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(9) Internal control procedures that
will be implemented, including audit
requirements.

(c) A third-party seeking approval of
an investment pilot program must sub-
mit a request to the Director of the Of-
fice of Capital Markets and Planning
that addresses the following items:

(1) A complete description of the ac-
tivities 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 partici-
pating in the program; and

(3) Contracts that must be executed
by the Federal credit union.

(d) A Federal credit union need not
obtain individual written approval to
engage in investment activities prohib-
ited by this part but permitted by stat-
ute where the activities are part of a
third-party investment program that
NCUA has approved under this section.

[68 FR 32960, June 3, 2003, as amended at 69
FR 39832, July 1, 2004; 70 FR 55517, Sept. 22,
2005]
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§704.1 Scope.

(a) This part establishes special rules
for all federally insured corporate cred-
it unions. Non federally insured cor-
porate credit unions must agree, by
written contract, to both adhere to the
requirements of this part and submit
to examinations, as determined by
NCUA, as a condition of receiving
shares or deposits from federally in-
sured credit unions. This part grants
certain additional authorities to fed-
eral corporate credit unions. Except to
the extent that they are inconsistent
with this part, other provisions of
NCUA’s Rules and Regulations (12 CFR
chapter VII) and the Federal Credit
Union Act apply to federally chartered
corporate credit unions and federally
insured state-chartered corporate cred-
it 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 provided under Sec-
tion 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 expan-
sions 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 transaction whereby a corporate
credit union sells a security to a ven-
dor at a price above its current market
price and simultaneously purchases or
commits to purchase from the vendor
another security 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 re-
ceivables or other financial assets, ei-
ther fixed or revolving, that by their
terms convert into cash within a finite
time period plus any rights or other as-
sets designed to assure the servicing or
timely distribution of proceeds to the
securityholders. This definition ex-
cludes mortgage related securities.

553



§704.2

Capital means the sum of a corporate
credit union’s retained earnings, paid-
in capital, and membership capital.
For a corporate credit union that ac-
quires another credit union in a mu-
tual combination, capital includes the
retained earnings of the acquired credit
union, or of an integrated set of activi-
ties and assets, at the point of acquisi-
tion.

Capital ratio means the corporate
credit union’s capital divided by its
moving daily average net assets.

Collateraliced mortgage obligation
(CMO) means a multi-class mortgage
related security.

Core capital means the sum of a cor-
porate credit union’s retained earnings,
and paid-in capital. For a corporate
credit union that acquires another
credit union in a mutual combination,
core capital includes the retained earn-
ings of the acquired credit union, or of
an integrated set of activities and as-
sets, at the point of acquisition.

Core capital ratio means the corporate
credit union’s core capital divided by
its moving daily average net assets.

Corporate credit union means an orga-
nization that:

(1) Is chartered under Federal or
state law as a credit union;

(2) Receives shares from and provides
loan services to credit unions;

(3) Is operated primarily for the pur-
pose of serving other credit unions;

(4) Is designated by NCUA as a cor-
porate credit union;

(5) Limits natural person members to
the minimum required by state or fed-
eral law to charter and operate the
credit union; and

(6) Does not condition the eligibility
of any credit union to become a mem-
ber on that credit union’s membership
in any other organization.

Daily average net assets means the av-
erage of net assets calculated for each
day during the period.

Derivatives means any derivative in-
strument as defined under generally
accepted accounting principles
(GAAP).

Dollar roll means the purchase or sale
of a mortgage backed security to a
counterparty with an agreement to re-
sell or repurchase a substantially iden-
tical security at a future date and at a
specified price.

12 CFR Ch. VII (1-1-11 Edition)

Embedded option means a char-
acteristic of certain assets and liabil-
ities which gives the issuer of the in-
strument the ability to change the fea-
tures such as final maturity, rate, prin-
cipal amount and average life. Options
include, but are not limited to, calls,
caps, and prepayment options.

Exchangeable collateraliced mortgage
obligation means a class of a
collateralized mortgage obligation
(CMO) that, at the time of purchase,
represents beneficial ownership inter-
ests in a combination of two or more
underlying classes of the same CMO
structure. The holder of an exchange-
able CMO may pay a fee and take deliv-
ery of the underlying classes of the
CMO.

Fair value means the amount at
which an instrument could be ex-
changed in a current, arms-length
transaction between willing parties, as
opposed to a forced or liquidation sale.
Quoted market prices in active mar-
kets are the best evidence of fair value.
If a quoted market price in an active
market is not available, fair value may
be estimated using a valuation tech-
nique that is reasonable and support-
able, a quoted market price in an ac-
tive market for a similar instrument,
or a current appraised value. Examples
of wvaluation techniques include the
present value of estimated future cash
flows, option-pricing models, and op-
tion-adjusted spread models. Valuation
techniques should incorporate assump-
tions that market participants would
use in their estimates of values, future
revenues, and future expenses, includ-
ing 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 an-
other depository institution or entity.

Foreign bank means an institution
which is organized 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
banking supervisory authority of the
country in which it is organized.

Forward settlement of a transaction
means settlement on a date later than
regular-way settlement.
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Immediate family member means a
spouse or other family member living
in the same household.

Limited liquidity investment means a
private placement or funding agree-
ment.

Member reverse repurchase transaction
means an integrated transaction in
which a corporate credit union pur-
chases a security from one of its mem-
ber credit unions under agreement by
that member credit union to repur-
chase the same security at a specified
time in the future. The corporate cred-
it 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 corporate
credit union is obligated to return the
security to its member credit union.

Membership capital means funds con-
tributed by members that: are adjust-
able balance with a minimum with-
drawal notice of 3 years or are term
certificates with a minimum term of 3
years; are available to cover losses that
exceed retained earnings 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 se-
curity as defined in section 3(a)(41) of
the Securities Exchange Act of 1934,15
U.S.C. 78c(a)(41), e.g., a privately-issued
security backed by mortgages secured
by real estate upon which is located a
dwelling, mixed residential and com-
mercial structure, residential manufac-
tured home, or commercial structure
that is rated in one of the two highest
rating categories by at least one na-
tionally recognized statistical rating
organization.

Moving daily average net assets means
the average of daily average net assets
exclusive of identifiable intangibles
and goodwill for the month being meas-
ured and the previous eleven (11)
months.

Mutual combination means a trans-
action or event in which a corporate
credit union acquires another credit
union, or acquires an integrated set of
activities and assets that is capable of
being conducted and managed as a
credit union.

NCUA means NCUA Board (Board),
unless the particular action has been
delegated by the Board.

§704.2

Net assets means total assets less Cen-
tral Liquidity Facility (CLF) stock
subscriptions, CLF loans guaranteed by
the NCUSIF, U.S. Central CLF certifi-
cates, and member reverse repurchase
transactions. For its own account, a
corporate credit union’s payables under
reverse repurchase agreements and re-
ceivables under repurchase agreements
may be netted out if the Generally Ac-
cepted Accounting Principles (GAAP)
conditions for offsetting are met.

Net economic value (NEV) means the
fair value of assets minus the fair value
of liabilities. All fair value calcula-
tions must include the value of forward
settlements and embedded options. The
amortized portion of membership cap-
ital and paid-in capital, which do not
qualify as capital, are treated as liabil-
ities for purposes of this calculation.
The NEV ratio is calculated by divid-
ing NEV by the fair value of assets.

Obligor means the primary party obli-
gated to repay an investment, e.g., the
issuer of a security, the taker of a de-
posit, or the borrower of funds in a fed-
eral funds transaction. Obligor does
not include an originator of receivables
underlying an asset-backed security,
the servicer of such receivables, or an
insurer of an investment.

Official means any director or com-
mittee member.

Paid-in capital means accounts or
other interests of a corporate credit
union that: are perpetual, non-cumu-
lative dividend accounts; are available
to cover losses that exceed retained
earnings; are mnot insured by the
NCUSIF or other share or deposit in-
surers; and cannot be pledged against
borrowings.

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 security from a seller to a buyer
within the time frame that the securi-
ties industry has established for imme-
diate delivery of that type of security.
For example, regular-way settlement
of a Treasury security includes settle-
ment on the trade date (“cash”), the
business day following the trade date
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(“regular way”), and the second busi-
ness day following the trade date (“skip
day”).

Repurchase transaction means a trans-
action 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 trans-
action after payments due bondholders
and trust administrative expenses have
been satisfied.

Retained earnings means the total of
the corporate credit union’s undivided
earnings, reserves, and any other ap-
propriations designated by manage-
ment or regulatory authorities. For
purposes of this regulation, retained
earnings does not include the allow-
ance for loan and lease losses account,
accumulated unrealized gains and
losses on available for sale securities,
or other comprehensive income items.

Retained earnings ratio means the cor-
porate credit union’s retained earnings
divided by its moving daily average net
assets. For a corporate credit union
that acquires another credit union in a
mutual combination, the numerator of
the retained earnings ratio also in-
cludes the retained earnings of the ac-
quired credit union, or of an integrated
set of activities and assets, at the point
of acquisition.

Section 107(8) institution means an in-
stitution described in Section 107(8) of
the Federal Credit Union Act (12 U.S.C.
1757(8)).

Securities lending means lending a se-
curity to a counterparty, either di-
rectly or through an agent, and accept-
ing collateral in return.

Senior management employee means a
chief executive officer, any assistant
chief executive officer (e.g., any assist-
ant president, any vice president or
any assistant treasurer/manager), and
the chief financial officer (controller).

Settlement date means the date origi-
nally agreed to by a corporate credit
union and a counterparty for settle-
ment of the purchase or sale of a secu-
rity.

Short sale means the sale of a secu-
rity not owned by the seller.

12 CFR Ch. VII (1-1-11 Edition)

Small business related security means a
security as defined in section 3(a)(563) of
the Securities Exchange Act of 1934 (15
U.S.C. 78c(a)(83)), e.g., a security that is
rated in 1 of the 4 highest rating cat-
egories by at least one nationally rec-
ognized 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 com-
pany, or similar institution which is
supervised and examined by a Federal
or State authority, or a finance com-
pany or leasing company. This defini-
tion does not include Small Business
Administration securities permissible
under §107(7) of the Act.

Stripped mortgage-backed security
means a security that represents either
the principal or interest only portion
of the cash flows of an underlying pool
of mortgages.

Trade date means the date a cor-
porate credit union originally agrees,
whether orally or in writing, to enter
into the purchase or sale of a security.

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 ex-
pected to be received (based on a rea-
sonable and supportable estimate of
that time) and then summing and di-
viding by the total amount of prin-
cipal.

When-issued trading means the buying
and selling of securities in the period
between the announcement of an offer-
ing and the issuance and payment date
of the securities.

Wholesale corporate credit union means
a corporate credit union which pri-
marily serves other corporate credit
unions.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65651, Oct. 25, 2002; 69 FR 39832, July 1,
2004; 73 FR 72692, Dec. 1, 2008]

EFFECTIVE DATE NOTES: 1. At 75 FR 64826,
Oct. 20, 2010, §704.2 was revised, effective Jan.
18, 2011. For the convenience of the user, the
revised text is set forth as follows:

§704.2 Definitions.

As used in this part:
Adjusted trading means any method or
transaction whereby a corporate credit
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union sells a security to a vendor at a price
above its current market price and simulta-
neously purchases or commits to purchase
from the vendor another security at a price
above its current market price.

Asset-backed security (ABS) means a secu-
rity that is primarily serviced by the
cashflows of a discrete pool of receivables or
other financial assets, either fixed or revolv-
ing, 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 se-
curity holders. Mortgage-backed securities
are a type of asset-backed security.

Available to cover losses that exceed retained
earnings means that the funds are available
to cover operating losses realized, in accord-
ance with generally accepted accounting
principles (GAAP), by the corporate credit
union that exceed retained earnings net of
equity acquired in a combination. Likewise,
available to cover losses that exceed retained
earnings and perpetual contributed capital
(PCC) means that the funds are available to
cover operating losses realized, in accord-
ance with GAAP, by the corporate credit
union that exceed retained earnings net of
equity acquired in a combination and PCC.
Any such losses must be distributed pro rata
at the time the loss is realized first among
the holders of paid-in capital (PIC), and when
all PIC is exhausted, then pro rata among all
MCAsS, all subject to the optional
prioritization described in appendixA of this
Part. To the extent that any contributed
capital funds are used to cover losses, the
corporate credit union must not restore or
replenish the affected capital accounts under
any circumstances. In addition, contributed
capital that is used to cover losses in a cal-
endar year previous to the year of liquida-
tion has no claim against the liquidation es-
tate.

