NATIONAL CREDIT UNION ADMINISTRATION

RULES AND REGULATIONS

TRANSMITTAL SHEET CHANGE 1

NCUA 8006 (M3500) DATE: September 2004

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

This is Change 1 to the National Credit Union Administration Rules and
Regulations (Revised April 2004).

1. PURPOSE. To update the April 2004 edition of the National Credit Union
Administration Rules and Regulations in the following manner:

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

§701.21—Loans to members and lines of credit to members.
Revised paragraph (i)(4).

b. Part 703—Investment and Deposit Activities.

§ 703.1—Purpose and scope. Revised paragraph (b)(6).

§ 703.2—Definitions. Revised the definitions of Call, Custodial
Agreement, Derivatives, and Put, and added definitions of Collateralized
Mortgage Obligation and Exchangeable Collateralized Mortgage
Obligation.

§ 703.4—Recordkeeping and documentation requirements.
Removed the last sentence of paragraph (a).

§ 703.8—Broker-dealers. Revised the second sentence of paragraph
(b)(3).

§ 703.9—Safekeeping of investments. Revised the second sentence of
paragraph (d).

§ 703.14—Permissible Investments. Revised paragraph (g)(4) and
paragraph (g)(13) introductory text.

§703.16—Prohibited Investments. Revised paragraphs (a) and (e)
and added paragraph (f).

§703.19—Investment Pilot Program. Revised introductory language
of paragraph (c).

c. Part 704—Corporate Credit Unions.

§ 704.2—Definitions. Revised to add definitions of Derivatives and
Exchangeable collateralized mortgage obligation, and revised the
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definitions of Small business related security and Weighted average life.

§ 704.5—Investments. Revised paragraphs (h)(1) and (h)(4) and added
paragraph (h)(5).

§ 704.8—Asset and liability management. Revised paragraph (a)(4).

. Part 705—Community Development Revolving Loan Program for
Credit Unions.

§ 705.3—Definitions. Removed from paragaph (b), the parenthetical
clause “(excluding student credit unions)”.

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

Replaced page 708a—3 due to printing error.

. Part 708b—Merger of Federally-Insured Credit Unions;
Voluntary Termination or Conversion of Insured Status.

Replaced the entire part due to printing error.

. Part 709—Involuntary Liquidation of Federal Credit Unions in
Adjudication of Creditor Claims Involving Federally Insured
Credit Unions in Liquidation.

§ 709.1—Definitions. Revised paragaph (c).
. Part 715—Supervisory Committee Audits and Verifications.

§ 715.3—General responsibilities of the Supervisory Committee.
Revised paragraphs (a)(1) and (a)(2).

i. Part 721—Incidental Powers.

§ 721.3—What categories of activities are preapproved as
incidental powers necessary or requisite to carry on a credit
union’s business? Revised paragraph (1).

. Part 723—Member Business Loans.

§723.20—How can a state supervisory authority develop and
enforce a member business loan regulation? Revised the first
sentence of paragraph (b).

§ 723.21—Definitions. Revised the definition of “Net Member Business
Loan Business”.

. Part 724—Trustees and Custodians of Pension Plans.

§ 724.1—Federal credit unions acting as trustees and custodians
of certain tax-advantaged savings plans. Revised the section
heading and the first two sentences.

§ 724.2—Self-Directed Plans. Revised the section heading and the
introductory text.

. Part 725—Central Liquidity Facility.

§725.18—Creditworthiness. Revised the first sentence of paragraph
(c).




m. Part 745—Share Insurance; Living Trusts.

Reflects the finalization of § 745.4, without change, the interim final rule
published on February 26, 2004, concerning share insurance coverage
for beneficial interests in living trust accounts.

2. This revision also corrects typing and printing errors.

3. INSTRUCTIONS:

a. Your April 2004 NCUA Rules and Regulations should be updated as

follows:
REMOVE OLD PAGES

1-XV
701-9 thru 701-10
702—-1 thru 702-2
703-1 thru 703—-10
704-1 thru 704-21
705—1 thru 705-2
708a-3/708b—5
708b—6 thru 708b-8
709-1 thru 709-2
715-1 thru 715-2
721-1 thru 721-2
723-5 thru 7236
724-1
725-5 thru 725-6

INSERT NEW PAGES
1-XV
701-9 thru 701-10
702—-1 thru 702-2
703—-1 thru 703—-10
704—1 thru 704-21
705—1 thru 705-2
708a-3
708b—1 thru 708b-8
709-1 thru 709-2
715-1 thru 715-2
721-1 thru 721-2
723-5 thru 7236
724-1
725-5 thru 725-6

4. PREAMBLES. Enclosed with Change 1 are Federal Register published
preambles. Although not part of the rules, you may find them useful for

explanatory purposes.
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PART 701

ORGANIZATION AND OPERATIONS OF FEDERAL CREDIT UNIONS

§701.21

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:

(i) 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

(1v) 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.

(8) Recordkeeping and Reporting.

(i) The reports described in §701.21
(1)(2)(1ii)(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)(1ii)(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 in accordance with generally accepted
accounting principles.
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PART 702

PROMPT CORRECTIVE ACTION

§702.1-§ 702.2

§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.

Change 1/September 2004
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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 (k) 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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§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)2)
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 a specified quantity of a security at
a specified price during a fixed time period.

Collateralized Mortgage Obligation (CMO)
means a multi-class mortgage related security.

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 thatitis 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
of the transaction.

Custodial Agreement means a contract in which
one party agrees to hold securities in safekeeping
for others.

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 any derivative instrument as
defined under generally accepted accounting prin-
ciples (GAAP).

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.

Exchangeable Collateralized Mortgage Obliga-
tion means a class of a collateralized mortgage
obligation (CMO) that, at the time of purchase,
represents beneficial ownership interests in a
combination of two or more underlying classes of
the same CMO structure. The holder of an ex-
changeable CMO may pay a fee and take delivery
ofthe underlying classes of the CMO.

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 an option that gives the holder the
right to sell a specified quantity of a security at
a specified price during a fixed time period.

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
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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;

(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
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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 aninvestment-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.

(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
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.

(3) 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
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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 asitholds 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 organiza-
tions, relevant disclosure documents, and other
sources of financial information.

(c) 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.

(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-
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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 organizations, rel-
evant disclosure documents, and other sources of
financial 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

(8) 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) At least 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

(83) 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

(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
(c) of this section. If the Federal credit union has
an investment-related committee, then each mem-
ber of the committee must receive copies of the
reports, and each member of the board of directors
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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

(83) 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;

(3) 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.

§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-
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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 are no
later than the maturity date of the share certifi-
cate.

(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

(i) 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;

(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
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(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
swaps. This prohibition does not apply to:

(1) Any derivatives permitted
§§701.21(i) and 703.14(g) of this chapter;

(2) Embedded options not required under
GAAP to be accounted for separately from the
host contract; and

(3) Interest rate lock commitments or for-
ward sales commitments made in connection
with a loan originated by the Federal credit
union.

(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) Stripped mortgage backed securities (SMBS).
A Federal credit union may not invest in SMBS
or securities that represent interests in SMBS ex-
cept as described in paragraphs (1) and (3) below.

(1) A Federal credit union may invest in
and hold exchangeable collateralized mortgage
obligations (exchangeable CMOs) representing
beneficial ownership interests in one or more
interest-only classes of a CMO (I0 CMOs) or

under

principal-only classes of a CMO (PO CMOs), but
only if:

(i) At the time of purchase, the ratio of
the market price to the remaining principal bal-
ance is between .8 and 1.2, meaning that the
discount or premium of the market price to par
must be less than 20 points;

(i) The offering circular or other official
information available at the time of purchase
indicates that the notional principal on each
underlying I0 CMO should decline at the same
rate as the principal on one or more of the
underlying non-I0 CMOs, and that the principal
on each underlying PO CMO should decline at
the same rate as the principal, or notional prin-
cipal, on one or more of the underlying non-PO
CMOs; and

(iii) The credit union staff has the exper-
tise dealing with exchangeable CMOs to apply
the conditions in paragraphs (e)(1)i) and
(e)(1)(1) of this section.

(2) A Federal credit union that invests in an
exchangeable CMO may exercise the exchange
option only if all of the underlying CMOs are
permissible investments for that credit union.

(3) A Federal credit union may accept an
exchangeable CMO representing beneficial
ownership interests in one or more I0 CMOs or
PO CMOs as an asset associated with an invest-
ment repurchase transaction or as collateral in
a securities lending transaction. When the
exchangeable CMO is associated with one of
these two transactions, it need not conform to
the conditions in paragraphs (e)(1)(i) and (ii) of
this section.

(f) Other prohibited investments. A Federal cred-
it union may not purchase 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.
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(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;

(i1) 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.

(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 Strategic Program Support
and Planning that addresses the following items:

(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

Corporate Credit Unions

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.

Derivatives means any derivative instrument as
defined under generally accepted accounting prin-
ciples (GAAP).

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.

Exchangeable collateralized mortgage obliga-
tion means a class of a collateralized mortgage
obligation (CMO) that, at the time of purchase,
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represents beneficial ownership interests in a
combination of two or more underlying classes of
the same CMO structure. The holder of an ex-
changeable CMO may pay a fee and take delivery
of the underlying classes of the CMO.

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
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 toits 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. 78c(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.
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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-
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. 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 1 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.

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 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 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.
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(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

(i1)) 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.

(8) Three-year remaining maturity. When a
membership capital account has been placed on
notice or has a remaining maturity of less than
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)(1).

(¢) 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

704-4

Change 1/September 2004



PART 704

CORPORATE CREDIT UNIONS

§704.3

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.

(ii1) 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-
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
ratioinclude, 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.

(83)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.

(i1) 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:
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(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;

(i) Descriptions of steps to be taken to
restore the capital ratio to the minimum
requirement within specific time frames;

(ii1) Actions to be taken to maintain the
capital ratio at the minimum required level and
increase it thereafter;

(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;

(&) 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.

(i) 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.

(8) Prior to issuing a capital directive,
NCUA will notify a corporate credit union in
writing of its intention to issue a capital direc-
tive.

(i) 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.

(ii1) 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
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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
be considered. Pending a decision on reconsider-
ation, the directive shall continue in full force
and effect.

(1) 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

(i1)) 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;
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(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.

§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
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(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;

(2) The transaction is clearly disclosed in
the appropriate risk reporting required under
§704.8(b);

(8) 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 derivatives, except
for embedded options not required under GAAP
to be accounted for separately from the host
contract or forward sales commitments on loans
to be purchased by the corporate credit union;

(2) Engaging in trading securities unless
accounted for on a trade date basis;

(3) Engaging in adjusted trading or short
sales; and

(4) Purchasing mortgage servicing rights,
small business related securities, residual
interests in collateralized mortgage obligations,
residual interests in real estate mortgage
investment conduits, or residual interests in
asset-backed securities; and

(5) Purchasing stripped mortgage backed
securities (SMBS), or securities that represent
interests in SMBS, except as described in sub-
paragraphs (i) and (iii) below.

(i) A corporate credit union may invest in
exchangeable collateralized mortgage obliga-

tions (exchangeable CMOs) representing bene-
ficial ownership interests in one or more
interest-only classes of a CMO (IO CMOs) or
principal-only classes of a CMO (PO CMOs), but
only if:

(A) At the time of purchase, the ratio of
the market price to the remaining principal bal-
ance is between .8 and 1.2, meaning that the
discount or premium of the market price to par
must be less than 20 points;

(B) The offering circular or other official
information available at the time of purchase
indicates that the notional principal on each
underlying I0 CMO should decline at the same
rate as the principal on one or more of the
underlying non-I0 CMOs, and that the principal
on each underlying PO CMO should decline at
the same rate as the principal, or notional prin-
cipal, on one or more of the underlying non-PO
CMOs; and

(C) The credit union investment staff
has the expertise dealing with exchangeable
CMOs to apply the conditions in paragraphs
(h)(5)(1)(A) and (B) of this section.

(i1) A corporate credit union that invests
in an exchangeable CMO may exercise the
exchange option only if all of the underlying
CMOs are permissible investments for that
credit union.

(iii) A corporate credit union may accept
an exchangeable CMO representing beneficial
ownership interests in one or more I0 CMOs or
PO CMOs as an asset associated with an invest-
ment repurchase transaction or as collateral in
a securities lending transaction. When the
exchangeable CMO is associated with one of
these two transactions, it need not conform to
the conditions in paragraphs (h)(5)(i)(A) or (B)
of this section.

(1) 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.

() 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.
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§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 a minimum:

(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.

(c) Concentration limits—(1) General rule. The
aggregate of all investments in any single obligor
is limited to 50 percent of capital or $5 million,
whichever is 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.

(3) 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).

(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
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(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,
at aminimum:

(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.

(3) 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-
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 sensitivity analysis
requirements 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)d) 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
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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.

(c) 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:

(i) 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)(d) 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.

(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.
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(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;

(3) 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
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
CUSQO’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.
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(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.

(8) 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.

(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-
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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
thatisnot 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.

(c) Prohibition. A corporate credit union is pro-
hibited from purchasingloan 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;

(3) 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
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;

(ii)) 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

a director, officer, or
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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
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-
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).

(c) 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.
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§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 bhillion ............ 10.0
$5.0-$9.999 billion ............ 15.0
$10.0-$24.999 billion 20.0
$25.0 billion plUS ..ocvveeeereiiiecceee 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.

(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:
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(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 1 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 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;

(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
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.
In the 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)
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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.

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)(1).
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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)(d), 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 Imay:

(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
Part I 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.

(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 I1

(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.

(¢) 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

(8) 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 II1

(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
PartIIIl 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:
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(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);

(8) 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

(i1) 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;

(i) 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.

Change 1/September 2004
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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 that is specifically involved in the
stimulation of economic development activities
and community revitalization efforts aimed at
benefiting the community it serves; whose mem-
bership consists of predominantly low-income
members as defined in paragraph (a) of this sec-
tion 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 applicable state standards;
and has submitted an application for a loan and/
or technical assistance and has been selected for
participation in the Program in accordance with
this part.

Change 1/September 2004
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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

705-2
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CONVERSION OF CREDIT UNIONS

§708a.9-§ 708a.10

§708a.9 Completion of conversion.

(a) Upon receipt of approvals under § 708a.7 and
§ 708a.8 of this part, the credit union may complete
the conversion transaction.

(b) Upon notification by the board of directors
of the mutual savings bank or mutual savings as-
sociation that the conversion transaction has been
completed, the NCUA will cancel the insurance
certificate of the credit union and, if applicable,
the charter of the federal credit union.

§708a.10 Limit on compensation of
officials.

No director or senior management official of an
insured credit union may receive any economic
benefit in connection with the conversion of the
credit union other than compensation and other
benefits paid to directors or senior management
officials of the converted institution in the ordi-
nary course of business.

Change 1/September 2004
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MERGERS OF CREDIT UNIONS

§708b.0-§ 708b.102

§708b.0 Scope.

(a) Subpart A of this Part prescribes the proce-
dures for merging one or more credit unions with
a continuing credit union where at least one of
the credit unions is federally insured.

