
credit union could provide the contractual rate
alone, and delete the sentences in brackets.
Rarely would there be limitations on rate
changes, but language is provided for this situa-
tion in the last sentence. Of course, it is only to
be used if it applies to an account.

more

3. Other Dividend-bearing Accounts

[As of [the last dividend declaration date/
(date)], the dividend rate was %
with an annual percentage yield (APY) of

% on your account./or The prospec-
tive dividend rate on your account is

% with an anticipated annual
percentage yield (APY) of % for the
current dividend period.] The dividend rate
and annual percentage yield may change

every (dividend period) as determined by
the credit union board of directors.

Note: This language combines the require-
ments of §707.4(b)(1)i) with §707.4(b)(1)(ii).
Credit unions may disclose the dividend rate
and annual percentage yield on accounts as of
the last dividend declaration date. This neces-
sitates inclusion of a disclosure of the actual cal-
endar date of the last dividend declaration date
or use of the phrase “last dividend declaration
date”. Additionally or alternatively, credit
unions may disclose a prospective dividend rate
and a prospective annual percentage yield. Such
prospective rates and yields must be estimated
in good faith, and must be declared at the prop-
er time if it is at all possible to do so. As for the
last sentence in these disclosures, this provision
reflects the variable nature of the account. Gen-
erally, there is only one variable-rate feature for
share accounts: the frequency of dividend period
rate changes (e.g., daily, weekly, monthly, quar-
terly, semi-annually, annually). Normally, there
are no contractual limitations on share account
earnings (unless imposed by a regulator), nor
are earnings based on any internal or external
index. If contractual limitations or an index are
involved, however, those factors would need to
be disclosed (unless a regulator orders other-
wise).

(iii) Stepped-Rate Accounts (§ 707.4(b)(1)(i))
1. Interest-bearing Accounts

The initial interest rate on your deposit
account is %. You will be paid that
rate [for (time period)/until (date)]. After
that time, the interest rate for your deposit
account will be % and you will be
paid that rate [for (time period)/until
(date)]. The annual percentage yield (APY)
for your account is %. [For pur-
poses of this disclosure, this is a rate and
APY that were offered within the most
recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.] You will be paid this rate
[for (time period)/until (date)/for at least 30
calendar days].

2. Dividend-bearing Term Share Accounts

The initial dividend rate on your term share
account is %. You will be paid that
rate [for (time period)/until (date)]. After
that time, the dividend rate for your term
share account will be % and you
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will be paid that rate [for (time period)/until
(date)]. The annual percentage yield (APY)
for your account is %. [For pur-
poses of this disclosure, this is a rate and
APY that were offered within the most
recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.] You will be paid this rate
[for (time period)/until (date)/for at least 30
calendar days].
3. Other Dividend-bearing Accounts

[As of [the last dividend declaration date/
(date)], the initial dividend rate on your
account was %./or The prospective
dividend rate on your account is

%.] You will be paid that rate [for
(time period)/until (date)]. After that time,
the prospective dividend rate for your share
account will be % and you will be
paid such rate [for (time period)/until
(date)]. The annual percentage yield (APY)
for your account is %. You will be
paid this rate for [(time period)/at least 30
calendar days].

and APY that were offered within the most
recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.]

[Fixed-rate—You will be paid this rate [for
(time period)/until (date)/for at least 30 cal-
endar days]./Variable-rate—The interest
rate and APY may change every (time
period) based on [(name of index)/the deter-
mination of the credit union board of direc-
tors.]

Note: Tiering Method A pays the stated divi-
dend rate that corresponds to the applicable ac-
count balance tier on the full balance in the ac-
count. This example contemplates a two-tier
system. The option (1, 2 or 3) most closely
matching the terms of the account should be
chosen as the appropriate disclosure. For tiered-
rate accounts, a disclosure may be added about
the currency of the rate, as is provided in the
first set of brackets. A disclosure regarding the
fixed-rate or variable-rate nature of the account
must be added, as is provided in the last set of
brackets.