Capital means the sum of a corporate cred-
it union’s retained earnings, paid-in capital,
and membership capital. For a corporate
credit union that acquires another credit
union in a mutual combination, capital in-
cludes the retained earnings of the acquired
credit union, or of an integrated set of ac-
tivities and assets, at the point of acquisi-
tion.

Capital ratio means the corporate credit
union’s capital divided by its moving daily
average net assets.

Collateralized debt obligation (CDO) means a
debt security collateralized by mortgage-
backed securities, asset-backed securities, or
corporate obligations in the form of loans or
debt. Senior tranches of Re-REMIC’s con-
sisting of senior mortgage- and asset-backed
securities are excluded from this definition.

Collateralized mortgage obligation (CMO)
means a multi-class mortgage-backed secu-
rity.

§704.2, Nt.

Commercial mortgage-backed security (CMBS)
means a mortgage-backed security
collateralized primarily by multi-family and
commercial property loans.

Compensation means all salaries, fees,
wages, bonuses, severance payments, current
year contributions to employee benefit plans
(for example, medical, dental, life insurance,
and disability), current year contributions to
deferred compensation plans and future sev-
erance payments, including payments in con-
nection with a merger or similar combina-
tion (whether or not funded; whether or not
vested; and whether or not the deferred com-
pensation plan is a qualified plan under Sec-
tion 401(a) of the IRS Code). Compensation
also includes expense accounts and other al-
lowances (for example, the value of the per-
sonal use of housing, automobiles or other
assets owned by the corporate credit union;
expense allowances or reimbursements that
recipients must report as income on their
separate income tax return; payments made
under indemnification arrangements; and
payments made for the benefit of friends or
relatives). In calculating required compensa-
tion disclosures, reasonable estimates may
be used if precise cost figures are not readily
available.

Contributed capital means either paid-in
capital or membership capital accounts.

Core capital means the sum of:

(1) Retained earnings;

(2) Paid-in capital; and

(3) The retained earnings of any acquired
credit union, or of an integrated set of ac-
tivities and assets, calculated at the point of
acquisition, if the acquisition was a mutual
combination.

Core capital ratio means the corporate cred-
it union’s core capital divided by its moving
daily average net assets.

Corporate credit union means an organiza-
tion that:

(1) Is chartered under Federal or state law
as a credit union;

(2) Receives shares from and provides loan
services to credit unions;

(3) Is operated primarily for the purpose of
serving other credit unions;

(4) Is designated by NCUA as a corporate
credit union;

(5) Limits natural person members to the
minimum 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 orga-
nization.

Daily average net assets means the average
of net assets calculated for each day during
the period.

Derivatives means a financial contract
whose value is derived from the values of one
or more underlying assets, reference rates,
or indices of asset values or reference rates.
Derivative contracts include interest rate
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derivative contracts, exchange rate deriva-
tive contracts, equity derivative contracts,
commodity derivative contracts, credit de-
rivative contracts, and any other instrument
that poses similar counterparty credit risks.

Dollar roll means the purchase or sale of a
mortgage-backed security to a counterparty
with an agreement to resell or repurchase a
substantially identical security at a future
date and at a specified price.

Embedded option means a characteristic of
certain assets and liabilities which gives the
issuer of the instrument the ability to
change the features such as final maturity,
rate, principal amount and average life. Op-
tions include, but are not limited to, calls,
caps, and prepayment options.

Equity investments means investments in
real property, equity securities, and any
other ownership interests, including, for ex-
ample, investments in partnerships and lim-
ited liability companies.

Equity security means any security rep-
resenting an ownership interest in an enter-
prise (for example, common, preferred, or
other capital stock) or the right to acquire
(for example, warrants and call options) or
dispose of (for example, put options) an own-
ership interest in an enterprise at fixed or
determinable prices. However, the term does
not include convertible debt or preferred
stock that by its terms either must be re-
deemed by the issuing enterprise or is re-
deemable at the option of the investor.

Ezxchangeable collateralized mortgage obliga-
tion means a class of a collateralized mort-
gage obligation (CMO) that, at the time of
purchase, represents beneficial ownership in-
terests in a combination of two or more un-
derlying classes of the same CMO structure.
The holder of an exchangeable CMO may pay
a fee and take delivery of the underlying
classes of the CMO.

Fair value means the price that would be
received to sell an asset or paid to transfer a
liability in an orderly transaction between
market participants at the measurement
date. If there is a principal market for the
asset or liability, the fair value measure-
ment is the price in that market (whether
that price is directly observable or otherwise
determined using a valuation technique),
even if the price in a different market is po-
tentially more advantageous at the measure-
ment date. In the absence of a principal mar-
ket, the fair value measurement occurs in
the most advantageous market for the asset
or liability. The fair value of the asset or li-
ability shall be determined based on the as-
sumptions that market participants would
use in pricing the asset or liability. In devel-
oping those assumptions, the corporate need
not identify specific market participants.
Rather, the corporate should identify char-
acteristics that distinguish market partici-
pants generally, considering factors specific
to all of the following: the asset or liability;

12 CFR Ch. VII (1-1-11 Edition)

the principal (or most advantageous) market
for the asset or liability; and market partici-
pants with whom the corporate would trans-
act in that market. To increase consistency
and comparability in fair value measure-
ments and related disclosures, the fair value
hierarchy prioritizes the inputs to valuation
techniques used to measure fair value into
three broad levels. The fair value hierarchy
gives the highest priority to quoted prices
(unadjusted) in active markets for identical
assets or liabilities (Level 1) and the lowest
priority to unobservable inputs (Level 3). Ex-
amples of valuation techniques include the
present value of estimated future cash flows,
option-pricing models, and option-adjusted
spread models.

Federal funds transaction means a short-
term or open-ended unsecured transfer of im-
mediately available funds by one depository
institution to another depository institution
or entity.

Foreign bank means an institution which is
organized 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 banking supervisory authority
of the country in which it is organized.

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 cor-
porate credit union purchases a security
from one of its member credit unions under
agreement by that member credit union to
repurchase the same security 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 corporate credit union is obligated to re-
turn the security to its member credit union.

Membership capital means funds contrib-
uted by members that: are adjustable bal-
ance with a minimum withdrawal notice of 3
years or are term certificates with a min-
imum term of 3 years; are available to cover
losses that exceed retained earnings and
paid-in capital; are not insured by the
NCUSIF or other share or deposit insurers;
and cannot be pledged against borrowings.

Mortgage-backed security (MBS) means a se-
curity backed by first or second mortgages
secured by real estate upon which is located
a dwelling, mixed residential and commer-
cial structure, residential manufactured
home, or commercial structure.

Moving daily average net assets means the
average of daily average net assets for the
month being measured and the previous elev-
en (11) months.

Mutual combination means a transaction or
event in which a corporate credit union ac-
quires another credit union, or acquires an
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integrated set of activities and assets that is
capable of being conducted and managed as a
credit union.

Nationally Recognized Statistical Rating Or-
ganization (NRSRO) means any entity that
has applied for, and been granted permission
to be considered an NRSRO by the United
States Securities and Exchange Commission.

NCUA means NCUA Board (Board), unless
the particular action has been delegated by
the Board.

Net assets means total assets less loans
guaranteed by the NCUSIF and member re-
verse repurchase transactions. For its own
account, a corporate credit union’s payables
under reverse repurchase agreements and re-
ceivables under repurchase agreements may
be netted out if the GAAP conditions for off-
setting are met.

Net economic value (NEV) means the fair
value of assets minus the fair value of liabil-
ities. All fair value calculations must in-
clude the value of forward settlements and
embedded options. Paid-in capital, and the
unamortized portion of membership capital,
that is, the portion that qualifies as capital
for purposes of any of the total capital ratio,
is excluded from liabilities for purposes of
this calculation. The NEV ratio is calculated
by dividing NEV by the fair value of assets.

Net interest margin security means a secu-
rity collateralized by residual interests in
collateralized mortgage obligations, residual
interests in real estate mortgage investment
conduits, or residual interests in other asset-
backed securities.

Obligor means the primary party obligated
to repay an investment, e.g., the issuer of a
security, such as a Qualified Special Purpose
Entity (QSPE) trust; 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
receivables, or an insurer of an investment.

Official means any director or committee
member.

Paid-in capital means accounts or other in-
terests of a corporate credit union that: are
perpetual, non-cumulative dividend ac-
counts; are available to cover losses that ex-
ceed retained earnings; are not insured by
the NCUSIF or other share or deposit insur-
ers; and cannot be pledged against bor-
rowings.

Pair-off transaction means a security pur-
chase transaction that is closed out or sold
at, or prior to, the settlement or expiration
date.

Private label security means a security that
is not issued or guaranteed by the U.S. gov-
ernment, its agencies, or its government-
sponsored enterprises (GSEs).

Quoted market price means a recent sales
price or a price based on current bid and
asked quotations.

§704.2, Nt.

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.

Residential mortgage-backed security (RMBS)
means a mortgage-backed security
collateralized primarily by mortgage loans
on residential properties.

Residential properties means houses, con-
dominiums, cooperative units, and manufac-
tured homes. This definition does not include
boats or motor homes, even if used as a pri-
mary residence, or timeshare properties.

Residual interest means the ownership in-
terest in remainder cash flows from a CMO
or ABS transaction after payments due
bondholders and trust administrative ex-
penses have been satisfied.

Retained earnings means retained earnings
as defined under Generally Accepted Ac-
counting Principles (GAAP).

Retained earnings ratio means the corporate
credit union’s retained earnings divided by
its moving daily average net assets. For a
corporate credit union that acquires another
credit union in a mutual combination, the
numerator of the retained earnings ratio
also includes the retained earnings of the ac-
quired credit union, or of an integrated set of
activities and assets, at the point of acquisi-
tion.

Section 107(8) institution means an institu-
tion described in Section 107(8) of the Fed-
eral Credit Union Act (12 U.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 executive officer mean a chief execu-
tive officer, any assistant chief executive of-
ficer (e.g., any assistant president, any vice
president or any assistant treasurer/man-
ager), and the chief financial officer (con-
troller). This term also includes employees
of any entity hired to perform the functions
described above.

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 secu-
rity that is rated in 1 of the 4 highest rating
categories by at least one Nationally Recog-
nized Statistical Rating Organization
(NRSRO), and represents an interest in one
or more promissory notes or leases of per-
sonal property evidencing the obligation of a
small business concern and originated by an
insured depository institution, insured credit
union, insurance company, or similar insti-
tution which is supervised and examined by
a Federal or State authority, or a finance
company or leasing company. This definition
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does not include Small Business Administra-
tion securities permissible under §107(7) of
the Act.

State means any one of the several states of
the United States of America, the District of
Columbia, Puerto Rico, and the territories
and possessions of the United States.

Stripped mortgage-backed security means a
security that represents either the principal-
only or interest-only portion of the cash
flows of an underlying pool of mortgages.

Subordinated security means a security
that, at the time of purchase, has a junior
claim on the underlying collateral or assets
to other securities in the same issuance. If a
security is junior only to money market
fund eligible securities in the same issuance,
the former security is not subordinated for
purposes of this definition.

Total assets means the sum of all a cor-
porate credit union’s assets as calculated
under GAAP.

Total capital means the sum of a corporate
credit union’s core capital and its member-
ship capital accounts.

Trade date means the date a corporate
credit union originally agrees, whether oral-
ly or in writing, to enter into the purchase
or sale of a security.

Trigger means an event in a securitization
that will redirect cash-flows if predefined
thresholds are breached. Examples of trig-
gers are delinquency and cumulative loss
triggers.

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 supportable estimate of
that time) and then summing and dividing
by the total amount of principal. The cal-
culation of weighted average life for interest
only securities means the weighted-average
time to the return of a dollar of interest, cal-
culated by multiplying each portion of inter-
est received by the time at which it is ex-
pected to be received (based on a reasonable
and supportable estimate of that time) and
then summing and dividing by the total
amount of interest to be received.

When-issued trading means the buying and
selling of securities in the period between
the announcement of an offering and the
issuance and payment date of the securities.