(b) Subpart B of this Part prescribes the proce-
dures and notice requirements for termination of
Federal insurance or conversion of Federal insur-
ance to nonfederal insurance, including termi-
nation or conversion resulting from a merger.

(c) Subpart C of this Part sets forth the forms
to be used for terminating Federal insurance or
converting from Federal insurance to nonfederal
insurance.

(d) Nothing in this Part shall operate as a re-
striction or otherwise impair the authority of
NCUA to approve a merger pursuant to Section
205(h) of the Act.

(e) This Part does not address procedures or
requirements that may be applicable under state
law for a state credit union.

§708b.1 Definitions.

(a) “Continuing credit union” means the credit
union which will continue in operation after the
merger.

(b) “Merging credit union” means the credit
union which will cease to exist as an operating
credit union at the time of the merger.

(c) “State credit union” means any credit union
organized and operated according to the laws of
any state, the several territories and possessions
of the United States, or the Commonwealth of
Puerto Rico. Accordingly, “state authority” means
the appropriate state or territorial regulatory or
supervisory authority for any such credit union.

(d) “Federally-insured” means insured by the
Board through the National Credit Union Share
Insurance Fund (NCUSIF).

(e) “Nonfederally-insured” means insured by a
private or cooperative insurance fund or guaranty
corporation organized or chartered under state
law.

(f) “Uninsured” means there is no share or de-
posit insurance available on the credit union ac-
counts.

(g) The terms “terminate,” “termination” and
“terminating,” when used in reference to insur-
ance, refer to the act of canceling Federal insur-
ance and mean that the credit union will become
uninsured.

Part 708b

Mergers of Federally-Insured
Credit Unions; Voluntary
Termination or Conversion
of Insured Status

(h) The terms “convert,” “conversion” and “con-
verting,” when used in reference to insurance,
refer to the act of canceling Federal insurance and
simultaneously obtaining share or deposit insur-
ance from another insurance carrier. They mean
that after cancellation of Federal insurance the
credit union will be nonfederally insured.

Subpart A—Mergers

§708b.101 Mergers generally.

(a) In any case where a merger will result in
the termination of Federal insurance or conver-
sion to nonfederal insurance, the merging credit
union must comply with the provisions of Subpart
Bin addition to this Subpart A.

(b) No federally-insured credit union shall
merge with any other credit union without the
prior written approval of the Board.

(c) Where the continuing credit union is a Fed-
eral credit union, there must be compliance with
the chartering policies of the Board.

(d) Where the continuing or merging credit
union is a state credit union, the merger must
be permitted by state law or authorized by the
state authority.

§708b.102 Special provisions for
Federal insurance.

(a) Where the continuing credit union is feder-
ally insured, an NCUSIF deposit and a prorated
insurance premium (unless waived in whole or
in part for all insured credit unions during that
year) will be assessed on the additional share ac-
counts insured as a result of the merger of a non-
federally-insured or uninsured credit union with
afederally-insured credit union.

Change 1/September 2004
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(b) Where the continuing credit union is nonfed-
erally insured or uninsured but desires to be feder-
ally insured as of the date of the merger, an appli-
cation shall be submitted to the appropriate Re-
gional Director when the merging credit union re-
quests approval of the merger proposal. An
NCUSIF deposit and a prorated insurance pre-
mium (unless waived in whole or in part for all
insured credit unions during that year) will be
assessed on any additional share accounts insured
as aresult of the merger.

(c) Where the continuing credit union is nonfed-
erally insured or uninsured and does not make
application for insurance, but the merging credit
union is federally insured, the continuing credit
union is entitled to a refund of the merging credit
union’s NCUSIF deposit and to a refund of the
unused portion of the NCUSIF share insurance
premium (f any). If the continuing credit union
is uninsured, the refund will be made only after
expiration of the one-year period of continued in-
surance coverage noted in subsection (e) of this
section.

(d) Where the continuing credit union is nonfed-
erally-insured, NCUSIF insurance of the member
accounts of a merging federally-insured credit
union ceases as of the effective date of the merger.
(Refer to Subpart B, §§ 708b.203 and 708b.204 and
Subpart C, § 708b.302(b).)

(e) Where the continuing credit union is unin-
sured, NCUSIF insurance of the member accounts
of the merging federally-insured credit union will
continue for a period of one year, subject to the
restrictions in Section 206(d)(1) of the Act as noted
in the Notice of Termination set forth in
§708b.301(b)(3). (Refer to Subpart B, §§ 708b.201
and 708b.202, and Subpart C, § 708b.301(b).)

§708b.103 Preparation of merger
plan.

(a) Upon the approval of a proposition for merger
by the boards of directors of the credit unions,
a plan for the proposed merger shall be prepared.
The plan shall include:

(1) current financial reports;

(2) current delinquent loan schedules anno-
tated to reflect collection problems;

(3) combined financial report;

(4) analyses of share values;

(5) explanation of any proposed
adjustments;

(6) explanation of any provisions for
reserves, undivided earnings or dividends;

share

(7) provisions with respect to notification
and payment of creditors;

(8) explanation of any changes relative to
insurance such as life savings and loan protec-
tion insurance and insurance of member
accounts;

(9) provisions for determining that all
assets and liabilities of the continuing credit
union will conform with the requirements of the
Act (where the continuing credit union is a Fed-
eral credit union); and

(10) proposed charter amendments (where
the continuing credit union is a Federal credit
union). These amendments, if any, will usually
pertain to the name of the credit union and the
definition of its field of membership.

§708b.104 Submission of merger
proposal to NCUA.

(a) Upon approval of the merger plan by the
boards of directors of the credit unions, the follow-
ing information will be submitted to the Regional
Director:

(1) the merger plan, as described in this
Part;

(2) resolutions of the boards of directors;

(3) proposed Merger Agreement;

(4) proposed Notice of Special Meeting of
the Members (for merging Federal credit
unions);

(5) copy of the form of Ballot to be sent to
the members (for merging Federal credit
unions);

(6) evidence that the state’s supervisory
authority is in agreement with the merger pro-
posal (for states which require such agreement
prior to NCUA approval); and

(7) Application and Agreement for Insur-
ance of Member Accounts (for continuing state
credit unions desiring to become federally
insured).

§708b.105 Approval of merger
proposal by NCUA.

(a) In any case where the continuing credit
union is federally insured, and the merging credit
union is nonfederally insured or uninsured, a de-
termination shall be made by NCUA as to the
potential risk to the National Credit Union Share
Insurance Fund (NCUSIF).

(b) IFNCUA finds that the merger proposal com-
plies with the provisions of this Part and does

708b-2
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§708b.105-§ 708b.201

not present an undue risk to the NCUSIF, it may
approve the proposal subject to such other specific
requirements as may be prescribed to fulfill the
intended purposes of the proposed merger. In the
event NCUA determines that the merging credit
union, if it is a Federal credit union, is in danger
of insolvency, and that the proposed merger would
reduce the risk or avoid a threatened loss to the
National Credit Union Share Insurance Fund,
NCUA may permit the merger to become effective
without an affirmative vote of the membership
of the merging Federal credit union, notwith-
standing the provisions of Section 708b.106; Pro-
vided that the continuing credit union is federally
insured.

(¢) Any proposed charter amendments for a con-
tinuing Federal credit union will be approved con-
tingent upon the completion of the merger.

§708b.106 Approval of the merger
proposal by members.

(a) When the merging credit union is a Federal
credit union, the members shall:

(1) Have the right to vote on the merger
proposal in person at the annual meeting, if
within 60 days after NCUA approval, or at a
special meeting to be called within 60 days of
such approval, or by mail ballot, received no
later than the date and time announced for the
annual meeting or the special meeting called for
that purpose.

(2) Be given advance notice of the meeting
at which the merger proposal is to be submitted,
in accordance with the provisions of Article V,
Meetings of Members, Federal Credit Union
Bylaws. The notice shall:

(i) specify the purpose of the meeting and
the time and place;

(i1) include a summary of the merger
plan, which shall contain, but not necessarily be
limited to, current financial reports for each
credit union, a combined financial report for the
continuing credit union, analyses of share val-
ues, explanation of any proposed share adjust-
ments, explanation of any changes relative to
insurance such as life savings and loan protec-
tion insurance and insurance of member
accounts (refer to Subpart B, §§708b.202 and
708b.204);

(111)
merger;

(iv) provide name and location (to include
branches) of the continuing credit union,;

state reasons for the proposed

(v) inform the members that they have
the right to vote on the merger proposal in per-
son at the meeting or by written ballot to be
received no later than the date and time
announced for the annual meeting or the special
meeting called for that purpose; and

(vi) be accompanied by a Ballot for
Merger Proposal.

(b) The proposal to merge a Federal credit union
into a federally-insured credit union must be ap-
proved by an affirmative vote of a majority of the
members of the merging credit union who vote
on the proposal. If the continuing credit union is
uninsured, the voting requirements of
§708b.201(c) apply; if it is nonfederally insured,
the voting requirements of § 708b.203(c) apply.

§708b.107 Certificate of vote on
merger proposal.

The board of directors of the merging Federal
credit union shall certify the results of the mem-
bership vote to the Regional Director within 10
days after the vote is taken.

§708b.108 Completion of merger.

(a) Upon approval of the merger proposal by
NCUA and by the state supervisory authority
(where the continuing or merging credit union is
a state credit union) and by the members of each
credit union where required, action may be taken
to complete the merger.

(b) Upon completion of the merger, the board
of directors of the continuing credit union shall
certify the completion of the merger to the Re-
gional Director within 30 days after the effective
date of the merger.

(¢) Upon NCUA’s receipt of certification that
the merger has been completed, then the charter
of the merging Federal credit union (if applicable)
and the insurance certificate of any merging feder-
ally-insured credit union will be canceled.

Subpart B—Voluntary Termination
or Conversion of Insured Status

§708b.201 Termination of
insurance.

(a) A state credit union may terminate Federal
insurance, if permitted by state law, either on its
own or by merging into an uninsured credit union.
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(b) A Federal credit union may terminate Fed-
eral insurance only by merging into, or converting
its charter to, an uninsured state credit union.

(¢) Termination of insurance must be approved
by the affirmative vote of a majority of the credit
union’s members. The credit union must notify
the Board, through the Regional Director, in writ-
ing at least 90 days prior to termination and the
membership vote must have been obtained within
one year prior to giving the Board notice.

(d) No federally-insured credit union shall ter-
minate Federal insurance without the prior writ-
ten approval of the Board. The Board will approve
or disapprove the termination in writing within
90 days after being notified by the credit union.

§708b.202 Notice to members of
termination of insurance.

(a) When a federally-insured credit union pro-
poses to terminate Federal insurance, including
termination due to a merger or conversion of char-
ter, it shall provide its members with written no-
tice of the proposal to terminate and of the date
set for the membership vote. The Notice of Pro-
posal shall be as set forth in either §708b.301
(a)(1) or (b)(1), or as provided in § 708b.301(c), as
the circumstances warrant.

(b) The notice shall be delivered in person to
each member, or mailed to each member at the
address for such member as it appears on the
records of the credit union, not more than 30 nor
less than 7 days prior to the date of the vote. The
membership shall be given the opportunity to vote
by mail ballot. The ballot to be used shall be as
set forth in either §708b.301 (a)(2) or (b)(2), as
the circumstances warrant. The notice of the pro-
posal and the ballot may be provided to members
at the same time.

(c) If the proposition for termination of insur-
ance is approved by the membership and the
Board, prompt and reasonable notice of termi-
nation shall be given to all members in the form
set forth in either §708b.301 (a)(3) or (b)(3), as
the circumstances warrant.

§708b.203 Conversion of
insurance.

(a) A federally-insured state credit union may
convert to nonfederal insurance, if permitted by

state law, either on its own or by merging into
anonfederally-insured credit union.

(b) A Federal credit union may convert to non-
federal insurance only by merging into, or convert-
ing its charter to, a nonfederally-insured state
credit union.

(c) Conversion of Federal to nonfederal insur-
ance must be approved by an affirmative vote of
a majority of the credit union’s members who vote
on the proposition, provided at least 20 percent
of the total membership participates in the voting.
The credit union must notify the Board, through
the Regional Director, in writing at least 90 days
prior to conversion. Notice to the Board may be
given when membership approval is solicited or
after membership approval is obtained.

(d) No federally-insured credit union shall con-
vert to nonfederal insurance without the prior
written approval of the Board. The Board will ap-
prove or disapprove the conversion in writing
within 90 days after being notified by the credit
union.

§708b.204 Notice to members of
conversion of insurance.

(a) When a federally-insured credit union pro-
poses to convert to nonfederal insurance, including
conversion due to a merger or conversion of char-
ter, it shall provide its members with written no-
tice of the proposal to convert and of the date set
for the membership vote. Notice of the proposal
shall be as set forth in either § 708b.302 (a)(1)
or (b)(1), or as provided in § 708b.302(c), as the
circumstances warrant.

(b) The notice shall be delivered in person to
each member, or mailed to each member at the
address for such member as it appears on the
records of the credit union, not more than 30 nor
less than 7 days prior to the date for the vote.
The membership shall be given the opportunity
to vote by mail ballot. The ballot to be used for
the membership vote shall be as set forth in either
§708b.302 (a)(2) or (b)(2), as the circumstances
warrant. The notice of the proposal and the ballot
may be provided to the members at the same time.

(c) If the proposition for conversion of insurance
is approved by the membership and the Board,
prompt and reasonable notice shall be given to
all members in the form set forth in either
§708b.302 (a)(3) or (b)(3), as the circumstances
warrant.
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Subpart C—Forms

§708b.301 Termination of
insurance.

(a) A federally-insured state credit union shall
use the following language for purposes of termi-
nating Federal insurance:

(1) Notice of Proposal to Terminate Federal
Insurance

(Date)

The Board of Directors of
Credit Union has approved a proposition
to terminate Federal share (deposit) insur-
ance ($100,000, provided by the National
Credit Union Administration (NCUA), an
agency of the Federal Government). Termi-
nation of Federal insurance may only take
place upon approval by a majority of our
members. The membership vote will be
taken on date. (Add directions regarding
membership meeting and/or mail ballot.)

If approved, any deposits made by you
after the date of termination, either new
deposits or additions to existing accounts,
will not be insured by the NCUA or any
other entity. In the event the credit union
fails, these deposits are not insured by the
federal government. No provision has been
made for alternative insurance, therefore,
these deposits will be uninsured.

Accounts in the Credit Union on the day
of termination, up to a maximum of
$100,000 for each member, will continue to
be insured, as provided in the Federal
Credit Union Act, for one (1) year after the
close of business on the day of termination,
but any withdrawals after the close of busi-
ness on that date will reduce the insurance
coverage by the amount of the withdrawal.

(2) The ballot for obtaining membership
approval to terminate Federal insurance
shall contain the following language:

This ballot must be received by the Credit
Union by (date for vote)

I understand that if termination of Federal
insurance is approved, any new deposits or
additions to existing accounts made by me
will not be insured by the National Credit
Union Administration, an agency of the

Federal Government. I also understand
that my accounts in the Credit Union on
the date of termination, up to a maximum
of $100,000, will continue to be insured for
one (1) year after the date of termination,
but that any withdrawals after the date of
termination will reduce the insurance cov-
erage by the amount of the withdrawal.