Note: Stepped-rate accounts are accounts Tiering Method B

with two or more rates that take effect in suc- 1* A dividend rate of % will be paid
ceeding periods. The applicable rates and time only on the portion of your [daily balance/
periods are known when the account is opened. average daily balance] that is greater than
By nature these are fixed-rate accounts and are $ . The annual percentage yield
usually associated with term share (certificate) (APY) for this tier will range from
accounts. Accordingly, a contract provision (for % to %, depending on the
share accounts) to change rates should be in- balance in the account.

cluded. 2* A dividend rate of % will be paid

(iv) Tiered-Rate Accounts (§ 707.4(b)(1)(7))
1. Interest-bearing Accounts

only on the portion of your [daily balance/
average daily balance] that is greater than

.y $ , but less than $§ . The
Tiering MethOC?A . annual percentage yield (APY) for this tier
1* If your [daily balance/average daily bal- will range from % to %,
ance] is $ or more, the interest depending on the balance in the account.
rate paid on the entire balance in your 3* If your [daily balance/average daily bal-
account will ,be ______ %, with an annual ance] is $ or less, the dividend rate
percentage yield (APY) of _ %. paid on the entire balance will be
2% If your [daily balance/average daily bal- %, with an annual percentage yield
ance]ismorethan$ | but less than (APY) of %.
$ , the interest rate paid on the [For purposes of this disclosure, this is a
entire balange in your account will be rate and APY that were offered within the
%, withanAPYof  %. most recent seven calendar days and were
3* If your [daily balance/average daily bal- accurate as of (date). Please call (credit
ance] is $ or less, the interest rate union telephone number) to obtain current
paid on the entire balance will be rate information.]

% with an APY of %. [Fixed-rate—You will be paid this rate [for

[For purposes of this disclosure, this is a
rate

(time period)/until (date)/for at least 30 cal-
endar days]./Variable-rate—The interest
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rate and APY may change every (time
period) based on [(name of index)/the deter-
mination of the credit union board of direc-
tors.]

Note: Tiering Method B pays different stated
dividend rates corresponding to applicable de-
posit tiers, on the applicable balance in each
tier of the account. For example, a credit union
might pay 3% dividend on account funds of $500
or below, and pay 4% dividend on the portion of
the same account that exceeds $500. The exam-
ple contemplates an account with two tiers, but
additional tiers are possible. The option (1, 2 or
3) most closely matching the terms of the ac-
count should be chosen as the appropriate dis-
closure. For tiered-rate accounts, a disclosure
may be added about the currentness of the rate,
as is provided in the first set of brackets.

Tiered-rate accounts can be either fixed-rate
or variable-rate accounts. The last sentence of-
fers an option of either fixed-rate or variable-
rate disclosure. Thus, the disclosures outlined
above will be made in addition to either: (i) dis-
closure of the period the fixed-rates are in effect
or (ii) the variable-rate disclosures. Tiered-rate
accounts are also subject to the requirement for
disclosure of the balance computation method,
see paragraph (e) to this appendix.

2. Dividend-bearing Term Share Accounts

Tiering Method A

1* If your [daily balance/average daily bal-
ance] is $ or more, the dividend
rate paid on the entire balance in your
account will be %, with an annual
percentage yield (APY) of %.

2% If your [daily balance/average daily bal-
ance] is more than $ , but less than

$ , the dividend rate paid on the
entire balance in your account will be
%, with an APY of %.

3* If your [daily balance/average daily bal-

ance] is $ or less, the dividend rate
paid on the entire balance will be
% with an APY of %.

[For purposes of this disclosure, this is a
rate and APY that were offered within the
most recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.]

[Fixed-rate—You will be paid this rate [for
(time period)/until (date)/for at least 30 cal-
endar days]./ Variable-rate—The interest
rate and APY may change every (time

period) based on [(name of index)/ the deter-

mination of the credit union board of direc-

tors.]

Note: Tiering Method A pays the stated divi-
dend rate that corresponds to the applicable ac-
count balance tier on the full balance in the ac-
count. This example contemplates a two-tier
system. The option (1, 2 or 3) most closely
matching the terms of the account should be
chosen as the appropriate disclosure. For tiered-
rate accounts, a disclosure may be added about
the currency of the rate, as is provided in the
first set of brackets. A disclosure regarding the
fixed-rate or variable-rate nature of the account
must be added, as is provided in the last set of
brackets.

Tiering Method B

1* A dividend rate of % will be paid
only on the portion of your [daily balance/
average daily balance] that is greater than

$ . The annual percentage yield
(APY) for this tier will range from
% to %, depending on the

balance in the account.