2. At 75 FR 64829, Oct. 20, 2010, §704.2 was
revised, effective Oct. 20, 2011. For the con-
venience of the user, the revised text is set
forth as follows:

§704.2 Definitions.

As used in this part:

Adjusted core capital means core capital
modified as follows:

(1) Deduct an amount equal to the amount
of the corporate credit union’s intangible as-
sets that exceed one half percent of the cor-
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porate credit union’s moving daily average
net assets, but the NCUA, on its own initia-
tive, upon petition by the applicable state
regulator, or upon application from a cor-
porate credit union, may direct that a par-
ticular corporate credit union add some or
all of these excess intangibles back to the
credit union’s adjusted core capital;

(2) Deduct investments, both equity and
debt, in unconsolidated credit union service
organizations (CUSOs);

(3) If the corporate credit union, on or
after October 20, 2011, contributes any per-
petual contributed capital (PCC), or main-
tains any NCAs, at another corporate credit
union, deduct an amount equal to this PCC
or NCA;

(4) Beginning on October 20, 2016, and end-
ing on October 20, 2020, deduct any amount of
perpetual contributed capital (PCC) that
causes PCC minus retained earnings, all di-
vided by moving daily net average assets, to
exceed two percent; and

(5) Beginning after October 20, 2020, deduct
any amount of PCC that causes PCC to ex-
ceed retained earnings.

Adjusted trading means any method or
transaction whereby a corporate credit
union sells a security to a vendor at a price
above its current market price and simulta-
neously purchases or commits to purchase
from the vendor another security at a price
above its current market price.

Applicable state regulator means the pruden-
tial state regulator of a state chartered cor-
porate credit union.

Asset-backed commercial paper program
(ABCP program) means a program that pri-
marily issues commercial paper that has re-
ceived a credit rating from an NRSRO and
that is backed by assets or other exposures
held in a bankruptcy-remote special purpose
entity. The term sponsor of an ABCP program
means a corporate credit union that:

(1) Establishes an ABCP program;

(2) Approves the sellers permitted to par-
ticipate in an ABCP program;

(3) Approves the asset pools to be pur-
chased by an ABCP program; or

(4) Administers the ABCP program by
monitoring the assets, arranging for debt
placement, compiling monthly reports, or
ensuring compliance with the program docu-
ments and with the program’s credit and in-
vestment policy.

Asset-backed security (ABS) means a secu-
rity that is primarily serviced by the
cashflows of a discrete pool of receivables or
other financial assets, either fixed or revolv-
ing, 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 se-
curity holders. Mortgage-backed securities
are a type of asset-backed security.

Available to cover losses that exceed retained
earnings means that the funds are available

560



National Credit Union Administration

to cover operating losses realized, in accord-
ance with generally accepted accounting
principles (GAAP), by the corporate credit
union that exceed retained earnings net of
equity acquired in a combination. Likewise,
available to cover losses that exceed retained
earnings and perpetual contributed capital
(PCC) means that the funds are available to
cover operating losses realized, in accord-
ance with GAAP, by the corporate credit
union that exceed retained earnings net of
equity acquired in a combination and PCC.
Any such losses must be distributed pro rata
at the time the loss is realized first among
the holders of PCC, and when all PCC is ex-
hausted, then pro rata among all nonper-
petual capital accounts (NCAs) and
unconverted membership capital accounts,
all subject to the optional prioritization de-
scribed in appendixA of this Part. To the ex-
tent that any contributed capital funds are
used to cover losses, the corporate credit
union must not restore or replenish the af-
fected capital accounts under any cir-
cumstances. In addition, contributed capital
that is used to cover losses in a calendar
year previous to the year of liquidation has
no claim against the liquidation estate.

Capital means the same as total capital, de-
fined below.

Capital ratio means the corporate credit
union’s capital divided by its moving daily
average net assets.

Collateralized debt obligation (CDO) means a
debt security collateralized by mortgage-
backed securities, asset-backed securities, or
corporate obligations in the form of loans or
debt. Senior tranches of Re-REMIC’s con-
sisting of senior mortgage- and asset-backed
securities are excluded from this definition.

Collateralized mortgage obligation (CMO)
means a multi-class mortgage-backed secu-
rity.

Commercial mortgage-backed security (CMBS)
means a mortgage-backed security
collateralized primarily by multi-family and
commercial property loans.

Compensation means all salaries, fees,
wages, bonuses, severance payments, current
year contributions to employee benefit plans
(for example, medical, dental, life insurance,
and disability), current year contributions to
deferred compensation plans and future sev-
erance payments, including payments in con-
nection with a merger or similar combina-
tion (whether or not funded; whether or not
vested; and whether or not the deferred com-
pensation plan is a qualified plan under Sec-
tion 401(a) of the IRS Code). Compensation
also includes expense accounts and other al-
lowances (for example, the value of the per-
sonal use of housing, automobiles or other
assets owned by the corporate credit union;
expense allowances or reimbursements that
recipients must report as income on their
separate income tax return; payments made
under indemnification arrangements; and
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payments made for the benefit of friends or
relatives). In calculating required compensa-
tion disclosures, reasonable estimates may
be used if precise cost figures are not readily
available.

Consolidated Credit Union Service Organiza-
tion (Consolidated CUSO) means any cor-
poration, partnership, business trust, joint
venture, association or similar organization
in which a corporate credit union directly or
indirectly holds an ownership interest (as
permitted by §704.11 of this Part) and the as-
sets of which are consolidated with those of
the corporate credit union for purposes of re-
porting under Generally Accepted Account-
ing Principles (GAAP). Generally, consoli-
dated CUSOs are majority-owned CUSOs.

Contributed capital means either perpetual
or nonperpetual capital.

Core capital means the sum of:

(1) Retained earnings;

(2) Perpetual contributed capital;

(3) The retained earnings of any acquired
credit union, or of an integrated set of ac-
tivities and assets, calculated at the point of
acquisition, if the acquisition was a mutual
combination; and

(4) Minority interests in the equity ac-
counts of CUSOs that are fully consolidated.
However, minority interests in consolidated
ABCP programs sponsored by a corporate
credit union are excluded from the credit
unions’ core capital or total capital base if
the corporate credit union excludes the con-
solidated assets of such programs from risk-
weighted assets pursuant to appendixC of
this Part.

Core capital ratio means the corporate cred-
it union’s core capital divided by its moving
daily average net assets.

Corporate credit union means an organiza-
tion that:

(1) Is chartered under Federal or state law
as a credit union;

(2) Receives shares from and provides loan
services to credit unions;

(3) Is operated primarily for the purpose of
serving other credit unions;

(4) Is designated by NCUA as a corporate
credit union;

(5) Limits natural person members to the
minimum 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 orga-
nization.

Credit-enhancing interest-only strip. (1) Cred-
it-enhancing interest-only strip means an on-
balance sheet asset that, in form or in sub-
stance:

(i) Represents the contractual right to re-
ceive some or all of the interest due on
transferred assets; and

(ii) Exposes the corporate credit union to
credit risk directly or indirectly associated
with the transferred assets that exceeds its
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pro rata share of the corporate credit union’s
claim on the assets whether through subordi-
nation provisions or other credit enhance-
ment techniques.

(2) NCUA reserves the right to identify
other cash flows or related interests as a
credit-enhancing interest-only strip. In de-
termining whether a particular interest cash
flow functions as a credit-enhancing inter-
est-only strip, NCUA will consider the eco-
nomic substance of the transaction.

Daily average net assets means the average
of net assets calculated for each day during
the period.

Daily average net risk-weighted assets means
the average of net risk-weighted assets cal-
culated for each day during the period.

Derivatives means a financial contract
whose value is derived from the values of one
or more underlying assets, reference rates,
or indices of asset values or reference rates.
Derivative contracts include interest rate
derivative contracts, exchange rate deriva-
tive contracts, equity derivative contracts,
commodity derivative contracts, credit de-
rivative contracts, and any other instrument
that poses similar counterparty credit risks.

Dollar roll means the purchase or sale of a
mortgage-backed security to a counterparty
with an agreement to resell or repurchase a
substantially identical security at a future
date and at a specified price.

Eligible ABCP liquidity facility means a le-
gally binding commitment to provide liquid-
ity support to asset-backed commercial
paper by lending to, or purchasing assets
from any structure, program or conduit in
the event that funds are required to repay
maturing asset-backed commercial paper
and that meets the following criteria:

(1)(i) At the time of the draw, the liquidity
facility must be subject to an asset quality
test that precludes funding against assets
that are 90 days or more past due or in de-
fault; and

(ii) If the assets that the liquidity facility
is required to fund against are assets or ex-
posures that have received a credit rating by
an NRSRO at the time the inception of the
facility, the facility can be used to fund only
those assets or exposures that are rated in-
vestment grade by an NRSRO at the time of
funding; or

(2) If the assets that are funded under the
liquidity facility do not meet the criteria de-
scribed in paragraph (1) of this definition,
the assets must be guaranteed, conditionally
or unconditionally, by the United States
Government, its agencies, or the central gov-
ernment of an Organization for Economic
Cooperation and Development (OECD) coun-
try.

Embedded option means a characteristic of
certain assets and liabilities which gives the
issuer of the instrument the ability to
change the features such as final maturity,
rate, principal amount and average life. Op-
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tions include, but are not limited to, calls,
caps, and prepayment options.

Equity investment means investments in
real property, equity securities, and any
other ownership interests, including, for ex-
ample, investments in partnerships and lim-
ited liability companies.

Equity security means any security rep-
resenting an ownership interest in an enter-
prise (for example, common, preferred, or
other capital stock) or the right to acquire
(for example, warrants and call options) or
dispose of (for example, put options) an own-
ership interest in an enterprise at fixed or
determinable prices. However, the term does
not include convertible debt or preferred
stock that by its terms either must be re-
deemed by the issuing enterprise or is re-
deemable at the option of the investor.

Ezxchangeable collateralized mortgage obliga-
tion means a class of a collateralized mort-
gage obligation (CMO) that, at the time of
purchase, represents beneficial ownership in-
terests in a combination of two or more un-
derlying classes of the same CMO structure.
The holder of an exchangeable CMO may pay
a fee and take delivery of the underlying
classes of the CMO.

Fair value means the price that would be
received to sell an asset or paid to transfer a
liability in an orderly transaction between
market participants at the measurement
date. If there is a principal market for the
asset or liability, the fair value measure-
ment is the price in that market (whether
that price is directly observable or otherwise
determined using a valuation technique),
even if the price in a different market is po-
tentially more advantageous at the measure-
ment date. In the absence of a principal mar-
ket, the fair value measurement occurs in
the most advantageous market for the asset
or liability. The fair value of the asset or li-
ability shall be determined based on the as-
sumptions that market participants would
use in pricing the asset or liability. In devel-
oping those assumptions, the corporate need
not identify specific market participants.
Rather, the corporate should identify char-
acteristics that distinguish market partici-
pants generally, considering factors specific
to all of the following: the asset or liability;
the principal (or most advantageous) market
for the asset or liability; and market partici-
pants with whom the corporate would trans-
act in that market. To increase consistency
and comparability in fair value measure-
ments and related disclosures, the fair value
hierarchy prioritizes the inputs to valuation
techniques used to measure fair value into
three broad levels. The fair value hierarchy
gives the highest priority to quoted prices
(unadjusted) in active markets for identical
assets or liabilities (Lievel 1) and the lowest
priority to unobservable inputs (Level 3). Ex-
amples of valuation techniques include the
present value of estimated future cash flows,
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option-pricing models, and option-adjusted
spread models.

Federal funds transaction means a short-
term or open-ended unsecured transfer of im-
mediately available funds by one depository
institution to another depository institution
or entity.

Foreign bank means an institution which is
organized 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 banking supervisory authority
of the country in which it is organized.

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

Intangible assets means assets considered to
be intangible assets under GAAP. These as-
sets include, but are not limited to, core de-
posit premiums, purchased credit card rela-
tionships, favorable leaseholds, and servicing
assets (mortgage and non-mortgage). Inter-
est-only strips receivable are not intangible
assets under this definition.

Leverage ratio means, before October 21,
2013, the ratio of total capital to moving
daily average net assets. This is the interim
leverage ratio.

Leverage ratio means, on or after October
21, 2013, the ratio of adjusted core capital to
moving daily average net assets. This is the
permanent leverage ratio.