[ 1 Approve termination of insurance.

[ 1 Do not approve termination of insur-
ance.
Signed

Member’s Name

Date

(3) Notice of Termination

1. The status of the as an
insured credit union under the provisions
of the Federal Credit Union Act will termi-
nate as of the close of business on the
day of .
2. Any deposits made by you after that date,
either new deposits or additions to existing
accounts, will not be insured by the
National Credit Union Administration.
3. Accounts in the Credit Union on the
day of , up to
a maximum of $100,000 for each member,
will continue to be insured, as provided by
the Federal Credit Union Act, for one (1)

day of ;
year after the close of business on the
day of ; Provided,

however, that any withdrawals after the
close of business on the day of ,
will reduce the insurance coverage by the
amount of such withdrawals.

(Name of Credit Union)
(Address)

(b) A federally-insured credit union that is merg-
ing with an uninsured credit union shall use the
following language for purposes of terminating
Federal insurance:

(1) Notice of Proposal to Merge and Termi-

nate Federal Insurance

The Board of Directors of merging
Credit Union has approved a proposition

Change 1/September 2004
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to merge the Credit Union into the
(continuing) Credit Union. The merger
must be approved by a majority of the
members of (merging) Credit
Union. The membership vote will be taken

on (date) (Add directions
regarding membership meeting and/or mail
ballot.)

If the membership approves the merger, the
share (deposit) insurance you now have (up
t0 $100,000 provided by the National Credit
Union Administration, (NCUA), an agency
of the Federal Government) will be affected
as follows:

Any deposits made by you after the effective
date of the merger, either new deposits or
additions to existing accounts, will not be
insured by the NCUA or any other entity.
In the event the credit union fails, these
deposits are not insured by the federal
government. No provision has been made
for alternative insurance, therefore, these
deposits will be uninsured. Accounts in the
merging Credit Union on the date of the
merger, up to a maximum of $100,000 for
each member, will continue to be insured,
as provided in the Federal Credit Union Act,
for one (1) year after the close of business
on the date of the merger, but any with-
drawals after the close of business on that
date will reduce the insurance coverage by
the amount of the withdrawal.

(2) The language for the ballot set forth in
(a)(2) above, modified by substituting “the
merger and termination” in lieu of “termination”
each time it appears on the ballot, shall be used
for obtaining membership approval to merge
and terminate Federal insurance.

(8) Notice of Merger and Termination of
Federal Insurance

1. The merger of the (merging)

Credit Union into the (continuing)

Credit Union has been approved, effective
(date)

2. The status of the (merging)

Credit Union as an insured credit union

under the provisions of the Federal Credit

Union Act will terminate as of the close of

business on the day of

(day preceding merger date).

3. Any deposits made by you after that date,
either new deposits or additions to existing
accounts, will not be insured by the
National Credit Union Administration.
4. Accounts in the Credit Union on the
___day of , (day preceding
merger date), up to a maximum of
$100,000 for each member, will continue to
be insured, as provided by the Federal
Credit Union Act, for one (1) year after
close of business on the day of
, (day preceding merger date);
Provided, however, that any withdrawals
after the close of business on the  day
of , (day preceding
merger date), will reduce the insurance cov-
erage by the amount of such withdrawals.

(Name of Credit Union)
(Address)

(c) A Federal credit union that is converting its
charter to that of an uninsured state credit union
shall use the language contained in subsection (a)
of this Section, but shall modify the language in
(a)(1) to indicate that it is converting its charter
and terminating Federal insurance.

§708b.302 Conversion of
insurance.

(a) A federally-insured state credit union shall
use the following language for purposes of con-
verting from Federal insurance to nonfederal in-
surance:

(1) Notice of Proposal to Convert to Non-fed-
erally-Insured Status

The Board of Directors of

Credit Union has approved a proposition
to convert from Federal share (deposit)
insurance to nonfederal insurance. The
conversion must be approved by a majority
of the members who vote on the proposal
and at least 20% of the entire membership
must participate in the vote. The member-
ship vote will be taken on (date)
(Add directions regarding membership
meeting and/or mail ballot.)

If the membership approves the conver-
sion, the share (deposit) insurance you now
have (up to $100,000 provided by the
National Credit Union Administration, an

708b-6
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agency of the Federal Government) will
terminate on the effective date of the con-
version. Shares (deposit) in the

Credit Union will be insured up to
$ by , a corporation
chartered by the State of

The insurance provided by the Natlonal
Credit Union Administration, an inde-
pendent agency of the United States, is
backed by the full faith and credit of the
United States government. The private
insurance you will receive from
is not guaranteed by

as of the close of business on the
day of

2. As of that date, your depos1ts will no
longer be insured by the National Credit
Union Share Insurance Fund.

3. Accounts in the credit union will be
insured up to $ by ,a
corporation chartered by the State of

(Name of Credit Union)
(Address)

the federal or any state government. (b) A federally-insured credit union that is merg-

ing with a nonfederally-insured credit union shall
(2) The ballot to obtain membership Use the following language for purposes of con-

approval of the conversion shall contain VertingfromFederal to nonfederal insurance:

the following language:

This ballot must be received by the Credit
Union by (date for vote)

Iunderstand that, if the conversion of insur-
ance is approved, the share (deposit) insur-
ance that I now have (up to $100,000 pro-
vided by the National Credit Union
Administration, an agency of the Federal
Government) will terminate upon the effec-
tive date of the conversion and my shares
will be insured up to $ by

, a corporation chartered by the
State of .
The private insurance provided by
is not backed by the
full faith and credit of the United States
government as is the federal insurance pro-
vided by the National Credit Union
Administration.

[ 1 Approve conversion of insurance.

[ 1 Do not approve conversion of insur-
ance.

Signed

Member’s Name
Date

(8) Notice of Conversion
(Date)

1. The status of the as an
insured credit union under the provisions
of the Federal Credit Union Act will cease

(1) Notice of Proposal to Merge and Convert

to Nonfederally-Insured Status

“The Board of Directors of (merging)
Credit Union has approved a proposi-
tion to merge the Credit Union into the

(continuing) Credit Union. The merger
must be approved by a majority of the
members of (merging) Credit Union
who vote on the proposal and at least 20%
of the entire membership must participate
in the vote. The membership vote will be
taken on (date) (Add directions
regarding membership meeting and/or mail
ballot.)

Ifthe membership approves the merger, the
share (deposit) insurance you now have (up
t0 $100,000 provided by the National Credit
Union Administration, an agency of the
Federal Government) will terminate on the
effective date of the merger. Shares
(deposit) in the (continuing) Credit
Union will be insured up to $

by , a corporation chartered by
the State of

The insurance provided by the Natlonal
Credit Union Administration, an independ-
ent agency of the United States, is backed
by the full faith and credit of the United
States government. The private insurance
you will receive from
is not guaranteed by the federal or any state
government.
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(2) The ballot to obtain membership
approval shall contain the following lan-
guage:

This ballot must be received by the Credit

Union by (date for vote)

I understand that if the merger of the
(merging) Credit Union into the
(continuing) Credit Union is approved,

the share (deposit) insurance that I now
have (up to $100,000 provided by the
National Credit Union Administration,
an agency of the Federal Government)
will terminate upon the effective date
of the merger and my shares in the

(continuing) Credit Union will be
insured up to $ by , a
corporation chartered by the State

of .

The private insurance provided by
is not backed by the
full faith and credit of the United States
government as is the federal insurance pro-
vided by the National Credit Union
Administration.

[ 1 Approve merger and conversion of
insurance.

[ 1 Do not approve merger and conver-
sion of insurance.

Signed

Member’s Name
Date

(8) Notice of Merger and Conversion of
Insured Status

(Date)

1. The merger of the (merging)

Credit Union into the (continuing)

Credit Union has been approved, effective
(date)

2. As of that date, your shares (deposit) are

no longer insured by the National Credit

Union Administration.

3. Accounts in the (continuing) Credit
Union will be insured up to $
by , a corporation chartered by the

State of

Name of Credit Union
(Address)

(c) A Federal credit union that is converting its
charter to that of a nonfederally-insured credit
union shall use the language contained in sub sec-
tion (a) of this Section, but shall modify the lan-
guage in (a) (1) to indicate that it is converting
its charter and converting from Federal insurance.

§708b.303 Modifications to notice.

(a) Any modifications or additions to the notices
or ballot concerning insurance coverage, and any
additional communications concerning insurance
coverage included with the notices or ballot, may
be made with the approval of the Regional Director
and, in the case of a state credit union, the appro-
priate state authority. Approval of such modifica-
tions, additions or additional communications will
not be withheld unless it is determined that the
credit union, by inclusion or omission of informa-
tion, would materially mislead or misinform its
membership.

(b) Federally-insured state credit unions may
include additional language in the notice and bal-
lot regarding state requirements for mergers,
where appropriate.
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§709.0-§709.3

§709.0 Scope.

The rules and procedures in this part apply to
charter revocations of federal credit unions under
12 U.S.C. 1787(a)(1)(A), (B), the involuntary lig-
uidation and adjudication of creditor claims in all
cases involving federally-insured credit unions,
the treatment by the Board as conservator or liqui-
dating agent of financial assets transferred in con-
nection with a securitization or participation or
of public funds held by a federally-insured credit
union, and the allowance of prepayment fees to
Federal Home Loan Banks under specified condi-
tions. Remaining sections of this part are applica-
ble to all federally insured credit unions. This part
does not apply to share insurance claims arising
out of the liquidation of a federally insured credit
union. Insurance claims are decided pursuant to
part 745 of this chapter.

§709.1 Definitions.

For the purposes of this Part, the following defi-
nitions apply:

(a) “General Counsel” means the General Coun-
sel of the National Credit Union Administration
or any attorney assigned to the General Counsel’s
staff.

(b) “Liquidating Agent” means the NCUA Board
or person(s) appointed by it with delegated author-
ity to carry out the liquidation of the credit union.

(c) “Insolvent” means insolvent as that term is
defined in § 700.1(e)(1) of this chapter.

(d) “Claim” means a creditor’s claim against the
credit union in liquidation. This term does not
include insurance claims arising out of the liquida-
tion of a federally insured credit union. Insurance
claims are decided pursuant to Part 745 of this
Chapter.

(e) “Shareholder” means members, non-mem-
bers, accountholders, or any other party or entity
that is the owner of a share, share certificate or
share draft account or the equivalent of such ac-
counts under state law.

§709.2 NCUA Board as Liquidating
Agent.

(a) The Board, as liquidating agent, by operation
of law and without any conveyance or other instru-
ment, act or deed, shall succeed to all the rights,
titles, powers, and privileges of the credit union,
and of its shareholders, officers, and directors,

Part 709

Involuntary Liquidation of Federal
Credit Unions and Adjudication
of Creditor Claims Involving
Federally Insured Credit Unions
in Liquidation

with respect to the credit union and its assets,
and such shareholders, officers, or directors shall
not thereafter have or exercise any such rights,
powers, or privileges or act in connection with any
assets or property of any nature of the credit union.

(b) The Board, as liquidating agent, shall take
possession of and title to books, records, and assets
of every description of such credit union to which
such credit union has rights of possession and title
to all offices and other facilities of such credit
union.

§709.3 Challenge to Revocation of
Charter and Involuntary
Liquidation.

If a Federal credit union is determined to be
insolvent and placed into liquidation pursuant to
12 U.S.C. §1787, the Federal credit union may,
not later than 10 days after the date on which
the Board closes the credit union for liquidation,
apply to the United States District Court for the
judicial district in which the principal office of
the credit union is located or the United States
District Court for the District of Columbia for an
order requiring the Board to show cause why it
should not be prohibited from continuing such lig-
uidation. Notwithstanding other provisions of this
Part, the board of directors of the credit union
may meet following the placing of the institution
into liquidation for the sole purpose of considering
and authorizing the filing of this action in the
name of the credit union. No such action in the
name of the credit union may be instituted without
the authorization of the board of directors of the
institution pursuant to a valid board of directors
resolution. No credit union funds shall be avail-
able to pay expenses incurred in bringing a legal
action to challenge the Board’s liquidation action.
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§709.4 Powers and Duties of
Liquidating Agent.

(a) Inventory of assets—As soon as practicable
after taking possession, the liquidating agent shall
inventory the assets of such credit union as of
the date of taking possession, showing the value
as carried on the books of the credit union, and
the security therefor, if any, a brief description
of the assets and any security, and a record of
the credit union’s creditor and accounts liabilities.

(b) Notice to creditors—The liquidating agent
shall promptly publish a notice to the credit
union’s creditors to present their claims, together
with proof, to the liquidating agent by a date speci-
fied in the notice. This date shall be not less than
90 days after the publication of the notice. The
liquidating agent shall republish such notice ap-
proximately one and two months, respectively,
after the initial publication. At the time of initial
publication, the liquidating agent shall mail a no-
tice similar to the published notice to any creditor
shown on the credit union’s books at the last ad-
dress appearing therein. If the liquidating agent
discovers the name of a creditor whose name does
not appear on the credit union’s books, a notice
similar to the published notice shall be mailed
to such creditor within 30 days after the discovery
ofthe name and address.

(c) General—The liquidating agent shall collect
all obligations and money due such credit union
and may, to the extent consistent with its appoint-
ment, do all things desirable or expedient in its
discretion to wind up the affairs of the credit union
including, but not limited to, the following:

(1) exercise all rights and powers of the
credit union including, but not limited to, any
rights and powers under any mortgage, deed of
trust, chose in action, option, collateral note,
contract, judgment or decree, or instrument of
any nature;

(2) institute, prosecute, maintain, defend,
intervene, and otherwise participate in any and
all actions, suits, or other legal proceedings by
and against the liquidating agent or the credit
union or in which the liquidating agent, the
credit union, or its creditors or shareholders, or
any of them, shall have an interest, and in
every way to represent the credit union, its
shareholders and creditors, subject to the direc-
tion of General Counsel,

(3) employ on a salary or fee basis such per-
sons as in the judgment of the liquidating agent
are necessary or desirable to carry out its

responsibilities and functions, including, but not
limited to, appraisers and Certified Public
Accountants, and pay the costs out of the assets
of the liquidated credit union;

(4) employ or retain any attorney or attor-
neys designated by, or acceptable to, the Gen-
eral Counsel in connection with litigation or for
legal advice and assistance, for the liquidation
generally or in particular instances, and pay
compensation and retainers of such attorney or
attorneys, together with all expenses, including,
but not limited to, the costs and expenses of any
litigation, as approved by the General Counsel,
out of the assets of the liquidated credit union;

(5) execute, acknowledge, and deliver any
and all deeds, contracts, leases, assignments,
bills of sale, releases, extensions, satisfactions,
and other instruments necessary or proper for
any purposes, including, but not limited to, the
effectuation, termination, or transfer of real,
personal or mixed property, or that shall be nec-
essary or proper to liquidate the credit union,
and any deed or other instrument executed
pursuant to the authority hereby given shall be
as valid and effective for all purposes as if the
same had been executed as the act and deed of
the credit union;

(6) with concurrence of General Counsel,
disaffirm or repudiate any contract or lease to
which the credit union is a party, the perform-
ance of which the liquidating agent, in his sole
discretion, determines to be burdensome, and
which disaffirmance or repudiation in the liqui-
dating agent’s sole discretion will promote the
orderly administration of the credit union’s
affairs;

(7) deposit, withdraw, or transfer funds,
and otherwise exercise complete control over all
investment or depository accounts maintained
by or for the credit union at financial depository
or similar institutions;

(8) do such things, and have such rights,
powers, privileges, immunities, and duties,
whether or not otherwise granted in the rules
and regulations of this Part 709, as shall be
authorized, directed, conferred, or imposed from
time to time by the Board, or as shall be con-
ferred by the Federal Credit Union Act;

(9) exercise such other authority as is con-
ferred by the Federal Credit Union Act; and

(10) where acting as liquidating agent for a
state-chartered federally insured credit union,
exercise all the rights, powers, and privileges
granted by state law to such a liquidating
agent.
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SUPERVISORY COMMITTEE AUDITS AND VERIFICATIONS

§715.1-§715.2

§715.1 Scope of this part.