2* A dividend rate of % will be paid
only on the portion of your [daily balance/
average daily balance] that is greater than
$ , but less than $ . The
annual percentage yield (APY) for this tier
will range from % to %,
depending on the balance in the account.

3* If your [daily balance/average daily bal-

ancel is $ or less, the dividend rate
paid on the entire balance will be

%, with an annual percentage yield
(APY) of %.

[For purposes of this disclosure, this is a
rate and APY that were offered within the
most recent seven calendar days and were
accurate as of (date). Please call (credit
union telephone number) to obtain current
rate information.]

[Fixed-rate—You will be paid this rate [for
(time period)/until (date)/for at least 30 cal-
endar daysl./ Variable-rate—The interest
rate and APY may change every (time
period) based on [(name of index)/ the deter-
mination of the credit union board of direc-
tors.]

Note: Tiering Method B pays different stated
dividend rates corresponding to applicable ac-
count balance tiers, on the applicable balance in
each tier of the account. For example, a credit
union might pay 3% dividend on account funds
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of $500 or below, and pay 4% dividend on the
portion of the same account that exceeds $500.
The example contemplates an account with two
tiers, but additional tiers are possible. The op-
tion (1, 2 or 3) most closely matching the terms
of the account should be chosen as the appro-
priate disclosure. For tiered-rate accounts, a dis-
closure may be added about the currentness of
the rate, as is provided in the first set of brack-
ets.

Tiered-rate accounts can be either fixed-rate
or variable-rate accounts. The last sentence of-
fers an option of either fixed-rate or variable-
rate disclosure. Thus, the disclosures outlined
above will be made in addition to either: (i) Dis-
closure of the period the fixed-rates are in effect
or (ii) the variable-rate disclosures. Tiered-rate
accounts are also subject to the requirement for
disclosure of the balance computation method,
see paragraph (e) to this appendix.

3. Other Dividend-bearing Accounts

Tiering Method A
1* [As of [the last dividend declaration date/
(date)], if your [daily balance/average daily
balance] was $ or more, the divi-
dend rate paid on the entire balance in your
account was %, with an annual
percentage yield (APY) of %./or If
your [daily balance/average daily balance] is
$ or more, a prospective dividend
rate of % will be paid on the entire
balance in your account with a prospective
annual percentage yield (APY) of %
for this dividend period.]
2% [As of [the last dividend declaration date/
(date)], if your [daily balance/average daily
balance] was more than $ , but was
less than $ , the dividend rate paid
on the entire balance in your account was
%, with an annual percentage yield
(APY) of %./lor If your [daily bal-
ance/average daily balance] is more than
$ , but is less than $ , a
prospective dividend rate of % will
be paid on the entire balance in your
account with a prospective annual percent-
age yield (APY) of % for this divi-
dend period.]
3* [As of the last dividend declaration date/
(date)], if your [daily balance/average daily
balance] was $ or less, the dividend
rate paid on the entire balance in your
account will be % with an annual
percentage yield (APY) of %./or If

your [daily balance/average daily balance] is
$ or less, the prospective dividend
rate of % will be paid on the entire
balance in your account with an annual
percentage yield (APY) of % for this
dividend period.]

[Fixed-rate—You will be paid this rate for
[(time period)/at least 30 calendar days]./
Variable-rate—The dividend rate and APY
may change every (dividend period) as
determined by the credit union board of
directors.]

Note: Tiering Method A pays the stated divi-
dend rate that corresponds to the applicable de-
posit tier on the full balance in the account.
This example contemplates a two-tier system.
The option (1, 2 or 3) most closely matching the
terms of the account should be chosen as the ap-
propriate disclosure. For tiered-rate accounts, a
disclosure may be added about the prospective
rate. Note that the prospective rate disclosure
options match the required tiered-rate disclo-
sures based on the previous dividend declara-
tion date. A disclosure regarding the fixed-rate
or variable-rate nature of the account must be
added, as is provided in the last set of brackets.

Tiering Method B

1* [As of [the last dividend declaration date/
(date)], a dividend rate of % was
paid only on the portion of your [daily bal-
ance/average daily balance] that was
greater than § . The annual
percentage yield (APY) for this tier ranged
from % to %, depending on
the balance in the account./or A prospective
dividend rate of % will be paid only
on the portion of your [daily balance/aver-
age daily balance] that is greater than

$ with a prospective annual
percentage yield (APY) ranging from
% to %, depending on the

balance in the account, for this dividend
period.]