Limited liquidity investment means a private
placement or funding agreement.

Member reverse repurchase transaction means
an integrated transaction in which a cor-
porate credit union purchases a security
from one of its member credit unions under
agreement by that member credit union to
repurchase the same security 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 corporate credit union is obligated to re-
turn the security to its member credit union.

Mortgage-backed security (MBS) means a se-
curity backed by first or second mortgages
secured by real estate upon which is located
a dwelling, mixed residential and commer-
cial structure, residential manufactured
home, or commercial structure.

Moving daily average net assets means the
average of daily average net assets for the
month being measured and the previous elev-
en (11) months.

Moving monthly average net risk-weighted as-
sets means the average of the net risk-
weighted assets for the month being meas-
ured and the previous eleven (11) months.
Measurements must be taken on the last day
of each month.

Mutual combination means a transaction or
event in which a corporate credit union ac-
quires another credit union, or acquires an
integrated set of activities and assets that is
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capable of being conducted and managed as a
credit union.

Nationally Recognized Statistical Rating Or-
ganization (NRSRO) means any entity that
has applied for, and been granted permission,
to be considered an NRSRO by the United
States Securities and Exchange Commission.

NCUA means NCUA Board (Board), unless
the particular action has been delegated by
the Board.

Net assets means total assets less loans
guaranteed by the NCUSIF and member re-
verse repurchase transactions. For its own
account, a corporate credit union’s payables
under reverse repurchase agreements and re-
ceivables under repurchase agreements may
be netted out if the GAAP conditions for off-
setting are met. Also, any amounts deducted
from core capital in calculating adjusted
core capital are also deducted from net as-
sets.

Net economic value (NEV) means the fair
value of assets minus the fair value of liabil-
ities. All fair value calculations must in-
clude the value of forward settlements and
embedded options. Perpetual contributed
capital, and the unamortized portion of non-
perpetual capital that is, the portion that
qualifies as capital for purposes of any of the
minimum capital ratios, is excluded from li-
abilities for purposes of this calculation. The
NEV ratio is calculated by dividing NEV by
the fair value of assets.

Net interest margin security means a secu-
rity collateralized by residual interests in
collateralized mortgage obligations, residual
interests in real estate mortgage investment
conduits, or residual interests in other asset-
backed securities.

Net risk-weighted assets means risk-weight-
ed assets less Central Liquidity Facility
(CLF) stock subscriptions, CLF loans guar-
anteed by the NCUSIF, and member reverse
repurchase transactions. For its own ac-
count, a corporate credit union’s payables
under reverse repurchase agreements and re-
ceivables under repurchase agreements may
be netted out if the GAAP conditions for off-
setting are met. Also, any amounts deducted
from core capital in calculating adjusted
core capital are also deducted from net risk-
weighted assets.

Nonperpetual capital means funds contrib-
uted by members or nonmembers that: are
term certificates with an original minimum
term of five years or that have an indefinite
term (i.e., no maturity) with a minimum
withdrawal notice of five years; are available
to cover losses that exceed retained earnings
and perpetual contributed capital; are not
insured by the NCUSIF or other share or de-
posit insurers; and cannot be pledged against
borrowings. In the event the corporate is lig-
uidated, the holders of nonperpetual capital
accounts (NCAs) will claim equally. These
claims will be subordinate to all other
claims (including NCUSIF claims), except
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that any claims by the holders of perpetual
contributed capital (PCC) will be subordi-
nate to the claims of holders of NCAs.

Obligor means the primary party obligated
to repay an investment, e.g., the issuer of a
security, such as a Qualified Special Purpose
Entity (QSPE) trust; 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
receivables, or an insurer of an investment.

Official means any director or committee
member.

Pair-off transaction means a security pur-
chase transaction that is closed out or sold
at, or prior to, the settlement or expiration
date.

Perpetual contributed capital (PCC) means
accounts or other interests of a corporate
credit union that: are perpetual, non-cumu-
lative dividend accounts; are available to
cover losses that exceed retained earnings;
are not insured by the NCUSIF or other
share or deposit insurers; and cannot be
pledged against borrowings. In the event the
corporate is liquidated, any claims made by
the holders of perpetual contributed capital
will be subordinate to all other claims (in-
cluding NCUSIF claims).

Private label security means a security that
is not issued or guaranteed by the U.S. gov-
ernment, its agencies, or its government-
sponsored enterprises (GSEs).

Quoted market price means a recent sales
price or a price based on current bid and
asked quotations.

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.

Residential mortgage-backed security (RMBS)
means a mortgage-backed security
collateralized primarily by mortgage loans
on residential properties.

Residential properties means houses, con-
dominiums, cooperative units, and manufac-
tured homes. This definition does not include
boats or motor homes, even if used as a pri-
mary residence, or timeshare properties.

Residual interest means the ownership in-
terest in remainder cash flows from a CMO
or ABS transaction after payments due
bondholders and trust administrative ex-
penses have been satisfied.

Retained earnings means retained earnings
as defined under Generally Accepted Ac-
counting Principles (GAAP).

Risk-weighted assets means a corporate
credit union’s risk-weighted assets as cal-
culated in accordance with appendixC of this
part.

Section 107(8) institution means an institu-
tion described in Section 107(8) of the Fed-
eral Credit Union Act (12 U.S.C. 1757(8)).
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Securities lending means lending a security
to a counterparty, either directly or through
an agent, and accepting collateral in return.

Securitization means the pooling and re-
packaging by a special purpose entity of as-
sets or other credit exposures that can be
sold to investors. Securitization includes
transactions that create stratified credit
risk positions whose performance is depend-
ent upon an underlying pool of credit expo-
sures, including loans and commitments.

Senior executive officer means a chief execu-
tive officer, any assistant chief executive of-
ficer (e.g., any assistant president, any vice
president or any assistant treasurer/man-
ager), and the chief financial officer (con-
troller). This term also includes employees
of any entity hired to perform the functions
described above.

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 secu-
rity that is rated in 1 of the 4 highest rating
categories by at least one nationally recog-
nized statistical rating organization, and
represents an interest in one or more promis-
sory notes or leases of personal property evi-
dencing the obligation of a small business
concern and originated by an insured deposi-
tory institution, insured credit union, insur-
ance 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 in-
clude Small Business Administration securi-
ties permissible under §107(7) of the Act.

State means any one of the several states of
the United States of America, the District of
Columbia, Puerto Rico, and the territories
and possessions of the United States.

Stripped mortgage-backed security means a
security that represents either the principal-
only or interest-only portion of the cash
flows of an underlying pool of mortgages.

Subordinated security means a security
that, at the time of purchase, has a junior
claim on the underlying collateral or assets
to other securities in the same issuance. If a
security is junior only to money market
fund eligible securities in the same issuance,
the former security is not subordinated for
purposes of this definition.

Supplementary Capital means the sum of
the following items:

(1) Nonperpetual capital accounts, as am-
ortized under §704.3(b)(3);

(2) Allowance for loan and lease losses cal-
culated under GAAP to a maximum of 1.25
percent of risk-weighted assets; and

(3) Forty-five percent of unrealized gains
on available-for-sale equity securities with
readily determinable fair values. Unrealized
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gains are unrealized holding gains, net of un-
realized holding losses, calculated as the
amount, if any, by which fair value exceeds
historical cost. The NCUA may disallow such
inclusion in the calculation of supple-
mentary capital if the NCUA determines
that the securities are not prudently valued.

Tier 1 capital means adjusted core capital.
Tier 1 risk-based capital ratio means the ratio
of Tier 1 capital to the moving monthly av-
erage net risk-weighted assets.

Tier 2 capital means supplementary capital
plus any perpetual contributed capital de-
ducted from adjusted core capital.

Total assets means the sum of all a cor-
porate credit union’s assets as calculated
under GAAP.

Total capital means the sum of a corporate
credit union’s adjusted core capital and its
supplementary capital, less the corporate
credit union’s equity investments not other-
wise deducted when calculating adjusted
core capital.

Total risk-based capital ratio means the
ratio of total capital to moving monthly av-
erage net risk-weighted assets.

Trade date means the date a corporate
credit union originally agrees, whether oral-
ly or in writing, to enter into the purchase
or sale of a security.

Trigger means an event in a securitization
that will redirect cash-flows if predefined
thresholds are breached. Examples of trig-
gers are delinquency and cumulative loss
triggers.

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 supportable estimate of
that time) and then summing and dividing
by the total amount of principal. The cal-
culation of weighted average life for interest
only securities means the weighted-average
time to the return of a dollar of interest, cal-
culated by multiplying each portion of inter-
est received by the time at which it is ex-
pected to be received (based on a reasonable
and supportable estimate of that time) and
then summing and dividing by the total
amount of interest to be received.

When-issued trading means the buying and
selling of securities in the period between
the announcement of an offering and the
issuance and payment date of the securities.

3. At 75 FR 71528, Nov. 24, 2010, §704.2 was
amended by revising the definition of
“collateralized debt obligation”, effective
Jan. 18, 2011. For the convenience of the user,
the added and revised text is set forth as fol-
lows:

§704.2 Definitions.

§704.3

Collateralized debt obligation (CDO) means a
debt security collateralized by mortgage-
backed securities, other asset-backed securi-
ties, or corporate obligations in the form of
nonmortgage loans or debt. For purposes of
part 704, the term CDO does not include:

(1) Senior tranches of Re-REMIC’s con-
sisting of senior mortgage-and asset-backed
securities;

(2) Any security that is fully guaranteed as
to principal and interest by the U.S. Govern-
ment or its agencies or its sponsored enter-
prises; or

(3) Any security collateralized by other se-
curities where all the underlying securities
are fully guaranteed as to principal and in-
terest by the U.S. Government or its agen-
cies or its sponsored enterprises.

* * * * *

4. At 75 FR 71528, Nov. 24, 2010, §704.2 was
amended by revising revise the definition of
“collateralized debt obligation”, effective
Oct. 20, 2011. For the convenience of the user,
the added and revised text is set forth as fol-
lows:

§704.2 Definitions.

* * * * *

Collateralized debt obligation (CDO) means a
debt security collateralized by mortgage-
backed securities, other asset-backed securi-
ties, or corporate obligations in the form of
nonmortgage loans or debt. For purposes of
Part 704, the term CDO does not include:

(1) Senior tranches of Re-REMIC’s con-
sisting of senior mortgage-and asset-backed
securities;

(2) Any security that is fully guaranteed as
to principal and interest by the U.S. Govern-
ment or its agencies or its sponsored enter-
prises; or

(3) Any security collateralized by other se-
curities where all the underlying securities
are fully guaranteed as to principal and in-
terest by the U.S. Government or its agen-
cies or its sponsored enterprises.

* * * * *

§704.3 Corporate credit union capital.

(a) Capital plan. A corporate credit
union must develop and ensure imple-
mentation of written short- and long-
term capital goals, objectives, and
strategies which provide for the build-
ing of capital consistent with regu-
latory requirements, the maintenance
of sufficient capital to support the risk
exposures that may arise from current
and projected activities, and the peri-
odic review and reassessment of the
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capital position of the corporate credit
union.

(b) Requirements for membership cap-
ital—(1) Form. Membership capital
funds may be in the form of a term cer-
tificate or an adjusted balance account.

(2) Disclosure. The terms and condi-
tions 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 author-
ized by board resolution, the chair and
secretary of the board; and

(ii) The annual disclosure notice
must be signed by the chair of the cor-
porate credit union. The chair must
sign a statement that certifies that the
notice has been sent to member credit
unions with membership capital ac-
counts. The certification must be
maintained in the corporate credit
union’s files and be available for exam-
iner review.

(8) Three-year remaining maturity.
When a membership capital account
has been placed on notice or has a re-
maining maturity of less than three
years, the amount of the account that
can be considered membership capital
is reduced by a constant monthly am-
ortization that ensures membership
capital is fully amortized one year be-
fore 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 merg-
er, charter conversion or liquidation of
a member credit union. In the event of
a merger, the membership capital
transfers to the continuing credit
union. In the event of a charter conver-
sion, the membership capital transfers
to the new institution. In the event of
liquidation, the membership capital
may be released to facilitate the pay-
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out of shares with the prior written ap-
proval of the OCCU Director.