This part implements section 202(a)(6)(D) of the
Federal Credit Union Act, 12 U.S.C. 1782(a)(6)(D),
as added by section 201(a) of the Credit Union
Membership Access Act, Pub. L. No. 105-219, 112
Stat. 918 (1998). This part prescribes the respon-
sibilities of the Supervisory Committee to obtain
an annual audit of the credit union according to
its charter type and asset size, and to conduct
averification of members’ accounts.

§715.2 Definitions used in this
part.

Asusedin this part:

(a) Balance sheet audit refers to the examination
of a credit union’s assets, liabilities, and equity
under generally accepted auditing standards
(GAAS) by an independent public accountant for
the purpose of opining on the fairness of the pres-
entation on the balance sheet. Credit unions re-
quired to file call reports consistent with GAAP
should ensure the audited balance sheet is like-
wise prepared on a GAAP basis. The opinion under
this type of engagement would not address the
fairness of the presentation of the credit union’s
income statement, statement of changes in equity
(including comprehensive income), or statement
of cash flows.

(b) Compensated person refers to any account-
ing/auditing professional, excluding a credit union
employee, who is compensated for performing
more than one supervisory committee audit and/
or verification of members’ accounts per calendar
year.

(c) Financial statements refers to a presentation
of financial data, including accompanying notes,
derived from accounting records of the credit
union, and intended to disclose a credit union’s
economic resources or obligations at a point in
time, or the changes therein for a period of time,
in conformity with GAAP, as defined herein, or
regulatory accounting procedures. Each of the fol-
lowing is considered to be a financial statement:
a balance sheet or statement of financial condition;
statement of income or statement of operations;
statement of undivided earnings; statement of
cash flows; statement of changes in members’ eq-
uity; statement of revenue and expenses; and
statement of cash receipts and disbursements.

(d) Financial statement audit (also known as
an “opinion audit”) refers to an audit of the finan-
cial statements of a credit union performed in ac-
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cordance with GAAS by an independent person
who is licensed by the appropriate State or juris-
diction. The objective of a financial statement
audit is to express an opinion as to whether those
financial statements of the credit union present
fairly, in all material respects, the financial posi-
tion and the results of its operations and its cash
flows in conformity with GAAP, as defined herein,
or regulatory accounting practices.

(e) GAAP is an acronym for “generally accepted
accounting principles” which refers to the conven-
tions, rules, and procedures which define accepted
accounting practice. GAAP includes both broad
general guidelines and detailed practices and pro-
cedures, provides a standard by which to measure
financial statement presentations, and encom-
passes not only accounting principles and prac-
tices but also the methods of applying them.

(f) GAAS is an acronym for “generally accepted
auditing standards” which refers to the standards
approved and adopted by the American Institute
of Certified Public Accountants which apply when
an “independent, licensed certified public account-
ant” audits financial statements. Auditing stand-
ards differ from auditing procedures in that “pro-
cedures” address acts to be performed, whereas
“standards” measure the quality of the perform-
ance of those acts and the objectives to be achieved
by use of the procedures undertaken. In addition,
auditing standards address the auditor’s profes-
sional qualifications as well as the judgment exer-
cised in performing the audit and in preparing
the report of the audit.

(g) Independent means the impartiality nec-
essary for the dependability of the compensated
auditor’s findings. Independence requires the ex-
ercise of fairness toward credit union officials,
members, creditors and others who may rely upon
the report of a supervisory committee audit report.

(h) Internal control refers to the process, estab-
lished by the credit union’s board of directors, offi-
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cers and employees, designed to provide reason-
able assurance of reliable financial reporting and
safeguarding of assets against unauthorized ac-
quisition, use, or disposition. A credit union’s in-
ternal control structure consists of five compo-
nents: control environment; risk assessment; con-
trol activities; information and communication;
and monitoring. Reliable financial reporting refers
to preparation of Call Reports (NCUA Forms 5300
and 5310) that meet management’s financial re-
porting objectives. Internal control over safe-
guarding of assets against unauthorized acquisi-
tion, use, or disposition refers to prevention or
timely detection of transactions involving such un-
authorized access, use, or disposition of assets
which could result in a loss that is material to
the financial statements.

(i) Reportable conditions refers to a matter com-
ing to the attention of the independent, com-
pensated auditor which, in his or her judgment,
represents a significant deficiency in the design
or operation of the internal control structure of
the credit union, which could adversely affect its
ability to record, process, summarize, and report
financial data consistent with the representations
of management in the financial statements.

(G) Report on Examination of Internal Control
over Call Reporting refers to an engagement in
which an independent, licensed, certified public
accountant or public accountant, consistent with
attestation standards, examines and reports on
management’s written assertions concerning the
effectiveness of its internal control over financial
reporting in its most recently filed semiannual
or year-end Call Report, with a concentration in
high risk areas. For credit unions, such high risk
areas most often include: lending activity; invest-
ing activity; and cash handling and deposit-taking
activity.

(k) State-licensed person refers to a certified
public accountant or public accountant who is li-
censed by the State or jurisdiction where the credit
union is principally located to perform accounting
or auditing services for that credit union.

(1) Supervisory committee refers to a supervisory
committee as defined in Section 111(b) of the Fed-
eral Credit Union Act, 12 U.S.C. 1761(b). For some
federally-insured state chartered credit unions,
the “audit committee” designated by state statute
or regulation is the equivalent of a supervisory
committee.

(m) Supervisory committee audit refers to an
engagement under either § 715.5 or § 715.6 of this
part.

(n) Working papers refers to the principal record,
in any form, of the work performed by the auditor
and/or supervisory committee to support its find-
ings and/or conclusions concerning significant
matters. Examples include the written record of
procedures applied, tests performed, information
obtained, and pertinent conclusions reached in the
engagement, proprietary audit programs, anal-
yses, memoranda, letters of confirmation and rep-
resentation, abstracts of credit union documents,
reviewer’s notes, if retained, and schedules or com-
mentaries prepared or obtained in the course of
the engagement.

§715.3 General responsibilities of
the Supervisory Committee.

(a) Basic. The supervisory committee is respon-
sible for ensuring that the board of directors and
management of the credit union—

(1) Meet required financial reporting objec-
tives and

(2) Establish practices and procedures suffi-
cient to safeguard members’ assets.

(b) Specific. To carry out the responsibilities set
forth in paragraph (a) of this section, the super-
visory committee must determine whether:

(1) Internal controls are established and
effectively maintained to achieve the credit
union’s financial reporting objectives which
must be sufficient to satisfy the requirements of
the supervisory committee audit, verification of
members’ accounts and its additional respon-
sibilities;

(2) The credit union’s accounting records
and financial reports are promptly prepared and
accurately reflect operations and results;

(3) The relevant plans, policies, and control
procedures established by the board of directors
are properly administered; and

(4) Policies and control procedures are suffi-
cient to safeguard against error, conflict of
interest, self-dealing and fraud.

(¢) Mandates. In carrying out the responsibil-
ities set forth in paragraphs (a) and (b) of this
section, the Supervisory Committee must:

(1) Ensure that the credit union adheres to
the measurement and filing requirements for
reports filed with the NCUA Board under
§ 741.6 of this chapter;

(2) Perform or obtain a supervisory com-
mittee audit, as prescribed in §715.4 of this
part;
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INCIDENTAL POWERS

§721.1-§721.3

§721.1 What does this part cover?

This part authorizes a federal credit union (you)
to engage in activities incidental to your business
as set out in this part. This part also describes
how interested parties may request a legal opinion
on whether an activity is within a federal credit
union’s incidental powers or apply to add new ac-
tivities or categories to the regulation. An activity
approved in a legal opinion to an interested party
or as a result of an application by an interested
party to add new activities or categories is recog-
nized as an incidental powers activity for all fed-
eral credit unions. This part does not apply to
the activities of corporate credit unions.

§721.2 What is an incidental
powers activity?

An incidental powers activity is one that is nec-
essary or requisite to enable you to carry on effec-
tively the business for which you are incorporated.
An activity meets the definition of an incidental
power activity if the activity:

(a) Is convenient or useful in carrying out the
mission or business of credit unions consistent
with the Federal Credit Union Act;

(b) Is the functional equivalent or logical out-
growth of activities that are part of the mission
or business of credit unions; and

(c) Involves risks similar in nature to those al-
ready assumed as part of the business of credit
unions.

§721.3 What categories of
activities are preapproved as
incidental powers necessary or
requisite to carry on a credit
union’s business?

The categories of activities in this section are
preapproved as incidental to carrying on your
business under § 721.2. The examples of incidental
powers activities within each category are pro-
vided in this section as illustrations of activities
permissible under the particular category, not as
an exclusive or exhaustive list.

(a) Certification services. Certification services
are services whereby you attest or authenticate
a fact for your members’ use. Certification services
may include such services as notary services, sig-
nature guarantees, certification of electronic sig-
natures, and share draft certifications.
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(b) Correspondent services. Correspondent serv-
ices are services you provide to other credit unions
that you are authorized to perform for your mem-
bers or as part of your operation. These services
may include loan processing, loan servicing, mem-
ber check cashing services, disbursing share with-
drawals and loan proceeds, cashing and selling
money orders, performing internal audits, and
automated teller machine deposit services.

(c) Electronic financial services. Electronic fi-
nancial services are any services, products, func-
tions, or activities that you are otherwise author-
ized to perform, provide, or deliver to your mem-
bers but performed through electronic means.
Electronic services may include automated teller
machines, electronic fund transfers, online trans-
action processing through a web site, web site
hosting services, account aggregation services,
and Internet access services to perform or deliver
products or services to members.

(d) Excess capacity. Excess capacity is the excess
use or capacity remaining in facilities, equipment,
or services that: You properly invested in or estab-
lished, in good faith, with the intent of serving
your members; and you reasonably anticipate will
be taken up by the future expansion of services
to your members. You may sell or lease the excess
capacity in facilities, equipment or services such
as office space, employees and data processing.

(e) Financial counseling services. Financial
counseling services means advice, guidance or
services that you offer to your members to promote
thrift or to otherwise assist members on financial
matters. Financial counseling services may in-
clude income tax preparation service, electronic
tax filing for your members, counseling regarding
estate and retirement planning, investment coun-
seling, and debt and budget counseling.

(f) Finder activities. Finder activities are activi-
ties in which you introduce or otherwise bring to-
gether outside vendors with your members so that
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the two parties may negotiate and consummate
transactions. Finder activities may include offer-
ing third party products and services to members
through the sale of advertising space on your web
site, account statements and receipts, or selling
statistical or consumer financial information to
outside vendors to facilitate the sale of their prod-
ucts to your members.

(g) Loan-related products. Loan-related prod-
ucts are the products, activities or services you
provide to your members in a lending transaction
that protect you against credit-related risks or are
otherwise incidental to your lending authority.
These products or activities may include debt can-
cellation agreements, debt suspension agree-
ments, letters of credit and leases.

(h) Marketing activities. Marketing activities
are the activities or means you use to promote
membership in your credit union and the products
and services you offer to your members. Marketing
activities may include advertising and other pro-
motional activities such as raffles, membership
referral drives, and the purchase or use of adver-
tising.

(i) Monetary instrument services. Monetary in-
strument services are services that enable your
members to purchase, sell, or exchange various
currencies. These services may include the sale
and exchange of foreign currency and U.S. com-
memorative coins. You may also use accounts you
have in foreign financial institutions to facilitate
your members’ transfer and negotiation of checks
denominated in foreign currency or engage in
monetary transfer services for your members.

(j) Operational programs. Operational programs
are programs that you establish within your busi-
ness to establish or deliver products and services
that enhance member service and promote safe
and sound operation. Operational programs may
include electronic funds transfers, remote tellers,
point of purchase terminals, debit cards, payroll
deduction, pre-authorized member transactions,
direct deposit, check clearing services, savings
bond purchases and redemptions, tax payment
services, wire transfers, safe deposit boxes, loan
collection services, and service fees.

(k) Stored value products. Stored value products
are alternate media to currency in which you
transfer monetary value to the product and create
a medium of exchange for your members’ use. Ex-
amples of stored value products include stored
value cards, public transportation tickets, event
and attraction tickets, gift certificates, prepaid
phone cards, postage stamps, electronic benefits
transfer script, and similar media.

(D) Trustee or custodial services. Trustee or custo-
dial services are services in which you are author-
ized to act under any written trust instrument
or custodial agreement created or organized in the
United States and forming part of a tax-advan-
taged savings plan, as authorized under the Inter-
nal Revenue Code. These services may include act-
ing as a trustee or custodian for member retire-
ment, education and health savings accounts.

§721.4 How may a credit union
apply to engage in an activity
that is not preapproved as
within a credit union’s
incidental powers?

(a)Application contents. To engage in an activity
that may be within an FCU’s incidental powers
but that does not fall within a preapproved cat-
egory listed in § 721.3, you may submit an applica-
tion by certified mail, return receipt requested,
to the NCUA Board. Your application must de-
scribe the activity, your explanation, consistent
with the test provided in paragraph (c) of this
section, of why this activity is within your inci-
dental powers, your plan for implementing the
proposed activity, any state licenses you must ob-
tain to conduct the activity, and any other informa-
tion necessary to describe the proposed activity
adequately. Before you engage in the petition proc-
ess you should seek an advisory opinion from
NCUA’s Office of General Counsel, as to whether
a proposed activity fits into one of the authorized
categories or is otherwise within your incidental
powers without filing a petition to amend the regu-
lation.