2% [As of [the last dividend declaration date/
(date)], a dividend rate of % was
paid only on the portion of your [daily bal-

ance/average daily balance] that was
greater than § but less than
$ . The annual percentage yield
(APY) for this tier ranged from %
to %, depending on the balance in
the account./or A prospective dividend rate
of % will be paid only on the por-

tion of your [daily balance/average daily
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balance] that is greater than $ , but

less than $ 1 with a prospective

annual percentage yield (APY) ranging from

% to %, depending on the
balance in the account, for this dividend
period.]

3* [As of [the last dividend declaration date/

(date)], if your [daily balance/average daily

balance] was $ or less, the dividend

rate paid on the entire balance was
%, with an annual percentage yield

(APY) of %./or If your [daily bal-

ance/average daily balance] was $

or less, the prospective dividend rate paid

on the entire balance in your account will

be % with a prospective annual
percentage yield (APY) of % for this
dividend period.]

Note: Tiering Method B pays different stated
dividend rates corresponding to applicable ac-
count tiers, on the applicable balance in each
tier of the account. For example, a credit union
might pay a 3% dividend on account funds of
$500 or below, and pay a 4% dividend on the
portion of the same account that exceeds $500.
The example contemplates an account with two
tiers, but additional tiers are possible. The op-
tion (1, 2 or 3) most closely matching the terms
of the account should be chosen as the appro-
priate disclosure. Note that the prospective rate
disclosure options match the required tiered-
rate disclosures based on the previous dividend
declaration date.

Tiered-rate accounts can be either fixed-rate
or variable-rate accounts. The last sentence of-
fers an option of either fixed-rate or variable-
rate disclosures. Thus, the disclosures outlined
above must be made in addition to either: (i)
disclosure of the period the fixed-rates are in ef-
fect or (ii) the variable-rate disclosures. Tiered-
rate accounts are also subject to the require-
ment for disclosure of the balance computation
method, see paragraph (e) to this appendix.

(b) Nature of Dividends (§ 707.4(b)(8))

Dividends are paid from current income and
available earnings, after required transfers
to reserves at the end of a dividend period.
Note: The Board of Directors declares divi-
dends based on current income and available
earnings of the credit union after providing for
the required reserves at the end of the month.
The dividend rate and annual percentage yield
shown may reflect either the last dividend dec-
laration date on the account or the earnings the

credit union anticipates having available for dis-
tribution. This disclosure only applies to share
and share draft (as opposed to deposit) accounts
and should be grouped with the Rate Informa-
tion to make the disclosures more meaningful.
This disclosure also does not apply to term
share accounts for reasons discussed in the sup-
plementary information regarding §§707.3(e)
and 707.4(b)(8).

(c) Compounding
(§707.4(b)(2))

[Dividends/Interest] will be compounded
(frequency) and will be credited (frequency).

and Crediting

and, if applicable:

If you close your [share/deposit] account
before [dividends/interest] [are/is] paid, you
will not receive the accrued [dividends/
interest].

and, if (for

accounts):

applicable dividend-bearing
For this account type, the dividend period is
(frequency), for example, the beginning date
of the first dividend period of the calendar
year is (date) and the ending date of such
dividend period is (date). All other dividend
periods follow this same pattern of dates.
The dividend declaration date follows the
ending date of a dividend period, and for
the example is (date).

Note: Where the word “(frequency)” appears,
time periods must be inserted to coincide with
those specified in board resolutions of each cred-
it union’s board of directors. A disclosure of divi-
dend period was added to § 707.4(b)(2)d) in the
final rule to assist members in knowing when
dividend rate and APY disclosures would be
given by a credit union using the optional state-
ment rule of § 707.6(a). The dividend declaration
date is  important for  purposes  of
§707.4(a)(2)(1), request disclosures,
§707.4(b)(2), account opening disclosures, and
§707.8(c)(2), advertising disclosures. The Board
believes that this is critical information for divi-
dend-bearing accounts, but that provision by an
example (whether of the first dividend period of
the year, or of any randomly chosen dividend
period) is favorable to providing a list of such
dates for the entire year or for a period of years
(although these methods would also be permis-
sible). As noted in the supplementary informa-
tion to §707.2(j), dividend declaration date, the
dividend period and actual dividend distribution
date may vary. Thus, it is possible for crediting
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periods and dividend periods not to coincide,
though the Board believes that credit unions
should make every effort to attempt to coordi-
nate the two periods.