(5) Sale. A member may sell its mem-
bership 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 lig-
uidation of a corporate credit union,
membership capital is payable only
after satisfaction of all liabilities of
the liquidation estate, including unin-
sured share obligations to shareholders
and the National Credit Union Share
Insurance Fund (NCUSIF), but exclud-
ing paid-in capital.

(T) Merger. In the event of a merger of
a corporate credit union, membership
capital transfers to the continuing cor-
porate credit union. The minimum
three-year notice period for withdrawal
of membership capital remains in ef-
fect.

(8) Adjusted balance accounts:

(i) May be adjusted no more fre-
quently 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 min-
imum withdrawal period. If the meas-
ure is other than assets, the corporate
credit union must address the meas-
ure’s permanency characteristics in its
capital plan.

(iii) Notice of withdrawal. Upon writ-
ten notice of intent to withdraw mem-
bership capital, the balance of the ac-
count will be frozen (no further adjust-
ments) until the conclusion of the no-
tice period.

(9) Grandfathering. Membership cap-
ital issued before the effective date of
this regulation is exempt from the lim-
itation of §704.3(b)(8)(i).

(c) Requirements for paid-in capital—(1)
Disclosure. The terms and conditions of
any paid-in capital instrument must be
disclosed to the recorded owner of the
instrument at the time the instrument
is created and must be signed by either
all of the directors of the member cred-
it union or, if authorized by board reso-
lution, the chair and secretary of the
board.

(2) Release. Paid-in capital may not
be released due solely to the merger,
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charter conversion or liquidation of a
member credit union. In the event of a
merger, the paid-in capital transfers to
the continuing credit union. In the
event of a charter conversion, the paid-
in capital transfers to the new institu-
tion. In the event of liquidation, the
paid-in capital may be released to fa-
cilitate the payout of shares with the
prior written approval of the OCCU Di-
rector.

(3) Callability. Paid-in capital ac-
counts are callable on a pro-rata basis
across an issuance class only at the op-
tion 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 lig-
uidation of the corporate credit union,
paid-in capital is payable only after
satisfaction of all liabilities of the liq-
uidation estate, including uninsured
share obligations to shareholders, the
NCUSIF, and membership capital hold-
ers.

(5) Merger. In the event of a merger of
a corporate credit union, paid-in cap-
ital shall transfer to the continuing
corporate credit union.

(6) Paid-in capital. Paid-in capital in-
cludes both member and nonmember
paid-in capital.

(i) Member paid-in capital means
paid-in capital that is held by the cor-
porate credit union’s members. A cor-
porate credit union may not condition
membership, services, or prices for
services on a credit union’s ownership
of paid-in capital.

(ii) Nonmember paid-in capital
means paid-in capital that is not held
by the corporate credit union’s mem-
bers.

(7 Grandfathering. A corporate credit
union’s authority to include paid-in
capital as a component of capital is
governed by the regulation 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 considered paid-in capital is re-
duced by a constant monthly amortiza-
tion that ensures the paid-in capital is
fully amortized 1 year before the date
of maturity. The full balance of grand-
fathered paid-in capital being amor-
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tized, not just the remaining non-am-
ortized portion, is available to absorb
losses in excess of retained earnings
until the funds are released by the cor-
porate credit union at maturity.

(d) Capital ratio. A corporate credit
union will maintain a minimum cap-
ital ratio of 4 percent, except as other-
wise provided in this part. A corporate
credit union must calculate its capital
ratio at least monthly.

(e) Individual capital ratio require-
ment—(1) When significant cir-
cumstances or events warrant, the
OCCU Director may require a different
minimum capital ratio for an indi-
vidual corporate credit union based on
its circumstances. Factors that may
warrant a different minimum capital
ratio include, but are not limited to:

(i) An expectation that the corporate
credit union has or anticipates losses
resulting in capital inadequacy;

(ii) Significant exposure exists, un-
supported by adequate capital or risk
management processes, due to credit,
liquidity, market, fiduciary, oper-
ational, and similar types of risks;

(iii) A merger has been approved; or

(iv) An emergency exists because of a
natural disaster.

(2) When the OCCU Director deter-
mines that a different minimum cap-
ital ratio is necessary 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 ex-
planation of why the proposed capital
ratio is considered necessary or appro-
priate.

(3)(1) 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 Di-
rector 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 discre-
tion, the OCCU Director may extend
the time period for good cause.
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(ii) Failure to respond within 30 cal-
endar days or such other time period as
may be specified by the OCCU Director
shall constitute a waiver of any objec-
tions to any item in the notice. Failure
to address any item in a response shall
constitute a waiver of any objection 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 con-
cerning the corporate credit union,
whether a different minimum capital
ratio should be established for the cor-
porate credit union and, if so, the cap-
ital 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 cor-
porate credit union.

(f) Failure to maintain minimum capital
ratio requirement. When a corporate
credit union’s capital ratio falls below
the minimum required by paragraphs
(d) or (e) of this section, or appendix B
to this part, as applicable, operating
management of the corporate credit
union must notify its board of direc-
tors, supervisory committee, and the
OCCU Director within 10 calendar days.

(g) Capital restoration plan. (1) A cor-
porate credit union must submit a plan
to restore and maintain its capital
ratio at the minimum requirement
when either of the following conditions
exist:

(i) The capital ratio falls below the
minimum requirement and is not re-
stored 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 capital ratio falls below the
minimum  requirement for three
months in any 12-month period.

(2) The capital restoration plan must,
at a minimum, include the following:

(i) Reasons why the capital ratio fell
below the minimum requirement;

(i1) Descriptions of steps to be taken
to restore the capital ratio to the min-
imum requirement within specific time
frames;
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(iii) Actions to be taken to maintain
the capital ratio at the minimum re-
quired level and increase it thereafter;

(iv) Balance sheet and income projec-
tions, including assumptions, for the
current calendar year and one addi-
tional calendar year; and

(v) Certification from the board of di-
rectors that it will follow the proposed
plan if approved by the OCCU Director.

(3) The capital restoration plan must
be submitted to the OCCU Director
within 30 calendar days of the occur-
rence. The OCCU Director will respond
to the corporate credit union regarding
the adequacy of the plan within 45 cal-
endar 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 re-
store capital or restore capital within a
reasonable time; or the credit union
fails to implement 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 tak-
ing any action deemed necessary, in-
cluding but not limited to the fol-
lowing:

(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 ac-
counts or any or all classes of ac-
counts;

(E) Cease or limit lending or making
a particular type or category of loans;

(F) Cease or limit the purchase of
specified investments;

(G) Limit operational expenditures to
specified levels;

(H) Increase and maintain liquid as-
sets at specified levels; and

(I) Restrict or suspend expanded au-
thorities issued under appendix B of
this part.

(ii) Adhere to a previously submitted
plan to achieve adequate capitaliza-
tion.

(iii) Submit and adhere to a capital
plan acceptable to NCUA describing
the means and a time schedule by
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which the corporate credit union shall
achieve adequate capitalization.

(iv) Meet with NCUA.

(v) Take a combination of these ac-
tions.

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

(i) The notice will state:

(A) The reasons for the issuance of
the directive; and

(B) The proposed content of the di-
rective.

(ii) A corporate credit union must re-
spond in writing within 30 calendar
days of receipt of the notice stating
that it either concurs or disagrees with
the notice. If it disagrees with the no-
tice, it must state the reasons why the
directive should not be issued and/or
propose alternative contents for the di-
rective. 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 cor-
porate requires, and the corporate
credit union is notified of the short-
ened 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 can-
not or will not achieve adequate cap-
italization.

(iii) Failure to respond within 30 cal-
endar days, or another time period
specified in the notice, shall constitute
a waiver of any objections to the pro-
posed directive.

(4) After the closing date of the cor-
porate credit union’s response period,
or the receipt of the response, if ear-
lier, NCUA shall consider the response
and may seek additional information
or clarification. Based on the informa-
tion provided during the response pe-
riod, NCUA will determine whether or
not to issue a capital directive and, if
issued, the form it should take.

(6) Upon issuance, a capital directive
and a statement of the reasons for its
issuance will be delivered to the cor-
porate credit union. A directive is ef-
fective immediately upon receipt by
the corporate credit union, or upon
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such later date as may be specified
therein, and shall remain effective and
enforceable until it is stayed, modified,
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
corporate credit union may request re-
consideration of the terms of the direc-
tive. Requests that are not based on a
significant change in circumstances or
are repetitive or frivolous will not be
considered. Pending a decision on re-
consideration, the directive shall con-
tinue in full force and effect.

(1) Earnings retention requirement. A
corporate credit union must increase
retained earnings if the prior month-
end retained earnings ratio is less than
2 percent.

(1) Its retained earnings must in-
crease:

(i) During the current month, by an
amount equal to or greater than the
monthly earnings retention amount; or

(ii) During the current and prior two
months, by an amount equal to or
greater than the quarterly earnings re-
tention amount.

(2) Earnings retention amounts are
calculated as follows:

(i) The monthly earnings retention
amount is determined by multiplying
the earnings retention factor by the
prior month-end moving daily average
net assets; and

(ii) The quarterly earnings retention
amount is determined by multiplying
the earnings retention factor by mov-
ing daily average net assets for each of
the prior three month-ends.

(3) The earnings retention factor is
determined as follows:

(i) If the prior month-end retained
earnings ratio is less than 2 percent
and the core capital ratio is less than 3
percent, the earnings retention factor
is .15 percent per annum; or

(ii) If the prior month-end retained
earnings ratio is less than 2 percent
and the core capital ratio is equal to or
greater than 3 percent, the earnings re-
tention factor is .10 percent per annum.

(4) The OCCU Director may approve a
decrease to the earnings retention
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amount if it is determined a lesser
amount is necessary to avoid a signifi-
cant adverse impact upon a corporate
credit union.

(5) Operating management of the cor-
porate credit union must notify its
board of directors, supervisory com-
mittee, the OCCU Director and, if ap-
plicable, the state regulator within 10
calendar 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 percent by the next month
end, a retained earnings action plan is
required to be submitted within 30 cal-
endar days.

(6) The retained earnings action plan
must be submitted to the OCCU Direc-
tor and, if applicable, the state regu-
lator and, at a minimum, include the
following:

(i) Reasons why the dollar amount of
retained earnings has decreased;

(ii) Description of actions to be taken
to increase the dollar amount of re-
tained earnings within specific time
frames; and

(iii) Monthly balance sheet and in-
come projections, including assump-
tions, for the next 12-month period.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65652, 656659, Oct. 25, 2002]

EFFECTIVE DATE NOTE: At 75 FR 64829, Oct.
20, 2010, §704.3 was revised, effective Oct. 20,
2011. For the convenience of the user, the re-
vised text is set forth as follows:

§704.3 Corporate credit union capital.

(a) Capital requirements. (1) A corporate
credit union must maintain at all times:

(i) A leverage ratio of 4.0 percent or great-
er;

(ii) A Tier 1 risk-based capital ratio of 4.0
percent or greater; and

(iii) A total risk-based capital ratio of 8.0
percent or greater.

(2) To ensure it meets its capital require-
ments, a corporate credit union must de-
velop and ensure implementation of written
short- and long-term capital goals, objec-
tives, and strategies which provide for the
building of capital consistent with regu-
latory requirements, the maintenance of suf-
ficient capital to support the risk exposures
that may arise from current and projected
activities, and the periodic review and reas-
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sessment of the capital position of the cor-
porate credit union.

(3) Beginning with the first call report sub-
mitted on or after October 21, 2013, a cor-
porate credit union must calculate and re-
port to NCUA the ratio of its retained earn-
ings to its moving daily average net assets.
If this ratio is less than 0.45 percent, the cor-
porate credit union must, within 30 days,
submit a retained earnings accumulation
plan to the NCUA for NCUA’s approval. The
plan must contain a detailed explanation of
how the corporate credit union will accumu-
late earnings sufficient to meet all its future
minimum leverage ratio requirements, in-
cluding specific semiannual milestones for
accumulating retained earnings. In the case
of a state-chartered corporate credit union,
the NCUA will consult with the appropriate
state supervisory authority (SSA) before
making a determination to approve or dis-
approve the plan, and will provide the SSA a
copy of the completed plan. If the corporate
credit union fails to submit a plan accept-
able to NCUA, or fails to comply with any
element of a plan approved by NCUA, the
corporate will immediately be classified as
significantly undercapitalized or, if already
significantly undercapitalized, as critically
undercapitalized for purposes of prompt cor-
rective actions. The corporate credit union
will be subject to all the associated actions
under §704.4.