(b) Processing of application. Your application
must be filed with the Secretary of the NCUA
Board. NCUA will review your application for com-
pleteness and will notify you whether additional
information is required or whether the activity
requested is permissible under one of the cat-
egories listed in § 721.3. If the activity falls within
a category provided in §721.3, NCUA will notify
you that the activity is permissible and treat the
application as withdrawn. If the activity does not
fall within a category provided in § 721.3, NCUA
staff will consider whether the proposed activity
is legally permissible. Upon a recommendation by
NCUA staff that the activity is within a credit
union’s incidental powers, the NCUA Board may
amend §721.3 and will request public comment
on the establishment of a new category of activities
within § 721.3. If the activity proposed in your ap-
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PART 723

MEMBER BUSINESS LOANS

§723.14-§ 723.17

§723.14 Removed and Reserved.

§723.15 Removed and Reserved.

§723.16 What is the aggregate
member business loan limit for
a credit union?

(a) General. The aggregate limit on a credit
union’s net member business loan balances is the
lesser of 1.75 times the credit union’s net worth
or 12.25% of the credit union’s total assets. Net
worth is all of the credit union’s retained earnings.
Retained earnings normally includes undivided
earnings, regular reserves and any other appro-
priations designated by management or regu-
latory authorities. Loans that are exempt from
the definition of member business loans are not
counted for the purpose of the aggregate loan limit.

(b) Effect of nonmember loans and nonmember
participations. If a credit union holds any non-
member loans or nonmember loan participation
interests that would constitute a member business
loan if made to a member, those loans will affect
the credit union’s aggregate limit on net member
business loan balances as follows:

(1) The total of the credit union’s net
member business loan balances and the non-
member loan balances must not exceed the
lesser of 1.75 times the credit union’s net worth
or 12.25% of the credit union’s total assets,
unless the credit union has first received
approval from the NCUA regional director.

(2) To request approval from the NCUA
regional director, a credit union must submit an
application that:

(i) Includes a current copy of the credit
union’s member business loan policies;

(i1)) Confirms that the credit union is in
compliance with all other aspects of this rule;

(iii) States the credit union’s proposed
limit on the total amount of nonmember loans
and participation interests that the credit union
may acquire if the application is granted; and

(iv) Attests that the acquisition of non-
member loans and participations is not being
used, in conjunction with one or more other
credit unions, to have the effect of trading
member business loans that would otherwise
exceed the aggregate limit.

(3) A federal credit union must submit its
request for approval to the regional director (a
corporate federal credit union submits its
request to the Director of the Office of Corporate

Credit Unions). A state chartered federally
insured credit union must submit the request to
its state supervisory authority. If the state
supervisory authority approves the request, the
state regulator will forward the application and
its decision to the regional director (or if appro-
priate, the Director of the Office of Corporate
Credit Unions). An approved application is not
effective until it is approved by the regional
director (or in the case of a corporate federal
credit union the Director of the Office of Cor-
porate Credit Unions). The regional director will
issue a decision within 30 days of receipt of a
federal credit union’s completed application or
within 30 days of receipt of a completed applica-
tion and the state supervisory authority’s
approval for a state chartered federally insured
credit union.

§723.17 Are there any exceptions
to the aggregate loan limit?

There are three circumstances where a credit
union qualifies for an exception from the aggregate
limit. Loans that are excepted from the definition
of member business loans are not counted for the
purpose of the exceptions. The three exceptions
are:

(a) Credit unions that have a low-income des-
ignation or participate in the Community Develop-
ment Financial Institutions program,;

(b) Credit unions that were chartered for the
purpose of making member business loans and
can provide documentary evidence (such evidence
includes but is not limited to the original charter,
original bylaws, original business plan, original
field of membership, board minutes and loan port-
folio);

(¢) Credit unions that have a history of primarily
making member business loans, meaning that ei-
ther member business loans comprise at least 25%
of the credit union’s outstanding loans (as evi-
denced in any call report filed between January
1995 and September 1998 or any equivalent docu-
mentation including financial statements) or
member business loans comprise the largest por-
tion of the credit union’s loan portfolio (as evi-
denced in any call report filed between January
1995 and September 1998 or any equivalent docu-
mentation including financial statements). For ex-
ample, if a credit union makes 23% member busi-
ness loans, 22% first mortgage loans, 22% new
automobile loans, 20% credit card loans, and 13%
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total other real estate loans, then the credit union
meets this exception.

§723.18 How do I obtain an
exception?

To obtain the exception, a federal credit union
must submit documentation to the Regional Direc-
tor, demonstrating that it meets the criteria of
one of the exceptions. A state chartered federally
insured credit union must submit documentation
to its state supervisory authority. The state super-
visory authority will forward its decision to NCUA.
The exception does not expire unless revoked by
the state supervisory authority for a state char-
tered federally insured credit union or the Re-
gional Director for a federal credit union. If an
exception request is denied for a federal credit
union, it may be appealed to the NCUA Board
within 60 days of the denial by the Regional Direc-
tor. Until the NCUA Board acts on the appeal,
the credit union can continue to make new mem-
ber business loans.

§723.19 What are the
recordkeeping requirements?

You must separately identify member business
loans in your records and in the aggregate on your
financial reports.

§723.20 How can a state
supervisory authority develop
and enforce a member business
loan regulation?

(a) The NCUA Board may exempt federally in-
sured state chartered credit unions in a given state
from NCUA’s member business loan rule if NCUA
approves the state’s rule for use for state chartered
federally insured credit unions. In making this
determination, the Board is guided by safety and
soundness considerations and reviews whether
the state regulation minimizes the risk and accom-
plishes the overall objectives of NCUA’s member
business loan rule in this part. Specifically, the
Board will focus its review on:

(1) The definition of a member business
loan;

(2) Loan to one borrower limits;

(3) Written loan policies;

(4) Collateral and security requirements;

(5) Construction and development lending;
and
(6) Loans to senior management.

(b) Toreceive NCUA’s approval of a state’s mem-
ber business loan rule, the state supervisory au-
thority must submit its rule to the NCUA regional
office. After reviewing the rule, the region will
forward the request to the NCUA Board for a final
determination.

§723.21 Definitions.

For purposes of this part, the following defini-
tions apply:

Associated member is any member with a shared
ownership, investment, or other pecuniary inter-
est in a business or commercial endeavor with
the borrower.

Construction or development loan is a financing
arrangement for acquiring property or rights to
property, including land or structures, with the
intent to convert it to income-producing property
such as residential housing for rental or sale; com-
mercial use; industrial use; or similar uses.

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

Loan-to-value ratio is the aggregate amount of
all sums borrowed including outstanding balances
plus any unfunded commitment or line of credit
from all sources on an item of collateral divided
by the market value of the collateral used to secure
the loan.

Net member business loan balance means the
outstanding loan balance plus any unfunded com-
mitments, reduced by any portion of the loan that
is secured by shares in the credit union, or by
shares or deposits in other financial institutions,
or by a lien on the member’s primary residence,
or insured or guaranteed by any agency of the
federal government, a state or any political sub-
division of such state, or subject to an advance
commitment to purchase by any agency of the fed-
eral government, a state or any political subdivi-
sion of such state, or sold as a participation inter-
est without recourse and qualifying for true sales
accounting under generally accepted accounting
principles.

Net worth is retained earnings as defined under
Generally Accepted Accounting Principles. Re-
tained earnings normally includes undivided
earnings, regular reserves and any other appro-
priations designated by management or regu-
latory authorities.
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TRUSTEES AND CUSTODIANS OF PENSION PLANS

§724.1-§724.3

§724.1 Federal credit unions
acting as trustees and
custodians of certain tax-
advantaged savings plans.

A federal credit union is authorized to act as
trustee or custodian, and may receive reasonable
compensation for so acting, under any written
trust instrument or custodial agreement created
or organized in the United States and forming
part of a tax-advantaged savings plan which quali-
fies or qualified for specific tax treatment under
sections 223, 401(d), 408, 408A and 530 of the
Internal Revenue Code (26 U.S.C. 223,401(d), 408,
408A and 530), for its members or groups of its
members, provided the funds of such plans are
invested in share accounts or share certificate ac-
counts of the Federal credit union. Federal credit
unions located in a territory, including the trust
territories, or a possession of the United States,
or the Commonwealth of Puerto Rico, are also au-
thorized to act as trustee or custodian for such
plans, if authorized under sections 223, 401(d),
408, 408A and 530 of the Internal Revenue Code
as applied to the territory or possession under
similar provisions of territorial law. All funds held
in a trustee or custodial capacity must be main-
tained in accordance with applicable laws and
rules and regulations as may be promulgated by
the Secretary of Labor, the Secretary of the Treas-
ury, or any other authority exercising jurisdiction
over such trust or custodial accounts. The Federal
credit union shall maintain individual records for
each participant which show in detail all trans-
actions relating to the funds of each participant
or beneficiary.

§724.2 Self-Directed Plans.

A federal credit union may facilitate transfers
of plan funds to assets other than share and share
certificates of the credit union, provided the condi-
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tions of §724.1 are met and the following addi-
tional conditions are met:

(a) all contributions of funds are initially made
to a share or share certificate account in the Fed-
eral credit union;

(b) any subsequent transfer of funds to other
assets is solely at the direction of the member
and the Federal credit union exercises no invest-
ment discretion and provides no investment ad-
vice with respect to plan assets (i.e., the credit
union performs only custodial duties); and

(c) the member is clearly notified of the fact
that National Credit Union Share Insurance Fund
coverage is limited to funds held in share or share
certificate accounts of NCUSIF-insured credit
unions.

§724.3 Appointment of Successor
Trustee or Custodian.

Any plan operated pursuant to this Part shall
provide for the appointment of a successor trustee
or custodian by a person, committee, corporation,
or organization other than the Federal credit
union or any person acting in his capacity as a
director, employee or agent of the Federal credit
union upon notice from the Federal credit union
or the Board that the Federal credit union is un-
willing or unable to continue to act as trustee or
custodian.
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CENTRAL LIQUIDITY FACILITY

§725.6-§ 725.18

this section if the withdrawing credit union
were a member of the Facility.

§725.7 Special Share Accounts in
Federally Chartered Agent
Members.

(a) A federally chartered Agent member of the
Facility may require its member natural person
credit unions to establish and maintain special
share accounts in the Agent member to reimburse
it for the portion of the Agent’s Facility stock sub-
scription which is attributable to the paid-in and
unimpaired capital and surplus of each such nat-
ural person credit union.

(b) The amount which the Agent member re-
quires each member natural person credit union
to maintain in such special share accounts shall
be based on a uniform percentage of the paid-in
and unimpaired capital and surplus of such credit
unions, and shall not exceed the amount of the
Agent’s stock subscription which is attributable
to the capital and surplus of each such credit
union. An Agent shall not permit a member to
maintain in a special share account any amounts
in excess of the required amount.

(c) Anatural person credit union that withdraws
from membership in an Agent member or that
becomes a Regular member of the Facility, shall
be entitled to the return of all amounts in its spe-
cial share account upon withdrawal from member-
ship in the Agent or upon becoming a Regular
member, as applicable.

[Sections 725.8 through 725.16
Reserved for future use.]

§725.17 Applications for
Extensions of Credit.

(a) A Regular member may apply for a Facility
advance to meet its liquidity needs by filing an
application on a Facility-approved form, or by any
other method approved by the Facility.

(b)(1) An Agent member may apply for a Facility
advance by filing an application on a Facility-ap-
proved form, or by any other method approved
by the Facility.4

(2) The Agent’s application shall be based
on the following:
(i) approved applications to the Agent by
its member natural person credit unions for
pending loans to meet liquidity needs; or

41f the Agent is an Agent group, the application must be
filed by the Agent group representative, and any Facility ad-
vance will be made to the Agent group representative.

(ii) outstanding loans previously made by
the Agent to meet liquidity needs of its member
natural person credit unions; or

(iii) such other demonstrable liquidity
needs as the NCUA Board may specify.

(3) An Agent shall not submit an applica-
tion to the Facility based on the liquidity needs
of any member natural person credit union
which has not agreed to the repayment, security
and credit reporting terms prescribed by the
Facility for Agent loans;

(4) Any loan to meet liquidity needs which
have been or will be the basis for an application
by the Agent for a Facility advance must be
applied for on an application form approved by
the Facility.

(5) Unless approved by the Facility, an
Agent shall not submit an application to the
Facility based on the liquidity needs of any
credit union which became a member natural
person credit union of the Agent after February
23, 1980, unless such credit union has been a
member natural person credit union of the
Agent for six months, was chartered within six
months before becoming a member natural per-
son credit union of the Agent, or had access to
the Facility either as a Regular member or
through another Agent within six months before
becoming a member natural person credit union
of the Agent.

(¢) In emergency circumstances, the applica-
tions for extensions of credit required under sub-
section (a) and paragraphs (b)(1) and (b)(4) of this
section may be verbal, but must be confirmed with-
in five working days by an application as required
by such subsection or paragraphs.

(d) Applications of Regular and Agent members
shall be filed with a Facility lending officer. Each
application for credit which is completed and prop-
erly filed will be approved or denied within five
working days after the receipt.

§725.18 Creditworthiness.

(a) Prior to Facility approval of each application
of a Regular member for a Facility advance, the
Facility shall consider the creditworthiness of
such member.

(b) Prior to an Agent’s approval of each applica-
tion of a member natural person credit union for
an extension of credit on which an application by
the Agent to the Facility will be based, an Agent
shall consider the creditworthiness of such mem-
ber natural person credit union.

(c) Specific characteristics of an uncreditworthy
credit union include, but are not limited to, insol-
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vency as defined by §700.2(e)(1) of this chapter,
unsatisfactory practices in extending credit, lower
than desirable reserve levels, high expense ratio,
failure to repay previous Facility advances as
agreed, excessive dependence on borrowed funds,
inadequate cash management policies and plan-
ning, or any other relevant characteristics cre-
ating a less than satisfactory condition. The pres-
ence of one or more of these characteristics will
not necessarily mean that a credit union will be
considered uncreditworthy.

(d) A natural person credit union (whether a
Regular member of the Facility or a member nat-
ural person credit union) which does not meet the
Facility creditworthiness standards may be lim-
ited in or denied the use of advances for its liquid-
ity needs.

§725.19 Collateral Requirements.

(a) Each Facility advance and each Agent loan
shall be secured by a first priority security interest
in collateral of the credit union with a net book
value at least equal to 110% of all amounts due
under the applicable Facility advance or Agent
loan, or by guarantee of the National Credit Union
Share Insurance Fund.

(b) The Facility may accept as collateral for each
Facility advance to a Regular member, a security
interest in all assets of the Regular member; pro-
vided however, that the value of any assets in
which any third party has a perfected security
interest that is superior to the security interest
of the Facility shall be excluded for purposes of
complying with the requirements of paragraph (a)
of this section.

(c) The Facility may accept as collateral for each
Facility advance to an Agent member, a security
interest in the Agent loans for which the Facility
advance was made; provided however, that the
collateral for such Agent loan meets the require-
ments of paragraph (a) of this section.

§725.20 Repayment, Security and
Credit Reporting Agreements;
Other Terms and Conditions.

(a) Regular and Agent members, or in the case
of an Agent group, the Agent group representative,
shall sign the repayment, security and credit re-
porting agreements prescribed by the Facility, and
all Facility advances to Regular and Agent mem-
bers shall be governed by the terms and conditions
of such agreements.