(d) Minimum Balance

(§707.4 (b)(3)(1))

(i) To open the account

Requirements

The minimum balance required to open this
account is $

or, for first share account at a credit union

The minimum required to open this account
is the purchase of a (par value of a share)
share in the credit union.
(ii) To avoid imposition of fees
You must maintain a minimum daily bal-
ance of $ in your account to avoid
a service fee. If, during any (time period),
your account balance falls below the
required minimum daily balance, your
account will be subject to a service fee of
$ for that (time period).

or

You must maintain a minimum average
daily balance of $ in your account
to avoid a service fee. If, during any (time
period), your average daily balance is below
the required minimum, your account will be
subject to a service fee of $ for that
(time period).

(iii) To obtain the annual percentage yield dis-

closed

You must maintain a minimum daily bal-
ance of $ in your account each day
to obtain the disclosed annual percentage
yield.
or

You must maintain a minimum average
daily balance of $ in your account
to obtain the disclosed annual percentage
yield.

(iv) Absence of minimum balance requirements

No minimum balance requirements apply to
this account.

(v) Par value

The par value of a share in this credit

union is $ .

Note: Where the words “(time period)” ap-
pear, time periods should be inserted to coincide
with those specified in board resolutions of each
credit union’s board of directors. As the supple-
mentary information to § 707.4(b)(3)(1) explains,

the par value of a share to establish member-
ship is a critical disclosure to be made to poten-
tial members of credit unions. The par value
disclosure is required by §707.4(b)(3)(i) as being
analogous to a minimum balance account open-
ing requirement.

(e) Balance Method

(§707.4(b)(3)(ii))
(1) Daily Balance Method

[Dividends/Interest] [are/is] calculated by
the daily balance method which applies a
daily periodic rate to the balance in the
account each day.

(i1) Average Daily Balance Method

[Dividends/Interest] [are/is] calculated by
the average daily balance method which
applies a periodic rate to the average daily
balance in the account for the period. The
average daily balance is calculated by
adding the balance in the account for each
day of the period and dividing that figure
by the number of days in the period.

Computation

Note: Any explanation of balance computa-
tion method must contain enough information
for members to grasp the means by which divi-
dends or interest will be calculated on their ac-
counts. Using a shorthand form, such as “day
in/day out” for the daily balance method or “av-
erage balance” for the average daily balance
method, without more information, is insuffi-
cient. In addition, any disclosure based on the
equivalency of the two allowable methods, such
as stating that the average daily balance meth-
od was the same as the daily balance method,
is impermissible and misleading.

(f) Accrual of Dividends/Interest on
Noncash Deposits (§ 704.4(b)(3)(iii))

[Dividends/Interest] will begin to accrue on
the business day you [place/deposit]
noncash items (e.g. checks) to your account.

or

[Dividends/Interest] will begin to accrue no
later than the business day we receive
provisional credit for the [placement/
deposit] of noncash items (e.g. checks) to
your account.

Note: Accrual information is not included in
the explanation of balance computation method
required by §707.4(b)(4)(ii). In addition, the dis-
closures required by TISA do not affect the sub-
stantive requirements of the EFAA and Regula-
tion CC. The EFAA and Regulation CC control,
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and any modifications to them should occasion
credit unions to revisit this disclosure with a
view to revising it to reflect current law.

(g) Fees and Charges (§707.4(b)(4))

The following fees and charges may be
assessed against your account:
(service/explanation) $

(service/explanation) $

Note: Fees and charges may be disclosed in
an account disclosure, or separately in a Rate
and Fee Schedule (see section B-11 of this ap-
pendix). In either event, the disclosure should
also specify when the fee will be assessed by
using phrases such as “per item,” “per month,”
or “per inquiry.”

(h) Transaction Limitations (§ 707.4(b)(5))

The minimum amount you may [withdraw/
write a draft for] is $

During any statement period, you may not

make more than six withdrawals or trans-

fers to another credit union account of

yours or to a third party by