(b) Requirements for nonperpetual capital ac-
counts (NCAs)—(1) Form. NCA funds may be
in the form of a term certificate or a no-ma-
turity notice account.

(2) Disclosure. The terms and conditions of
a nonperpetual capital account must be dis-
closed to the recorded owner of the account
at the time the account is opened and at
least annually thereafter.

(i) The initial NCA disclosure 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; and

(ii) 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 all
entities with NCAs. The certification must
be maintained in the corporate credit
union’s files and be available for examiner
review.

(3) Five-year remaining maturity. When a
no-maturity NCA has been placed on notice,
or a term account has a remaining maturity
of less than five years, the corporate will re-
duce the amount of the account that can be
considered as nonperpetual capital by a con-
stant monthly amortization that ensures the
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 an
NCA being amortized, not just the remaining
non-amortized portion, is available to absorb
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losses in excess of the sum of retained earn-
ings and perpetual contributed capital until
the funds are released by the corporate cred-
it union at the time of maturity or the con-
clusion of the notice period.

(4) Release. Nonperpetual capital may not
be released due solely to the merger, charter
conversion, or liquidation of the account
holder. In the event of a merger, the capital
account transfers to the continuing entity.
In the event of a charter conversion, the cap-
ital account transfers to the new institution.
In the event of liquidation, the corporate
may release a member capital account to fa-
cilitate the payout of shares, but only with
the prior written approval of the NCUA.

(5) Redemption. A corporate credit union
may redeem NCAs prior to maturity or prior
to the end of the notice period only with the
prior approval of the NCUA and, for state
chartered corporate credit unions, the ap-
proval of the appropriate state regulator.

(6) Sale. A member may transfer its inter-
est in a nonperpetual capital account to an-
other member or to a nonmember (other
than a natural person). At least 14 days be-
fore consummating such a transfer, the
member must notify the corporate credit
union of the pending transfer. The corporate
credit union must, within 10 days of such no-
tice, provide the member and the potential
transferee all financial information about
the corporate credit union that is available
to the public or that the corporate credit
union has provided to its members, including
any call report data submitted by the cor-
porate credit union to NCUA but not yet
posted on NCUA’s Web site.

(7)) Merger. In the event of a merger of a
corporate credit union, nonperpetual capital
will transfer to the continuing corporate
credit union. The minimum five-year notice
period for withdrawal of no-maturity capital
remains in effect.

(c) Requirements for perpetual contributed
capital (PCC)—(1) Disclosure. The terms and
conditions of any perpetual contributed cap-
ital instrument must be disclosed to the re-
corded owner of the instrument at the time
the instrument is created and must be signed
by either all of the directors of the member
credit union or, if authorized by board reso-
lution, the chair and secretary of the board.

(2) Release. Perpetual contributed capital
may not be released due solely to the merg-
er, charter conversion or liquidation of a
member credit union. In the event of a merg-
er, the perpetual contributed capital trans-
fers to the continuing credit union. In the
event of a charter conversion, the perpetual
contributed capital transfers to the new in-
stitution. In the event of liquidation, the
perpetual contributed capital may be re-
leased to facilitate the payout of shares with
NCUA’s prior written approval.

(3) Callability. A corporate credit union
may call perpetual contributed capital in-
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struments only with the prior approval of
the NCUA and, for state chartered corporate
credit unions, the applicable state regulator.
Perpetual contributed capital accounts are
callable on a pro-rata basis across an
issuance class.

(4) Perpetual contributed capital. A cor-
porate credit union may issue perpetual con-
tributed capital to both members and non-
members.

(5) The holder of a PCC instrument may
transfer its interests in the instrument to
another member or to a nonmember (other
than a natural person). At least 14 days be-
fore consummating such a transfer, the
member must notify the corporate credit
union of the pending transfer. The corporate
credit union must, within 10 days of such no-
tice, provide the member and the potential
transferee all financial information about
the corporate credit union that is available
to the public or that the corporate credit
union has provided to its members, including
any call report data submitted by the cor-
porate credit union to NCUA but not yet
posted on NCUA’s Web site.

(6) A corporate credit union is permitted to
condition membership, services, or prices for
services on a member’s ownership of PCC,
provided the corporate credit union gives ex-
isting members at least six months written
notice of:

(i) The requirement to purchase PCC, in-
cluding specific amounts; and

(ii) The effects of a failure to purchase the
requisite PCC on the pricing of services or on
the member’s access to membership or serv-
ices.

(d) Individual minimum capital requirements.

(1) General. The rules and procedures speci-
fied in this paragraph apply to the establish-
ment of an individual minimum capital re-
quirement for a corporate credit union that
varies from any of the risk-based capital re-
quirement(s) or leverage ratio requirements
that would otherwise apply to the corporate
credit union under this part.

(2) Appropriate considerations for establishing
individual minimum capital requirements. Min-
imum capital levels higher than the risk-
based capital requirements or the leverage
ratio requirement under this part may be ap-
propriate for individual corporate credit
unions. The NCUA may establish increased
individual minimum capital requirements,
including modification of the minimum cap-
ital requirements related to being either sig-
nificantly and critically undercapitalized for
purposes of §704.4 of this part, upon a deter-
mination that the corporate credit union’s
capital is or may become inadequate in view
of the credit union’s circumstances. For ex-
ample, higher capital levels may be appro-
priate when NCUA determines that:

(i) A corporate credit union is receiving
special supervisory attention;
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(ii) A corporate credit union has or is ex-
pected to have losses resulting in capital in-
adequacy;

(iii) A corporate credit union has a high de-
gree of exposure to interest rate risk, pre-
payment risk, credit risk, concentration
risk, certain risks arising from nontradi-
tional activities or similar risks, or a high
proportion of off-balance sheet risk includ-
ing standby letters of credit;

(iv) A corporate credit union has poor li-
quidity or cash flow;

(v) A corporate credit union is growing, ei-
ther internally or through acquisitions, at
such a rate that supervisory problems are
presented that are not dealt with adequately
by other NCUA regulations or other guid-
ance;

(vi) A corporate credit union may be ad-
versely affected by the activities or condi-
tion of its CUSOs or other persons or entities
with which it has significant business rela-
tionships, including concentrations of credit;

(vii) A corporate credit union with a port-
folio reflecting weak credit quality or a sig-
nificant likelihood of financial loss, or has
loans or securities in nonperforming status
or on which borrowers fail to comply with
repayment terms;

(viii) A corporate credit union has inad-
equate underwriting policies, standards, or
procedures for its loans and investments;

(ix) A corporate credit union has failed to
properly plan for, or execute, necessary re-
tained earnings growth, or

(ix) A corporate credit union has a record
of operational losses that exceeds the aver-
age of other, similarly situated corporate
credit unions; has management deficiencies,
including failure to adequately monitor and
control financial and operating risks, par-
ticularly the risks presented by concentra-
tions of credit and nontraditional activities;
or has a poor record of supervisory compli-
ance.

(3) Standards for determination of appropriate
individual minimum capital requirements. The
appropriate minimum capital levels for an
individual corporate credit union cannot be
determined solely through the application of
a rigid mathematical formula or wholly ob-
jective criteria. The decision is necessarily
based, in part, on subjective judgment
grounded in agency expertise. The factors to
be considered in NCUA’s determination will
vary in each case and may include, for exam-
ple:

(i) The conditions or circumstances leading
to the determination that a higher minimum
capital requirement is appropriate or nec-
essary for the corporate credit union;

(ii) The exigency of those circumstances or
potential problems;

(iii) The overall condition, management
strength, and future prospects of the cor-
porate credit union and, if applicable, its
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subsidiaries,
ners;

(iv) The corporate credit union’s liquidity,
capital and other indicators of financial sta-
bility, particularly as compared with those
of similarly situated corporate credit unions;
and

(v) The policies and practices of the cor-
porate credit union’s directors, officers, and
senior management as well as the internal
control and internal audit systems for imple-
mentation of such adopted policies and prac-
tices.

(4) Procedures—(i) In the case of a state
chartered corporate credit union, NCUA will
consult with the appropriate state regulator
when considering imposing a new minimum
capital requirement.

(ii) When the NCUA determines that a min-
imum capital requirement is necessary or
appropriate for a particular corporate credit
union, it will notify the corporate credit
union in writing of its proposed individual
minimum capital requirement; the schedule
for compliance with the new requirement;
and the specific causes for determining that
the higher individual minimum capital re-
quirement is necessary or appropriate for the
corporate credit union. The NCUA shall for-
ward the notifying letter to the appropriate
state supervisory authority (SSA) if a state-
chartered corporate credit union would be
subject to an individual minimum capital re-
quirement.

(iii) The corporate credit union’s response
must include any information that the credit
union wants the NCUA to consider in decid-
ing whether to establish or to amend an indi-
vidual minimum capital requirement for the
corporate credit union, what the individual
capital requirement should be, and, if appli-
cable, what compliance schedule is appro-
priate for achieving the required capital
level. The responses of the corporate credit
union and SSA must be in writing and must
be delivered to the NCUA within 30 days
after the date on which the notification was
received. The NCUA may extend the time pe-
riod for good cause, and the time period for
response by the insured corporate credit
union may be shortened for good cause:

(A) When, in the opinion of the NCUA, the
condition of the corporate credit union so re-
quires, and the NCUA informs the corporate
credit union of the shortened response period
in the notice;

(B) With the consent of the corporate cred-
it union; or

(C) When the corporate credit union al-
ready has advised the NCUA that it cannot
or will not achieve its applicable minimum
capital requirement.

(iv) Failure by the corporate credit union
to respond within 30 days, or such other time
period as may be specified by the NCUA, may
constitute a waiver of any objections to the

affiliates, and business part-
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proposed individual minimum capital re-
quirement or to the schedule for complying
with it, unless the NCUA has provided an ex-
tension of the response period for good cause.

(v) After expiration of the response period,
the NCUA will decide whether or not the pro-
posed individual minimum capital require-
ment should be established for the corporate
credit union, or whether that proposed re-
quirement should be adopted in modified
form, based on a review of the corporate
credit union’s response and other relevant
information. The NCUA’s decision will ad-
dress comments received within the response
period from the corporate credit union and
the appropriate state supervisory authority
(SSA) (if a state-chartered corporate credit
union is involved) and will state the level of
capital required, the schedule for compliance
with this requirement, and any specific re-
medial action the corporate credit union
could take to eliminate the need for contin-
ued applicability of the individual minimum
capital requirement. The NCUA will provide
the corporate credit union and the appro-
priate SSA (if a state-chartered corporate
credit union is involved) with a written deci-
sion on the individual minimum capital re-
quirement, addressing the substantive com-
ments made by the corporate credit union
and setting forth the decision and the basis
for that decision. Upon receipt of this deci-
sion by the corporate credit union, the indi-
vidual minimum capital requirement be-
comes effective and binding upon the cor-
porate credit union. This decision represents
final agency action.

(vi) In lieu of the procedures established
above, a corporate credit union may request
an informal hearing. The corporate credit
union must make the request for a hearing
in writing, and NCUA must receive the re-
quest no later than 10 days following the
date of the notice described in paragraph
(d)(4)(ii) of this section. Upon receipt of the
request for hearing, NCUA will conduct an
informal hearing and render a decision using
the procedures described in paragraphs (d),
(e), and (f) of §747.3003 of this chapter.

(b) Failure to comply. Failure to satisfy any
individual minimum capital requirement, or
to meet any required incremental additions
to capital under a schedule for compliance
with such an individual minimum capital re-
quirement, will constitute a basis to take ac-
tion as described in §704.4.

(6) Change in circumstances. If, after a deci-
sion is made under paragraph (b)(3)(iv) of
this section, there is a change in the cir-
cumstances affecting the corporate credit
union’s capital adequacy or its ability to
reach its required minimum capital level by
the specified date, the NCUA may amend the
individual minimum capital requirement or
the corporate credit union’s schedule for
such compliance. The NCUA may decline to
consider a corporate credit union’s request
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for such changes that are not based on a sig-
nificant change in circumstances or that are
repetitive or frivolous. Pending the NCUA’s
reexamination of the original decision, that
original decision and any compliance sched-
ule established in that decision will continue
in full force and effect.