(b) All Agent loans shall be made subject to the
repayment, security and credit reporting terms
prescribed by the Facility for Agent loans.

(c) Other terms and conditions applicable to Fa-
cility advances and Agent loans will be specified
in confirmations of credit provided in connection
with such advances and loans, and/or in operating
circulars of the Facility.

§725.21 Modification of
Agreements.

The repayment, security, and credit reporting
terms under which Facility advances and Agent
loans will be made, as provided in section 725.20
of this Part, shall be subject to modification from
time to time as the NCUA Board may determine.
Any change in such terms shall be published in
the FEDERAL REGISTER and shall apply to all
advances disbursed by the Facility after the effec-
tive date of the change.

§725.22 Advances to Insurance
Organizations.

(a) In accordance with policies established by
the NCUA Board, the Facility may advance funds
to a State credit union share or deposit insurance
corporation, guaranty credit union, guaranty asso-
ciation, or similar organization. Requests for such
advances shall be supported by an application
which sets forth and supports the need for the
advance.

(b) Advances under subsection (a) shall be sub-
ject to the approval of the NCUA Board and shall
be made subject to the following terms:

(1) the advance shall be fully secured,

(2) the maturity of the advance shall not
exceed 12 months,

(3) the advance shall not be renewable at
maturity, and

(4) the funds advanced shall not be relent
at an interest rate exceeding that imposed by
the Facility

§725.23 Other Advances.

(a) The NCUA Board may authorize extensions
of credit to members of the Facility for purposes
other than liquidity needs if the NCUA Board,
the Board of Governors of the Federal Reserve
System, and the Secretary of the Treasury concur
in a determination that such extensions of credit
arein the national economicinterest.

(b) Extensions of credit approved under the con-
ditions of paragraph (a) of this section shall be
subject to such terms and conditions as shall be
established by the NCUA Board.

725-6

Change 1/September 2004
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NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Parts 701, 703, 709, 715, 723,
and 725

Technical Corrections

AGENCY: National Credit Union
Administration.

ACTION: Final rule.

SUMMARY: The National Credit Union
Administration (NCUA) Board is issuing
a final technical corrections rule. The
rule corrects cross-references, updates
references to NCUA publications, and
makes minor typographic corrections.

DATES: This rule is effective May 17,
2004.

FOR FURTHER INFORMATION CONTACT: Paul
Peterson, Staff Attorney, Division of
Operations, Office of General Counsel,
at the National Credit Union
Administration, 1775 Duke Street,
Alexandria, Virginia 223143428 or
telephone: (703) 518—6540.

SUPPLEMENTARY INFORMATION:
A. Background

The Board has a policy of continually
reviewing NCUA regulations to “update,
clarify and simplify existing regulations
and eliminate redundant and
unnecessary provisions.” NCUA
Interpretive Rulings and Policy
Statement (IRPS) 87-2, Developing and
Reviewing Government Regulations.
The NCUA staff’s most recent review of
NCUA'’s regulations revealed the need
for several minor updates and
corrections.

Section 701.21(i)(4) currently states
that Federal credit unions must account
for financial options contracts
transactions in accordance with the
NCUA Accounting Manual for Credit
Unions, but the current version of the
Accounting Manual does not address
financial options contracts accounting.
12 CFR 701.21(i)(4). Accordingly, the
Board amends § 701.21(i)(4) to delete
the reference to the Accounting Manual.

Section 703.1(b)(6) contains an
incorrect reference to § 741.3(a)(3). The
correct reference should be to §
741.3(a)(2). The Board amends §
703.1(b)(6) to make this correction.

Sections 709.1(c) and 725.18(c)
contain incorrect references to § §
700.1(j) and 700.1(k), respectively. The
correct references should both be to §
700.2(e)(1). The Board amends § §
709.1(c) and 725.18(c) to make this
correction.

In § 715.3(a), the conjunction “and”
that should be between the two
subparagraphs (1) and (2) is incorrectly
placed in the second subparagraph. The
Board amends § 715.3(a) to correct this.

In the first sentence of § 723.20(b),
the phrase “members business loan
rule”” should be “member business loan
rule.” In § 723.21, the capitalization of
‘“Net Member Business Loan Balance”
should be changed to ‘“Net member
business loan balance” to make it
consistent with the format of the other
definitions in that section. The Board
amends §§ 723.20(b) and 723.21 to
make these changes.

B. Regulatory Procedures

Final Rule Under the Administrative
Procedure Act

The amendments in this rule are
technical rather than substantive. NCUA
finds good cause that notice and public
comment are unnecessary under sec.
553(b)(B) of the Administrative
Procedure Act (APA), 5 U.S.C.
553(b)(B). NCUA also finds good cause
to dispense with the 30-day delayed
effective date requirement under sec.
553(d)(3) of the APA. The rule will,
therefore, be effective immediately upon
publication of this notice.

Regulatory Flexibility Act

The Regulatory Flexibility Act
requires NCUA to prepare an analysis to
describe any significant economic
impact a rule may have on a substantial
number of small entities (those credit
unions under ten million dollars in
assets). This rule will not have a
significant economic impact on a
substantial number of small credit
unions, and, therefore, a regulatory
flexibility analysis is not required.

Paperwork Reduction Act

NCUA has determined that this rule
will not increase paperwork
requirements under the Paperwork
Reduction Act of 1995 and regulations

of the Office of Management and
Budget.

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the impact of their actions on
State and local interests. In adherence to
fundamental federalism principles,
NCUA, an independent regulatory
agency as defined in 44 U.S.C. 3502(5),
voluntarily complies with the executive
order. This rule will not have
substantial direct effects on the States,
on the relationship between the national
government and the States, or on the
distribution of power and
responsibilities among the various
levels of government. NCUA has
determined that this rule does not
constitute a policy that has federalism
implications for purposes of the
executive order.

The Treasury and General Government
Appropriations Act, 1999—Assessment
of Federal Regulations and Policies on
Families

The NCUA has determined that this
rule will not affect family well-being
within the meaning of section 654 of the
Treasury and General Government
Appropriations Act, 1999, Pub. L. 105—
277,112 Stat. 2681 (1998).

List of Subjects
12 CFR Part 701

Credit unions.
12 CFR Part 703

Credit unions, Investments.
12 CFR Part 709

Credit unions, Liquidations.
12 CFR Part 715

Audits, Credit unions, Supervisory
committees.

12 CFR Part 723
Credit, Credit unions.
12 CFR Part 725
Credit unions, Liquidity.

By the National Credit Union
Administration Board on May 11, 2004.
Becky Baker,

Secretary of the Board.
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NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Parts 703 and 704

Investment in Exchangeable
Collateralized Mortgage Obligations

AGENCY: National Credit Union
Administration.
ACTION: Final rule.

SUMMARY: The National Credit Union
Administration (NCUA) is issuing final
revisions to its regulations regarding
investment in collateralized mortgage
obligations (CMOs) to authorize all
federal credit unions (FCUs) and
corporate credit unions to invest in
exchangeable CMOs representing
interests in one or more SMBS subject
to certain safety and soundness
limitations. Currently, NCUA
regulations prohibit FCUs and certain
corporate credit unions from investing
in stripped mortgage backed securities
(SMBS) and exchangeable CMOs that
represent interests in one or more
SMBS. NCUA has safety and soundness
concerns with direct investment in
SMBS, but recognizes that some
exchangeable CMOs representing
interests in one or more SMBS may be
safe investments for credit unions. This
rule will also authorize FCUs and
corporate credit unions to accept
exchangeable CMOs as assets in a
repurchase transaction or as collateral
on a securities lending transaction
regardless of whether the CMO contains
SMBS. Finally, this rule contains
miscellaneous technical corrections and
minor changes to NCUA’s Investment
and Deposit Activities rule and
Corporate Credit Unions rule.

DATES: This rule is effective August 2,
2004.

FOR FURTHER INFORMATION CONTACT:
Steve Sherrod, Senior Investment
Officer, Office of Strategic Program
Support and Planning (OSPSP) at the
above address or telephone (703) 518—
6620; Kim Iverson, Senior Investment
Officer, Office of Strategic Program
Support and Planning, at the above
address or telephone (703) 518—6620;
George Curtis, Corporate Program
Specialist, Office of Corporate Credit
Unions at the above address or
telephone (703) 518-6640; or Paul
Peterson, Staff Attorney, Office of
General Counsel, at the above address or
telephone (703) 518-6555.
SUPPLEMENTARY INFORMATION:

A. Background

The Federal Credit Union Act permits
FCUs and corporate credit unions to
purchase mortgage related securities

(MRS) subject to such regulations as the
NCUA Board may prescribe. 12 U.S.C.
1757(15)(B). NCUA regulations
generally permit the purchase of CMOs,
a multi-class MRS, but not if the CMO
is a stripped mortgage backed security
(SMBS). 12 CFR 703.14(d) and
703.16(e); 704.5(c)(5) and (h)(4). SMBS
include interest-only CMOs (I0s) and
principal-only CMOs (POs).

Currently, many CMO issues contain
one or more classes of exchangeable
CMOs. An exchangeable CMO
represents a beneficial ownership
interest in a combination of two or more
underlying CMOs, and the owner may
pay a fee and take delivery of the
underlying CMOs. In many cases, these
underlying CMOs include IO0s and POs.

Because NCUA regulations prohibit
investment in SMBS, the regulations
also prohibit investment in an
exchangeable CMO that represents an
interest in one or more IOs or POs.
Certain exchangeable CMOs
representing I0s or POs, however, do
not carry the risk or raise the same
safety and soundness concerns
associated with direct investment in an
SMBS.

On January 22, 2004, the NCUA Board
issued a notice of proposed rulemaking
to amend NCUA rules to authorize FCUs
and corporate credit unions to invest in
an exchangeable CMO representing
interests in one or more IO0s or POs if
the exchangeable CMO meets certain
conditions. 69 FR 4886 (February 2,
2004).

The first condition concerned the rate
of amortization of the underlying I0s
and POs. For an exchangeable CMO
representing one or more 10s, the Board
proposed that the notional principal of
each IO must decline at the same rate as
the principal on one or more non-I0
CMOs included in the combination. For
an exchangeable CMO representing one
or more POs, the Board proposed that
the principal of each PO must decline
at the same rate as the notional
principal of one or more I0s included
in the combination or at the same rate
as the principal on one or more interest-
bearing CMOs included in the
combination. The Board also proposed a
second condition: that, at the time of
purchase, the ratio of the market price
of the CMO to its remaining principal
balance is between .8 and 1.2, meaning
that the discount or premium of the
market price to par must be less than 20
points. The proposed rule also stated
that credit unions may not exercise the
right to exchange an exchangeable CMO
if it represents an interest in one or
more SMBS that would be
impermissible for that credit union to
hold as a separate investment.

The Board’s proposal also contained
several definitional changes and other
technical corrections to Parts 703 and
704 of NCUA’s rules and regulations. In
Part 703, the Board proposed to add a
definition of “collateralized mortgage
obligation;” amend the definitions of
“put,” “call,” “custodial agreement,”
“derivative,” and “‘european financial
options;” and change the phrase
“nationally recognized statistical rating
agency” to ‘“nationally recognized
statistical rating organization.” In Part
704, the Board proposed to add a
definition of “derivative,” amend the
definitions of “small business related
security” and “weighted average life,”
and change the phrase “interest rate risk
simulation tests” to “interest rate
sensitivity analysis requirements.”

B. Summary of Changes From the
Proposed Rule

In this final rule, the Board generally
adopts the rule as proposed with some
variations. The Board will permit the
purchase of exchangeable CMOs
representing interests in SMBS only if
the CMOs satisfy the conditions
established in the proposed rule. The
final rule differs from the proposed rule
as follows: First, the Board believes that
CMOs are not appropriate for all credit
unions, and notes that those with
investment authority at a credit union
must be qualified by education or
experience to assess the risk
characteristics of every investment that
they make, including CMOs. Since
exchangeable CMOs are a more complex
investment, the final rule specifically
requires that a credit union seeking to
invest in exchangeable CMOs must have
the expertise to apply the unique price
range and amortization conditions in
this rule. Second, the final rule relaxes
the proposed conditions on
exchangeable CMOs containing SMBS,
but only for CMOs that are accepted by
the credit union as assets associated
with repurchase transactions or as
collateral associated with securities
lending transactions. Third, the rule
clarifies that derivatives in the form of
interest rate lock commitments and
forward sales commitments on loans
originated by the credit union are not
prohibited. Fourth, the rule changes the
NCUA office to which applications for
an Investment Pilot Program should be
addressed from the Office of
Examination and Insurance to the Office
of Strategic Program Support and
Planning.

C. Public Comments

NCUA received 30 comment letters
regarding the proposed rule. Many
commenters supported the
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exchangeable CMO portion of the
proposed rule without reservation, and
all but a few of the remaining
commenters expressed general support
for the Board’s intent to allow credit
unions to invest in certain exchangeable
CMOs containing strips. In addition, the
commenters uniformly supported the
miscellaneous technical corrections and
clarifying amendments.

Comments Requesting Elimination of
the Proposed Safety and Soundness
Conditions

Several commenters supported
authorizing credit unions to purchase
exchangeable CMOs representing SMBS
without conditions, or with significantly
lesser conditions, than those NCUA
proposed.

One commenter suggested that NCUA
authorize credit unions to buy any
exchangeable CMO containing strips,
without restriction, so long as the credit
union does not exercise the exchange
option. This commenter believes a
simple statement that the exchange
option cannot be exercised is sufficient,
and no other conditions are necessary.

Several commenters thought that, for
corporate credit unions, NCUA should
focus on the interest rate risk associated
with the corporate’s aggregate portfolio
and should not place conditions on
particular individual investments such
as exchangeable CMOs and strips. These
commenters believe that the proposed
conditions on the purchase of
individual exchangeable CMOs are
unnecessary and overly complex in light
of the requirement that corporate credit
unions conduct a periodic interest rate
sensitivity analysis on their investment
portfolios and limit their risk exposure
as described in § 704.8. 12 CFR 704.8.

Two commenters said NCUA should
allow FCUs to invest directly in SMBS,
and in exchangeable CMOs containing
SMBS, without restriction when used
for the purpose of reducing balance
sheet risk and earnings volatility.

One commenter suggested that credit
unions qualifying under NCUA'’s
Regulatory Flexibility Program, 12 CFR
part 742, should be exempt from the
Part 703 prohibition on investment in
SMBS and any prohibition on
exchangeable CMOs representing SMBS.

A few commenters question the need
for the proposed rule. One of these
commenters stated, ‘It appears that the
proposed rule is basically seeking to
prevent practices that simply do not
exist today. Current rules clearly state
that investing in 10 and PO Strips is not
allowed because of the highly volatile
nature of theses investments.
Exchangeable CMOs are clearly not
MBS strips.” The commenter requests a

simple clarification that ““a credit union
may not exercise the right to exchange
an exchangeable CMO nor undertake
any re-engineering of mortgage cash
flows that results in the creation of
securities that are impermissible under
NCUA rules and regulations.”

While the Board appreciates these
comments, it is concerned about the
volatile and risky nature of SMBS. The
Board believes SMBS are generally
inappropriate investments for credit
unions and are not normally well suited
to risk reduction practices such as
hedging, even in a well-run credit union
or a credit union conducting aggregate
portfolio interest rate risk analysis. On
the other hand, the Board agrees that
very few, if any, of the existing
exchangeable CMOs that represent
SMBS are overly risky. In fact, the Board
believes that all or almost all currently
existing exchangeable CMOs satisfy the
safety and soundness conditions
imposed in the final rule. Nevertheless,
the securities market is constantly
evolving, and the Board anticipates that,
in the future, the market may include
exchangeable CMOs representing SMBS
that do have the substantive risks of
those SMBS. The Board wants to make
clear in this rulemaking how federal
credit unions and corporate credit
unions can determine the permissibility
of any exchangeable CMO representing
SMBS.

Comments Expressing Concern About
the Complexity of Exchangeable CMO
Investments

Two commenters remarked on the
complexity of the exchangeable CMO
investment and thought credit unions
that invest in them should demonstrate
a complete understanding of how these
products work and the risks they entail.
Another commenter noted that SMBS
are volatile and should only play a
limited role, if any, as a core
investment. Still another commenter
thought NCUA should not authorize
credit unions to purchase exchangeable
CMOs representing SMBS because of a
perceived lack of expertise and
sophistication at some credit unions.

The Board appreciates that CMOs may
offer a unique risk-reward tradeoff
among the various investments
permitted for FCUs by the FCU Act, and
that CMOs may play an important role
in a well-diversified investment
portfolio. Still, the Board agrees with
these commenters that CMOs are not
appropriate investments for all credit
unions and notes that NCUA’s
investment regulation specifically
provides that “those with investment
authority [at the FCU] must be qualified
by education or experience to assess the

risk characteristics of investments and
investment transactions.” 12 CFR
703.3(g). The Board expects FCUs and
corporate credit unions to understand
each and every investment that they
make, including CMOs, and how those
investments work. Since exchangeable
CMOs are a more complex investment
and subject to unique price range and
amortization conditions, the final rule
specifically requires that a credit union
seeking to invest in exchangeable CMOs
must have the expertise to apply the
price range and amortization conditions.

Comments on the Proposed Price Range
Condition for Exchangeable CMOs
Representing SMBS

Most commenters thought the .8 to 1.2
range on the ratio of purchase price to
par was a reasonable method to separate
out those exchangeable CMOs with risk
characteristics substantially similar to
the underlying SMBS. Some
commenters suggested variations on this
condition.

A few commenters suggest NCUA
should treat exchangeable CMOs
containing PO strips differently from
those containing IO strips. These
commenters believe NCUA should
allow the purchase at less than 80% of
par of exchangeable CMOs containing
PO strips. One commenter states “A PO
that trades at a steep discount (less than
80% of par) is often less risky than one
that trades at par, since it can result in
significant gains if paid off early, and it
does not have more downside risk than
a PO CMO purchased at greater than
80% of par.”

One commenter suggests that, to keep
an exchangeable CMO from having the
substantive risk characteristics of an IO,
NCUA should limit the coupon rate of
the exchangeable CMO so that it is no
higher than the coupon on the
underlying collateral. The same
commenter suggests that, to keep the
exchangeable CMO from having the
substantive risk characteristics of a PO,
NCUA should require eligible securities
to have a coupon at the time of issuance
that is above a readily available index.
For example, if the security has an
expected weighted average life of 3
years at the time of issuance, the coupon
for such security can not be below the
yield on a 3 year Treasury plus a set
spread, such as 50 basis points.

One commenter suggests that a credit
union with adequate staff and resources
to monitor an exchangeable CMO would
be in the best position to determine
acceptable risk tolerances and set
premium or discount limits.

As stated above, the Board believes
some safety and soundness conditions
on exchangeable CMOs representing
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SMBS are necessary. The conditions in
the final rule are simple enough for a
credit union to apply but specific
enough to ensure that any exchangeable
CMO that meets these conditions will
not be too risky. Any FCU that wishes
to invest in exchangeable CMOs subject
to different conditions may always
submit an application seeking NCUA
approval for an investment pilot
program. 12 CFR 703.19.

Comments on the Proposed
Amortization Condition for
Exchangeable CMOs Representing
SMBS

Another commenter asks that NCUA
provide more flexibility to allow for
underlying IOs to amortize slower than
other non-IO portions of exchangeable
CMO. The commenter believes this
would allow the investing credit union
to receive more income over the life of
the investment.

The Board notes that if the underlying
10 amortized more slowly than the other
non-I0 portions of the exchangeable
CMO, the credit union would eventually
hold an exchangeable CMO that
represented only an IO and had risk
characteristics identical to the
underlying IO. This is unacceptable to
the Board and demonstrates the need for
the amortization condition.

One commenter agreed with the
proposed price range restrictions but
stated that the amortization limitations
do not materially advance NCUA’s
safety and soundness objectives and
may unnecessarily restrict the
investment flexibility of FCUs.

Another commenter also supported
the “pre-purchase” condition, meaning
the limit on premium or discount of
purchase price to par, but objects to the
“post-purchase” condition, meaning the
amortization requirement. This
commenter believes the latter issue is
addressed for corporate credit unions by
the interest rate modeling of § 704.8,
and that ““to require separate risk
management requirements specific to
exchangeable CMOs is both unnecessary
and overly burdensome.”

The Board does not intend that the
amortization condition be a “post-
purchase” condition; that is, that the
credit union monitor amortization
speeds after purchase. The Board is
changing the language of the final rule
to clarify that the determination of
whether a particular CMO complies
with the amortization condition will be
made at the time of purchase from
estimates of amortization speeds
contained in the offering circular or
other official information.

Comments on the Proposed
Requirement That Credit Unions Not
Exercise the Exchange Option if One or
More of the Underlying CMOs Is an
Impermissible 10 or PO

One commenter suggests NCUA allow
credit unions that hold otherwise
permissible exchangeable CMOs
representing IOs or POs to exchange the
CMO for the underlying securities if the
credit union immediately sells the
impermissible I0s or POs resulting from
the exchange. This commenter believes
this approach will allow the credit
union flexibility to make best use of the
exchangeable CMO feature.

As stated above, the Board is
generally opposed to credit unions
holding SMBS. A credit union that
invests in exchangeable CMOs
representing impermissible SMBS and
that would like to exercise the exchange
option may, however, submit an
investment pilot program for NCUA
review and possible approval. 12 CFR
703.19.

Miscellaneous Comments on the
Proposed Exchangeable CMO Rule

Several commenters state a final
prospectus may not be available for
CMOs purchased at time of issue. These
commenters ask that, for investments in
exchangeable CMOs made before
issuance of the final prospectus, NCUA
authorize the credit union to rely on a
preliminary prospectus to determine if
the CMO is exchangeable and, if so,
permissible. If the preliminary
prospectus does not indicate the CMO
will be exchangeable or does not
include decrement tables allowing the
CU to determine if the underlying
investments amortize at the same rate,
these commenters want NCUA to allow
the credit union to purchase and hold
the investment even if the final
prospectus indicates the investment is
an exchangeable CMO that fails the
amortization requirement.

The Board appreciates that credit
unions may have difficulty ascertaining
if a CMO purchased at or before
issuance satisfies the requirements of
this final rule. Before committing to
purchase, a credit union should use its
best efforts to examine the available
documentary information to determine
if the CMO will satisfy the
requirements. If necessary, a credit
union may seek assurances of
compliance from the issuer. If an FCU
uses its best efforts, and then determines
after purchase that the CMO fails the
requirements of this rule, it should
process the investment as specified in
its investment policies for investments
that fail a requirement of part 703. 12

CFR 703.3(j). Corporate credit unions
should process the failed investment
under the Investment Action Plan
provisions of the corporate rule. 12 CFR
704.10.

Several commenters ask that NCUA
provide guidance to credit unions
currently holding exchangeable CMOs
that fail the requirements in the
proposed rule, preferring that NCUA
allow credit unions to continue holding
these CMOs. One of these commenters
also noted that in 1993 NCUA indicated
some CMOs created from SMBS might
be permissible. See 58 FR 34868 (June
30, 1993) (“The NCUA Board notes that
recently some CMOs and REMICs have
been created from stripped mortgage-
backed securities. These instruments are
permitted if they can pass the high-risk
security tests.”) This 1993 statement has
lead the commenter to believe that there
is no regulatory prohibition on CMOs
containing strips.

As stated above, the Board believes
that few, if any, existing exchangeable
CMOs will fail the conditions
established in this final rule. Any CMOs
that do fail the conditions should be
processed under the FCU’s investment
policies or, for corporate credit unions,
under an Investment Action Plan. 12
CFR 703.3(j), 704.10. While the NCUA
recognized in 1993 that some CMOs had
been created from SMBS and that they
might be permissible if they passed the
high-risk securities test (HRST), any
CMO that had substantially the same
risk characteristics as the underlying
SMBS would likely have failed the
HRST. NCUA regulations no longer
require HRS testing. To ensure that
credit unions do not hold exchangeable
CMOs with significant risks from the
underlying SMBS, those CMOs must
satisfy the conditions provided in this
final rule.

One corporate credit union
commenter is particularly concerned
about the effect of the rule on
repurchase transactions. FCUs and
corporate credit unions may only accept
as repurchase assets those assets in
which they can invest directly, and this
commenter believes it will be difficult
to identify and cull out impermissible
exchangeable CMOs. 12 CFR
703.13(c)(1), 704.5(d)(2). The
commenter states that, since credit
unions are a small portion of the
repurchase market, it is improbable that
repurchase custodians will restrict
repurchase assets to those CMOs
qualifying under this proposal. Given
the speed and volume of repurchase
transactions, the commenter believes it
would be onerous for a credit union to
review each CMO that is part of the
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repurchase transaction to ensure it
complies with this proposal.

The Board appreciates the
commenter’s concerns about the
difficulties in separating out
impermissible assets and collateral in
these transactions. The Board also notes
that, in both repurchase transactions
and securities lending transactions, a
credit union relies primarily on the
creditworthiness of the counterparty to
get its money back and only secondarily
on the repurchase asset or securities
lending collateral. The potential for
interest rate risk and price volatility
associated with CMOs representing
interests in SMBS is less significant in
these transactions. Accordingly, the
Board is amending parts 703 and 704 to
indicate that exchangeable CMOs
representing interests in SMBS may be
used as assets or collateral in
investment repurchase transactions or
securities lending transactions, and the
price range and amortization conditions
need not be applied to exchangeable
CMOs used in this way.

One commenter seeks clarification
that the rule applies to both privately
issued and federally issued CMOs. The
Board intends that the rule apply to all
exchangeable CMOs, regardless of
issuer.

Miscellaneous Comments on the
Exchangeable CMO Rule

Two commenters suggested that
NCUA modify the proposed
exchangeable CMO definition, and
references to CMOs in the rule text, to
reflect that the purchase of a CMO is an
investment in a particular class of a
CMO structure, not in an instrument
that is a multi-class CMO structure. The
Board agrees with the commenter and
amends the final rule text as suggested.

One commenter states credit unions
should set aggregate investment limits,
not NCUA. Another commenter states
NCUA should amend the call report to
obtain additional detail on exchangeable
CMOs. These issues are beyond the
scope of the proposed rule and are not
addressed in the final rule.

Comments on the Proposed
Miscellaneous Technical Corrections
and Clarifying Amendments

One commenter states that, if NCUA
does not intend with its proposed
change to the definition of derivative to
expand or contract permissible types of
investments for credit unions, it should
say so.

The Board does not intend, through
its changes to the derivative definition
and other provisions of parts 703 and
704 that reference that definition, to
either expand or contract the universe of

investments currently permissible for
FCUs and corporate credit unions.

D. Other Changes in the Final Rule

The Board is making additional
changes not triggered by specific public
comment. The Board proposed to
change the definition of derivative so it
would track the definition of derivative
instrument used under generally
accepted accounting principles (GAAP)
while excluding those derivatives that,
under GAAP, do not have to be
recognized as an asset or liability in the
statement of financial condition and be
valued at fair market value. The Board’s
intent was to ensure that: (1) The
regulatory definition of derivative is
consistent with the accounting
definition; and (2) embedded options in
an otherwise permissible investment
that are not significant enough to
require separate accounting under
GAAP would not cause that investment
to be considered a prohibited derivative.
The final rule retains the Board’s intent
but achieves it through different rule
text. Instead of excluding embedded
options from the regulatory definition of
derivative, the final rule recognizes
them as derivatives but excludes them
from the general prohibition on
derivatives.

Recently, the GAAP definition of
derivative evolved to include loan
commitments that relate to the
origination of mortgage loans that will
be held for sale. Financial Accounting
Standards Board Statement of Financial
Accounting Standards No. 149,
Amendment of Statement 133 on
Derivative Instruments and Hedging
Activities, paragraph 6(c). FCUs
routinely enter into loan commitments
such as interest rate lock commitments
and forward sales commitments on
mortgage loans they originate for sale,
and the Board supports such
commitments when used in a prudent
manner. Since NCUA will now tie the
regulatory definition of derivative to the
GAAP definition, the general
prohibition on derivatives could be
interpreted to prohibit these types of
commitments. Accordingly, the final
rule clarifies that derivatives in the form
of interest rate lock commitments and
forward sales commitments on loans
FCUs originate are excluded from the
general prohibition on derivatives.
Similarly, for corporate credit unions,
the general prohibition on derivatives
excludes forward sales commitments on
loans originated by another credit union
where the corporate intends to purchase
the loan.

Currently, the responsibility for
receipt and initial processing of
applications under the Investment Pilot

Program rests with NCUA'’s Office of
Examination and Insurance. 12 CFR
703.19(c). The final rule transfers that
responsibility to NCUA’s Office of
Strategic Program Support and
Planning.

Regulatory Procedures
Regulatory Flexibility Act

The Regulatory Flexibility Act
requires NCUA to prepare an analysis to
describe any significant economic
impact a proposed rule may have on a
substantial number of small credit
unions (those under $10 million in
assets). This rule expands the
investment authority granted to FCUs
and corporate credit unions. The rule
will not have a significant economic
impact on a substantial number of small
credit unions and, therefore, a
regulatory flexibility analysis is not
required.

Paperwork Reduction Act

NCUA has determined that the final
rule would not increase paperwork
requirements under the Paperwork
Reduction Act of 1995 and regulations
of the Office of Management and
Budget. NCUA currently has OMB
clearance of part 703 and part 704
collection requirements. See OMB No.
3133-0133 for 12 CFR part 703, and
OMB No. 3133-0129 for 12 CFR part
704.