(e) Reservation of authority.

(1) Transactions for purposes of evasion. The
NCUA may disregard any transaction en-
tered into primarily for the purpose of reduc-
ing the minimum required amount of regu-
latory capital or otherwise evading the re-
quirements of this section.

(2) Period-end versus average figures. The
NCUA reserves the right to require a cor-
porate credit union to compute its capital
ratios on the basis of period-end assets rath-
er than average assets when the NCUA deter-
mines this requirement is appropriate to
carry out the purposes of this part.

(3) Reservation of authority. (i) Notwith-
standing the definitions of core and supple-
mentary capital in paragraph (d) of this sec-
tion, the NCUA may find that a particular
asset or core or supplementary capital com-
ponent has characteristics or terms that di-
minish its contribution to a corporate credit
union’s ability to absorb losses, and the
NCUA may require the discounting or deduc-
tion of such asset or component from the
computation of core, supplementary, or total
capital.

(ii) Notwithstanding appendixC to this
Part, the NCUA will look to the substance of
a transaction and may find that the assigned
risk-weight for any asset, or credit equiva-
lent amount or credit conversion factor for
any off-balance sheet item does not appro-
priately reflect the risks imposed on the cor-
porate credit union. The NCUA may require
the corporate credit union to apply another
risk-weight, credit equivalent amount, or
credit conversion factor that NCUA deems
appropriate.

(iii) If appendixC to this part does not spe-
cifically assign a risk-weight, credit equiva-
lent amount, or credit conversion factor to a
particular asset or activity of the corporate
credit union, the NCUA may assign any risk-
weight, credit equivalent amount, or credit
conversion factor that it deems appropriate.
In making this determination, NCUA will
consider the risks associated with the asset
or off-balance sheet item as well as other rel-
evant factors.

(4) Where practicable, the NCUA will con-
sult with the appropriate state regulator be-
fore taking any action under this paragraph
(e) that involves a state chartered corporate
credit union.

(5) Before taking any action under this
paragraph (e), NCUA will provide the cor-
porate credit union with written notice of
the intended action and the reasons for such
action. The corporate credit union will have

573



§704.4

seven days to provide the NCUA with a writ-
ten response, and the NCUA will consider the
response before taking the action. Upon the
timely request of the corporate credit union,
and for good cause, NCUA may extend the
seven day response period.

(f) Former capital accounts. This paragraph
addresses membership capital accounts
(MCAs) that qualified as corporate capital
prior to October 20, 2011 but which no longer
satisfy the definitions of capital because the
accounts have not been converted by the
member to nonperpetual capital accounts
(NCAs) or to perpetual contributed capital
(PCOC).

(1) For MCAs structured as adjustable bal-
ance accounts, the corporate will imme-
diately place the account on notice of with-
drawal if the member has not already done
so. The corporate will continue to adjust the
balance of the MCA account in accordance
with the original terms of the account until
the entire notice period has run and then re-
turn the remaining balance, less any losses,
to the member. Until the expiration of the
notice period the entire adjusted balance
will be available to cover losses at the cor-
porate credit union that exceed retained
earnings and PCC (excluding, if a corporate
credit union exercises the capital
prioritization option under part I of
appendixA to this Part, any PCC with pri-
ority under that option).

(2) For term MCAs, the corporate credit
union will return the balance of the MCA ac-
count to the member at the expiration of the
term. Until the expiration of term, the en-
tire account balance will be available to
cover losses that exceed retained earnings
and PCC (excluding, if a corporate credit
union exercises the capital prioritization op-
tion under part I of appendixA to this part,
any PCC with priority under that option).

(3) A corporate credit union may count a
portion of unconverted MCAs as Tier 2 cap-
ital. Beginning on the date of issuance (for
term MCAs) or the date of notice of with-
drawal (for other MCASs), the corporate may
count the entire account balance as Tier 2
capital, but will then reduce the amount of
the account that can be considered as Tier 2
capital by a constant monthly amortization
that ensures the capital is fully amortized
one year before the date of maturity or one
year before the end of the notice period. For
adjustable balance account MCAs where the
adjustment is determined based on some im-
permanent measure, such as shares on de-
posit with the corporate, the corporate cred-
it union may not treat any part of the ac-
count as capital.

(4) A corporate credit union must, on or be-
fore December 20, 2011, provide any members
that hold unconverted MCAs a one-time
written disclosure about the status of their
MCA accounts as described in this paragraph
(f).
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§704.4 Board responsibilities.

(a) General. A corporate credit
union’s board of directors must ap-
prove comprehensive written strategic
plans and policies, review them annu-
ally, and provide them upon request to
the auditors, supervisory committee,
and NCUA.

(b) Policies. A corporate credit
union’s policies must be commensurate
with the scope and complexity 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 ade-
quate cross-training are in place;

(3) GAAP is followed, except where
law or regulation has provided for a de-
parture from GAAP;

(4) Accurate balance sheets, income
statements, and internal risk assess-
ments (e.g., risk management measures
of liquidity, market, and credit risk as-
sociated 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-estab-
lished standards;

(6) Financial performance is evalu-
ated to ensure that the objectives of
the corporate credit union and the re-
sponsibilities 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 dedi-
cated to support major risk areas.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 656564, Oct. 25, 2002]

EFFECTIVE DATE NOTES: 1. At 75 FR 64836,
Oct. 20, 2010, §704.4 was redesignated to
704.13, effective Jan. 18, 2011.

2. At 75 FR 64836, Oct. 20, 2010, §704.4 was
added, effective Oct. 20, 2011. For the conven-
ience of the user, the added text is set forth
as follows:
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§704.4 Prompt corrective action.

(a) Purpose. The principal purpose of this
section is to define, for corporate credit
unions that are not adequately capitalized,
the capital measures and capital levels that
are used for determining appropriate super-
visory actions. This section establishes pro-
cedures for submission and review of capital
restoration plans and for issuance and review
of capital directives, orders, and other super-
visory directives.

(b) Scope. This section applies to corporate
credit unions, including officers, directors,
and employees.

(1) This section does not limit the author-
ity of NCUA in any way to take supervisory
actions to address unsafe or unsound prac-
tices, deficient capital levels, violations of
law, unsafe or unsound conditions, or other
practices. The NCUA may take action under
this section independently of, in conjunction
with, or in addition to any other enforce-
ment action available to the NCUA, includ-
ing issuance of cease and desist orders, ap-
proval or denial of applications or notices,
assessment of civil money penalties, or any
other actions authorized by law.

(2) Unless permitted by the NCUA or other-
wise required by law, no corporate credit
union may state in any advertisement or
promotional material its capital category
under this part or that the NCUA has as-
signed the corporate credit union to a par-
ticular category.

(3) Any group of credit unions applying for
a new corporate credit union charter will
submit, as part of the charter application, a
detailed draft plan for soliciting contributed
capital and building retained earnings. The
draft plan will include specific levels of con-
tributed capital and retained earnings and
the anticipated timeframes for achieving
those levels. The Board will review the draft
plan and modify it as necessary. If the Board
approves the plan, the Board will include any
necessary waivers of this section or part.

(c) Notice of capital category. (1) Effective
date of determination of capital category. A
corporate credit union will be deemed to be
within a given capital category as of the
most recent date:

(i) A 5310 Financial Report is required to be
filed with the NCUA;

(ii) A final NCUA report of examination is
delivered to the corporate credit union; or

(iii) Written notice is provided by the
NCUA to the corporate credit union that its
capital category has changed as provided in
paragraphs (¢)(2) or (d)(3) of this section.

(2) Adjustments to reported capital levels
and category—

(i) Notice of adjustment by corporate cred-
it union. A corporate credit union must pro-
vide the NCUA with written notice that an
adjustment to the corporate credit union’s
capital category may have occurred no later
than 15 calendar days following the date that
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any material event has occurred that would
cause the corporate credit union to be placed
in a lower capital category from the cat-
egory assigned to the corporate credit union
for purposes of this section on the basis of
the corporate credit union’s most recent call
report or report of examination.

(ii) Determination by the NCUA to change
capital category. After receiving notice pur-
suant to paragraph (c)(1) of this section, or
on its own initiative, the NCUA will deter-
mine whether to change the capital category
of the corporate credit union and will notify
the corporate credit union of the NCUA’s de-
termination.

(d) Capital measures and capital category
definitions. (1) Capital measures. For pur-
poses of this section, the relevant capital
measures are:

(i) The total risk-based capital ratio;

(ii) The Tier 1 risk-based capital ratio; and

(iii) The leverage ratio.

(2) Capital categories. For purposes of this
section, a corporate credit union is:

(i) Well capitalized if the corporate credit
union:

(A) Has a total risk-based capital ratio of
10.0 percent or greater; and

(B) Has a Tier 1 risk-based capital ratio of
6.0 percent or greater; and

(C) Has a leverage ratio of 5.0 percent or
greater; and

(D) Is not subject to any written agree-
ment, order, capital directive, or prompt cor-
rective action directive issued by NCUA to
meet and maintain a specific capital level
for any capital measure.

(ii) Adequately capitalized if the corporate
credit union:

(A) Has a total risk-based capital ratio of
8.0 percent or greater; and

(B) Has a Tier 1 risk-based capital ratio of
4.0 percent or greater; and

(C) Has:

(1) A leverage ratio of 4.0 percent or great-
er; and

(2) Does not meet the definition of a well
capitalized corporate credit union.

(iii) Undercapitalized if the corporate cred-
it union:

(A) Has a total risk-based capital ratio
that is less than 8.0 percent; or

(B) Has a Tier 1 risk-based capital ratio
that is less than 4.0 percent; or

(C) Has a leverage ratio that is less than
4.0 percent.

(iv) Significantly undercapitalized if the
corporate credit union has:

(A) A total risk-based capital ratio that is
less than 6.0 percent; or

(B) A Tier 1 risk-based capital ratio that is
less than 3.0 percent; or

(C) A leverage ratio that is less than 3.0
percent.

(v) Critically undercapitalized if the cor-
porate credit union has:
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(A) A total risk-based capital ratio that is
less than 4.0 percent; or

(B) A Tier 1 risk-based capital ratio that is
less than 2.0 percent; or

(C) A leverage ratio that is less than 2.0
percent.

(3) Reclassification based on supervisory
criteria other than capital. Notwithstanding
the elements of paragraph (d)(2) of this sec-
tion, the NCUA may reclassify a well cap-
italized corporate credit union as adequately
capitalized, and may require an adequately
capitalized or undercapitalized corporate
credit union to comply with certain manda-
tory or discretionary supervisory actions as
if the corporate credit union were in the next
lower capital category, in the following cir-
cumstances:

(i) Unsafe or unsound condition. The NCUA
has determined, after notice and opportunity
for hearing pursuant to paragraph (h)(1) of
this section, that the corporate credit union
is in an unsafe or unsound condition; or

(ii) Unsafe or unsound practice. The NCUA
has determined, after notice and an oppor-
tunity for hearing pursuant to paragraph
(h)(1) of this section, that the corporate cred-
it union received a less-than-satisfactory
rating (i.e., three or lower) for any rating
category (other than in a rating category
specifically addressing capital adequacy)
under the Corporate Risk Information Sys-
tem (CRIS) rating system and has not cor-
rected the conditions that served as the basis
for the less than satisfactory rating. Ratings
under this paragraph (d)(3)(ii) refer to the
most recent ratings (as determined either
on-site or off-site by the most recent exam-
ination) of which the corporate credit union
has been notified in writing.

(4) The NCUA may, for good cause, modify
any of the percentages in paragraph (d)(2) of
this section as described in §704.3(d).

(e) Capital restoration plans. (1) Schedule for
filing plan—

(i) In general. A corporate credit union
must file a written capital restoration plan
with the NCUA within 45 days of the date
that the corporate credit union receives no-
tice or is deemed to have notice that the cor-
porate credit union is undercapitalized, sig-
nificantly undercapitalized, or critically
undercapitalized, unless the NCUA notifies
the corporate credit union in writing that
the plan is to be filed within a different pe-
riod. An adequately capitalized corporate
credit union that has been required pursuant
to paragraph (d)(3) of this section to comply
with supervisory actions as if the corporate
credit union were undercapitalized is not re-
quired to submit a capital restoration plan
solely by virtue of the reclassification.