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the impact of their actions on
state and local interests. In adherence to
fundamental federalism principles,
NCUA, an independent regulatory
agency as defined in 44 U.S.C. 3502(5),
voluntarily complies with the executive
order. The executive order states that:
“[nlational action limiting the
policymaking discretion of the states
shall be taken only where there is
constitutional and statutory authority
for the action and the national activity
is appropriate in light of the presence of
a problem of national significance.”
Portions of the rule apply to all
corporates that accept funds from
federally insured credit unions,
including state chartered corporates.
The Board believes that the protection
of such credit unions from unwarranted
investment in risky investments, and
ultimately the National Credit Union
Share Insurance Fund (NCUSIF),
warrants application of the proposed
rule to all corporates, including both
state chartered and nonfederally
insured. The rule does not impose
additional costs or burdens on the states
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or affect the states’ ability to discharge
traditional state government functions.
NCUA has determined that this rule
may have an occasional direct effect on
the states, on the relationship between
the national government and the states,
or on the distribution of power and
responsibilities among the various
levels of government. However, the
potential risk to the NCUSIF without the
final changes justifies them.

The Treasury and General Government
Appropriations Act, 1999—Assessment
of Federal Regulations and Policies on
Families

The NCUA has determined that this
rule would not affect family well-being

within the meaning of section 654 of the
Treasury and General Government
Appropriations Act, 1999, Pub. L. 105—
277, 112 Stat. 2681 (1998).

Small Business Regulatory Enforcement
Fairness Act

The Small Business Regulatory
Enforcement Act of 1996 (Pub. L. 104—
121) provides generally for
congressional review of agency rules. A
reporting requirement is triggered in
instances where NCUA issues a final
rule as defined by section 551 of the
Administrative Procedure Act. 5 U.S.C.
551. The Office of Management and
Budget is reviewing whether this rule is
a major rule for purposes of the Small

Business Regulatory Enforcement
Fairness Act of 1996.

List of Subjects
12 CFR Part 703

Credit unions, Investments.

12 CFR Part 704

Corporate Credit unions, Reporting
and Recordkeeping Requirements.

By the National Credit Union
Administration Board on June 24, 2004.
Becky Baker,

Secretary of the Board.
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NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 705

Community Development Revolving
Loan Program for Credit Unions

AGENCY: National Credit Union
Administration (NCUA).
ACTION: Final rule.

SUMMARY: NCUA is amending its
regulation pertaining to the Community
Development Revolving Loan Program
For Credit Unions (CDRLP) to permit
student credit unions to participate in
the program.

DATES: This final rule is effective August
30, 2004.

FOR FURTHER INFORMATION CONTACT:
Frank Kressman, Staff Attorney, Office
of General Counsel, at the above address
or telephone: (703) 518-6540.
SUPPLEMENTARY INFORMATION:

A. Background

Part 705 of NCUA’s regulations
implements the CDRLP. 12 CFR part
705. The purpose of the CDRLP is to
support the community development
activities of participating credit unions.
12 CFR § 705.2. Participating credit
unions are defined as those that are
specifically involved in the stimulation
of economic development and
community revitalization activities in
the communities they serve, whose
membership consists of predominantly
low-income members as reflected by a
current low-income designation
pursuant to § 701.34, § 741.204, or
other applicable standards, and have
submitted an application for
participation and have been selected. 12
CFR § 705.3(b); 12 CFR § 701.34; 12
CFR § 741.204. The CDRLP achieves its
purpose by making low interest loans
and providing technical assistance to
those credit unions. A credit union that
participates in the CDRLP increases
economic and employment
opportunities for its low-income
members.

Previously, NCUA took the position
that although student credit unions are
designated as low-income credit unions
for purposes of receiving nonmember
deposits, they did not qualify to
participate in the CDRLP because they
were not specifically involved in the
stimulation of economic development
activities and community revitalization.
61 FR 50694 (September 27, 1996); 58
FR 21642 (April 23, 1993). The NCUA
believes this historical perspective
underestimates the importance of
student credit unions and the impact
they have on the economic development

and revitalization of the communities
they serve. Student credit unions not
only provide their members with
valuable financial services generally not
available but also a unique opportunity
for financial education. NCUA believes
that well run student credit unions
would benefit greatly from participation
in the CDRLP and, as a result, would be
better able to serve their communities.
Accordingly, in April 2004, NCUA
issued a proposed rule to amend the
CDRLP regulation to allow student
credit unions to participate in the
program. 69 FR 21443 (April 21, 2004).

B. Summary of Comments

NCUA received twenty-six comment
letters regarding the proposed rule:
eleven from federal credit unions, four
from state credit unions, one from a
private individual, and ten from credit
union and student trade organizations.
Twenty-one commenters fully
supported the proposal. Four low-
income designated credit unions
involved in community development
activities and one trade organization
that represents community development
credit unions opposed the proposal.
Those opposed took the position that
student credit unions do not fulfill the
same mission as those credit unions for
which the CDRLP was created. As noted
above, NCUA believes that viewpoint
underestimates the impact the few
remaining student credit unions have on
the communities they serve. Student
credit unions not only provide their
members with valuable financial
services generally not available but also
a unique opportunity for financial
education. Also, NCUA believes a small
CDRLP loan or technical assistance
grant might help a student credit union
survive or prosper while having a minor
impact on CDRLP funding availability.
Accordingly, NCUA adopts the
amendments to part 705 as proposed.

Regulatory Procedures

Regulatory Flexibility Act

The Regulatory Flexibility Act
requires NCUA to prepare an analysis to
describe any significant economic
impact a rule may have on a substantial
number of small credit unions, defined
as those under ten million dollars in
assets. This rule permits student credit
unions to participate in the CDRLP,
without imposing any additional
regulatory burden. The final
amendments will not have a significant
economic impact on a substantial
number of small credit unions, and,
therefore, a regulatory flexibility
analysis is not required.

Paperwork Reduction Act

NCUA has determined that the final
rule would not increase paperwork
requirements under the Paperwork
Reduction Act of 1995 and regulations
of the Office of Management and
Budget.

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the impact of their actions on
state and local interests. In adherence to
fundamental federalism principles,
NCUA, an independent regulatory
agency as defined in 44 U.S.C. 3502(5),
voluntarily complies with the executive
order. The final rule would not have
substantial direct effects on the states,
on the connection between the national
government and the states, or on the
distribution of power and
responsibilities among the various
levels of government. NCUA has
determined that this final rule does not
constitute a policy that has federalism
implications for purposes of the
executive order.

The Treasury and General Government
Appropriations Act, 1999—Assessment
of Federal Regulations and Policies on
Families

The NCUA has determined that this
final rule would not affect family well-
being within the meaning of section 654
of the Treasury and General
Government Appropriations Act, 1999,
Pub. L. 105-277, 112 Stat. 2681 (1998).

Small Business Regulatory Enforcement
Fairness Act

The Small Business Regulatory
Enforcement Fairness Act of 1996 (Pub.
L. 104—-121) provides generally for
congressional review of agency rules. A
reporting requirement is triggered in
instances where NCUA issues a final
rule as defined by Section 551 of the
Administrative Procedure Act. 5 U.S.C.
551. The Office of Management and
Budget has determined that this rule is
not a major rule for purposes of the
Small Business Regulatory Enforcement
Fairness Act of 1996.

List of Subjects in 12 CFR Part 705

Community development, Credit
unions, Loan programs—housing and
community development, Reporting and
recordkeeping requirements, Technical
assistance.

By the National Credit Union
Administration Board on July 22, 2004.
Becky Baker,

Secretary of the Board.
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NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Parts 721 and 724

Health Savings Accounts

AGENCY: National Credit Union
Administration (NCUA).
ACTION: Final rule.

SUMMARY: The NCUA is amending its
regulations governing a federal credit
union’s (FCU) authority to act as trustee
or custodian to authorize FCUs to serve
as trustee or custodian for Health
Savings Accounts (HSA). The NCUA is
issuing this final rule so that FCUs and
their members can take advantage of the
authority granted in the Medicare
Prescription Drug, Improvement and
Modernization Act of 2003 (Medicare
Act). The Medicare Act authorizes the
establishment of HSAs by individuals
who obtain a qualifying high deductible
health plan and specifies that an HSA
may be established and maintained at
an FCU. The final rule also amends
NCUA’s incidental powers regulation to
include trustee or custodial services for
HSAs as a pre-approved activity.

DATES: This rule is effective July 29,
2004.

FOR FURTHER INFORMATION CONTACT: Ross
P. Kendall, Staff Attorney, at the above
address, or telephone: (703) 518-6562.
SUPPLEMENTARY INFORMATION:

Background

On May 20, 2004, the NCUA Board
requested comment on a proposed
change to parts 724 and 721 of its
regulations to permit federal credit
unions (FCUs) to serve as trustee or
custodian for health savings accounts
(HSAs) established by their members. 69
FR 29907 (May 26, 2004). As authorized
by Title XII of the Medicare Act, HSAs
are available to anyone with a qualifying
high deductible health plan. The NCUA
proposed amending Part 724 of its
regulations to specifically include HSAs
in the listing of the types of accounts for
which an FCU may fulfill the role of
trustee or custodian on behalf of
members. In addition, NCUA proposed
to amend Part 724 to clarify that an
FCU’s authority to fulfill this role is not
limited to pension or retirement
accounts, but rather includes other
specific types of tax advantaged savings
accounts, such as Coverdell Education
Savings Accounts and HSAs. The
amendment also clarifies that HSAs are
among the types of accounts for which
a member may direct investment
decisions. Finally, NCUA proposed to
amend Part 721 to include serving as
trustee or custodian for member HSAs

within the category of activities in
which an FCU may engage as a
preapproved exercise of its incidental
powers.

NCUA received six comments
regarding the proposed changes from
three federal credit unions, two national
credit union trade associations, and one
credit union service provider.

Summary of Comments

The commenters uniformly supported
all aspects of the proposal. All
commenters noted that the proposed
amendments would provide FCU
members with a viable, tax-advantaged
option for obtaining health insurance
and health care at a reasonable cost.
Three commenters noted the importance
of the proposal in assuring that FCUs
can maintain parity with banks and
thrifts, each of which are able to offer
these types of accounts to their
customers. Two commenters
specifically approved of the proposal to
broaden the rules to refer to “Tax
Advantaged Savings Plans,” which they
believe is more accurate and will allow
for a more flexible approach toward
offering similar types of savings plans
that may become available in the future.
Three commenters noted their
agreement with the NCUA’s assessment,
as discussed in the preamble to the
proposed rule, that FCUs should not
have difficulty in handling the
administrative duties associated with
serving as account trustee or custodian,
based on their experience with IRAs.

Additional Guidance

Additional information about HSAs,
including important details concerning
the type of high deductible health plan
an individual must obtain to qualify for
an HSA, is available from the Public
Affairs Office of the U.S. Department of
the Treasury. The Treasury Department
has also developed proposed model
forms for use in establishing an HSA.
The information and the proposed forms
are directly accessible from the Treasury
Web site, http://www.ustreas.gov.

Final Rule

In view of the comments, NCUA is
adopting the proposed amendments as a
final rule without change.

Regulatory Procedures

Regulatory Flexibility Act

The final rule conforms current
regulations to recent changes in the
federal tax law and implements
authority for FCUs to offer HSAs to their
members. The Board has determined
and certifies that the rule will not have
a significant economic impact on a
substantial number of small credit

unions. Accordingly, the NCUA Board
has determined that a Regulatory
Flexibility Analysis is not required.

Paperwork Reduction Act

NCUA has determined that the
proposed rule would not increase
paperwork requirements under the
Paperwork Reduction Act of 1995 and
regulations of the Office of Management
and Budget.

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the impact of their actions on
state and local interests. In adherence to
fundamental federalism principles,
NCUA, an independent regulatory
agency as defined in 44 U.S.C. 3502(5),
voluntarily complies with the executive
order. The final rule would not have
substantial direct effects on the states,
on the connection between the national
government and the states, or on the
distribution of power and
responsibilities among the various
levels of government. NCUA has
determined that this rule does not
constitute a policy that has federalism
implications for purposes of the
executive order.

The Treasury and General Government
Appropriations Act, 1999—Assessment
of Federal Regulations and Policies on
Families

The NCUA has determined that this
final rule would not affect family well-
being within the meaning of section 654
of the Treasury and General
Government Appropriations Act, 1999,
Pub. L. 105-277, 112 Stat. 2681 (1998).

Small Business Regulatory Enforcement
Fairness Act

The Small Business Regulatory
Enforcement Fairness Act of 1996 (Pub.
L. 104-121) provides generally for
congressional review of agency rules. A
reporting requirement is triggered in
instances where NCUA issues a final
rule as defined by Section 551 of the
Administrative Procedure Act. 5 U.S.C.
551. The Office of Management and
Budget has determined that this rule is
not a major rule for purposes of the
Small Business Regulatory Enforcement
Fairness Act of 1996.

List of Subjects

12 CFR Part 721
Incidental Powers.

12 CFR Part 724

Pensions, Reporting and
recordkeeping, Trusts and trustees.
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By the National Credit Union
Administration Board, this 22nd day of July,
2004.

Becky Baker,
Secretary, NCUA Board.
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NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 745

Share Insurance; Living Trust
Accounts

AGENCY: National Credit Union
Administration (NCUA).

ACTION: Final rule.

SUMMARY: NCUA is adopting as a final
rule without change the interim rule
amending Part 745 of its regulations
concerning share insurance coverage for
beneficial interests in living trust
accounts. NCUA published the interim
rule with a sixty-day comment period at
69 FR 8798, on February 26, 2004.
DATES: This final rule is effective on July
29, 2004.

FOR FURTHER INFORMATION CONTACT: Ross
Kendall, Staff Attorney, Office of
General Counsel, at the above address or
telephone: (703) 518-6562.
SUPPLEMENTARY INFORMATION: Effective
April 1, 2004, NCUA revised its living
trust account rules to provide for

insurance coverage of up to $100,000
per qualifying beneficiary who, as of the
date of a credit union’s failure, would
become entitled to the living trust assets
upon the owner’s death, regardless of
the existence of a defeating contingency
affecting the beneficiary’s interest. The
NCUA Board determined that
elimination of the defeating contingency
provisions in the rule was beneficial to
credit unions and their members
because the operation of the rule was
complex and not widely understood.
The amendment also clarified that a
credit union need not maintain records
disclosing the names and interests of
beneficiaries of living trusts. In
addition, the amendment preserved
parity between the NCUA and the
Federal Deposit Insurance Corporation
(FDIC), which administers the insurance
fund that protects bank depositors and
which had, in January of 2004, adopted
a similar amendment to its rules.

Even though NCUA issued the
amendment as an interim final rule, the
Board established a sixty-day comment
period in which interested members of
the public could comment on any aspect

of the amendment. We received five
comments, all of which were fully
supportive of the amendment. The
commenters uniformly indicated the
changes would result in elimination of
confusion by credit unions and their
members and an enhanced
understanding of the scope and
operation of the share insurance rules
for beneficial interests in living trust
accounts. The commenters also cited the
benefit of having uniformity of
insurance coverage between living trust
accounts and other types of revocable
trust accounts, as well as the benefit of
parity between the NCUA and the FDIC.

In view of the comments and the
benefits described herein and in the
preamble to the interim rule, the NCUA
Board has determined to adopt the rule
as final without change.

List of Subjects in 12 CFR Part 745

Credit unions, Share insurance.
By the National Credit Union
Administration Board on July 22, 2004.
Becky Baker,
Secretary of the Board.