(ii) Additional capital restoration plans.
Notwithstanding paragraph (e)(1)(i) of this
section, a corporate credit union that has al-
ready submitted and is operating under a
capital restoration plan approved under this
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section is not required to submit an addi-
tional capital restoration plan based on a re-
vised calculation of its capital measures or a
reclassification of the institution under
paragraph (d)(3) of this section unless the
NCUA notifies the corporate credit union
that it must submit a new or revised capital
plan. A corporate credit union that is noti-
fied that it must submit a new or revised
capital restoration plan must file the plan in
writing with the NCUA within 45 days of re-
ceiving such notice, unless the NCUA noti-
fies the corporate credit union in writing
that the plan is to be filed within a different
period.

(2) Contents of plan. All financial data sub-
mitted in connection with a capital restora-
tion plan must be prepared in accordance
with the instructions provided on the call re-
port, unless the NCUA instructs otherwise.
The capital restoration plan must include all
of the information required to be filed under
paragraph (k)(2)(ii) of this section. A cor-
porate credit union required to submit a cap-
ital restoration plan as the result of a reclas-
sification of the corporate credit union pur-
suant to paragraph (d)(3) of this section must
include a description of the steps the cor-
porate credit union will take to correct the
unsafe or unsound condition or practice.

(3) Failure to submit a capital restoration
plan. A corporate credit union that is under-
capitalized and that fails to submit a written
capital restoration plan within the period
provided in this section will, upon the expi-
ration of that period, be subject to all of the
provisions of this section applicable to sig-
nificantly undercapitalized credit unions.

(4) Review of capital restoration plans.
Within 60 days after receiving a capital res-
toration plan under this section, the NCUA
will provide written notice to the corporate
credit union of whether it has approved the
plan. The NCUA may extend this time pe-
riod.

(5) Disapproval of capital plan. If the
NCUA does not approve a capital restoration
plan, the corporate credit union must submit
a revised capital restoration plan, when di-
rected to do so, within the time specified by
the NCUA. An undercapitalized corporate
credit union is subject to the provisions ap-
plicable to significantly undercapitalized
credit unions until it has submitted, and
NCUA has approved, a capital restoration
plan. If the NCUA directs that the corporate
submit a revised plan, it must do so in time
frame specified by the NCUA.

(6) Failure to implement a capital restora-
tion plan. Any undercapitalized corporate
credit union that fails in any material re-
spect to implement a capital restoration
plan will be subject to all of the provisions of
this section applicable to significantly
undercapitalized institutions.
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(7) Amendment of capital plan. A corporate
credit union that has filed an approved cap-
ital restoration plan may, after prior written
notice to and approval by the NCUA, amend
the plan to reflect a change in circumstance.
Until such time as NCUA has approved a pro-
posed amendment, the corporate credit
union must implement the capital restora-
tion plan as approved prior to the proposed
amendment.

(f) Mandatory and discretionary supervisory
actions. (1) Mandatory supervisory actions.—

(i) Provisions applicable to all corporate
credit unions. All corporate credit unions are
subject to the restrictions contained in para-
graph (k)(1) of this section on capital dis-
tributions.

(ii) Provisions applicable to undercapital-
ized, significantly undercapitalized, and
critically undercapitalized corporate credit
unions. Immediately upon receiving notice
or being deemed to have notice, as provided
in paragraph (c) or (e) of this section, that
the corporate credit union is undercapital-
ized, significantly undercapitalized, or criti-
cally undercapitalized, the corporate credit
union will be subject to the following provi-
sions of paragraph (k) of this section:

(A) Restricting capital distributions (para-
graph (k)(1));

(B) NCUA monitoring of the condition of
the corporate credit wunion (paragraph
(&)(2)(1));

(C) Requiring submission of a capital res-
toration plan (paragraph (k)(2)(ii));

(D) Restricting the growth of the corporate
credit union’s assets (paragraph (k)(2)(iii));
and

(E) Requiring prior approval of certain ex-
pansion proposals (paragraph (K)(2)(iv)).

(iii) Additional provisions applicable to
significantly undercapitalized, and critically
undercapitalized corporate credit unions. In
addition to the mandatory requirements de-
scribed in paragraph (f)(1) of this section, im-
mediately upon receiving notice or being
deemed to have notice that the corporate
credit union is significantly undercapital-
ized, or critically undercapitalized, or that
the corporate credit union is subject to the
provisions applicable to corporate credit
unions that are significantly undercapital-
ized because the credit union failed to sub-
mit or implement in any material respect an
acceptable capital restoration plan, the cor-
porate credit union will become subject to
the provisions of paragraph (k)(3)(iii) of this
section that restrict compensation paid to
senior executive officers of the institution.

(iv) Additional provisions applicable to
critically undercapitalized corporate credit
unions. In addition to the provisions de-
scribed in paragraphs (f)(1)(ii) and (£)(1)(iii)
of this section, immediately upon receiving
notice or being deemed to have notice that
the corporate credit union is critically
undercapitalized, the corporate credit union
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will become subject to these additional pro-
visions of paragraph (k) of this section:

(A) Restricting the activities of the cor-
porate credit union ((k)(56)(1)); and

(B) Restricting payments on subordinated
debt of the corporate credit union ((k)(5)(ii)).

(2) Discretionary supervisory actions.

(i) All PCA actions listed in paragraph (k)
of this section that are not discussed in para-
graph (f)(1) of this section are discretionary.

(ii) All discretionary actions available to
NCUA in the case of an undercapitalized cor-
porate credit union are available to NCUA in
the case of a significantly undercapitalized
credit union. All discretionary actions avail-
able to NCUA in the case of an undercapital-
ized corporate credit union or a significantly
undercapitalized corporate credit union are
available to NCUA in the case of a critically
undercapitalized corporate credit union.

(iii) In taking any discretionary PCA ac-
tions with a corporate credit union that is
deemed to be undercapitalized, significantly
undercapitalized or critically undercapital-
ized, or has been reclassified as undercapital-
ized, or significantly undercapitalized; or an
action in connection with an officer or direc-
tor of such corporate credit union; the NCUA
will follow the procedures for issuing direc-
tives under paragraphs (g) and (i) of this sec-
tion.

(iv) NCUA will consult and seek to work
cooperatively with the appropriate state su-
pervisory authority (SSA) before taking any
discretionary supervisory action with re-
spect to a state-chartered corporate credit
union; will provide notice of its decision to
the SSA; and will allow the appropriate SSA
an opportunity to take the proposed action
independently or jointly with NCUA.

(g) Directives to take prompt corrective action.
The NCUA will provide an undercapitalized,
significantly undercapitalized, or critically
undercapitalized corporate credit union prior
written notice of the NCUA’s intention to
issue a directive requiring such corporate
credit union to take actions or to follow pro-
scriptions described in this part. Section
747.3002 of this chapter prescribes the notice
content and associated process.

(h) Procedures for reclassifying a corporate
credit union based on criteria other than cap-
ital. When the NCUA intends to reclassify a
corporate credit union or subject it to the
supervisory actions applicable to the next
lower capitalization category based on an
unsafe or unsound condition or practice, the
NCUA will provide the credit union with
prior written notice of such intent. Section
747.3003 of this chapter prescribes the notice
content and associated process.

(1) Order to dismiss a Director or senior erecu-
tive officer. When the NCUA issues and serves
a directive on a corporate credit union re-
quiring it to dismiss from office any director
or senior executive officer under paragraphs
(k)(3) of this section, the NCUA will also
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serve upon the person the corporate credit
union is directed to dismiss (Respondent) a
copy of the directive (or the relevant por-
tions, where appropriate) and notice of the
Respondent’s right to seek reinstatement.
Section 747.3004 of this chapter prescribes the
content of the notice of right to seek rein-
statement and the associated process.

(j) Enforcement of directives. Section 747.3005
of this chapter prescribes the process for en-
forcement of directives.

(k) Remedial actions towards undercapital-
ized, significantly undercapitalized, and criti-
cally undercapitalized corporate credit unions.
(1) Provision applicable to all corporate cred-
it unions. A corporate credit union is prohib-
ited from making any capital distribution,
including payment of dividends on perpetual
and nonperpetual capital accounts, if, after
making the distribution, the credit union
would be undercapitalized.

(2) Provisions applicable to undercapital-
ized corporate credit unions.

(i) Monitoring required. The NCUA will—

(A) Closely monitor the condition of any
undercapitalized corporate credit union;

(B) Closely monitor compliance with cap-
ital restoration plans, restrictions, and re-
quirements imposed under this section; and

(C) Periodically review the plan, restric-
tions, and requirements applicable to any
undercapitalized corporate credit union to
determine whether the plan, restrictions,
and requirements are achieving the purpose
of this section.

(ii) Capital restoration plan required.

(A) Any undercapitalized corporate credit
union must submit an acceptable capital res-
toration plan to the NCUA.

(B) The capital restoration plan will—

(1) Specify—

(i) The steps the corporate credit union
will take to become adequately capitalized;

(ii) The levels of capital to be attained dur-
ing each year in which the plan will be in ef-
fect;

(iii) How the corporate credit union will
comply with the restrictions or requirements
then in effect under this section; and

(iv) The types and levels of activities in
which the corporate credit union will en-
gage; and

(2) Contain such other information as the
NCUA may require.

(C) The NCUA will not accept a capital res-
toration plan unless the NCUA determines
that the plan—

(1) Complies with paragraph (k)(2)(ii)(B) of
this section;

(2) Is based on realistic assumptions, and is
likely to succeed in restoring the corporate
credit union’s capital; and

(3) Would not appreciably increase the risk
(including credit risk, interest-rate risk, and
other types of risk) to which the corporate
credit union is exposed.
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(iii) Asset growth restricted. An under-
capitalized corporate credit union must not
permit its daily average net assets during
any calendar month to exceed its moving
daily average net assets unless—

(A) The NCUA has accepted the corporate
credit union’s capital restoration plan; and

(B) Any increase in total assets is con-
sistent with the plan.

(iv) Prior approval required for acquisi-
tions, branching, and new lines of business.
An undercapitalized corporate credit union
must not, directly or indirectly, acquire any
interest in any entity, establish or acquire
any additional branch office, or engage in
any new line of business unless the NCUA
has accepted the corporate credit union’s
capital restoration plan, the corporate credit
union is implementing the plan, and the
NCUA determines that the proposed action is
consistent with and will further the achieve-
ment of the plan.

(3) Provisions applicable to significantly
undercapitalized corporate credit unions and
undercapitalized corporate credit unions
that fail to submit and implement capital
restoration plans.

(i) In general. This paragraph applies with
respect to any corporate credit union that—

(A) Is significantly undercapitalized; or

(B) Is undercapitalized and—

(1) Fails to submit an acceptable capital
restoration plan within the time allowed by
the NCUA under paragraph (e)(1) of this sec-
tion; or

(2) Fails in any material respect to imple-
ment a plan accepted by the NCUA.

(ii) Specific actions authorized. The NCUA
may take one or more of the following ac-
tions:

(A) Requiring recapitalization.

(I) Requiring the corporate credit union to
seek and obtain additional contributed cap-
ital.

(2) Requiring the corporate credit union to
increase its rate of earnings retention.

(3) Requiring the corporate credit union to
combine, in whole or part, with another in-
sured depository institution, if one or more
grounds exist under this section or the Fed-
eral Credit Union Act for appointing a con-
servator or liquidating agent.

(B) Restricting any ongoing or future
transactions with affiliates.

(C) Restricting interest rates paid.

(1) In general. Restricting the rates of divi-
dends and interest that the corporate credit
union pays on shares and deposits to the pre-
vailing rates on shares and deposits of com-
parable amounts and maturities in the re-
gion where the institution is located, as de-
termined by the NCUA.

(2) Retroactive restrictions prohibited.
Paragraph (k)(3)(ii)(c) of this section does
not authorize the NCUA to restrict interest
rates paid on time deposits or shares made
before (and not renewed or renegotiated
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after) the date the NCUA announced this re-
striction.

(D) Restricting asset growth. Restricting
the corporate credit union’s asset growth
more stringently than in paragraph (k)(2)(iii)
of this section, or requiring the corporate
credit union to reduce its total assets.

(E) Restricting activities. Requiring the
corporate credit union or any of its CUSOs
to alter, reduce, or terminate any activity
that the NCUA determines poses excessive
risk to the corporate credit union.

(F) Improving management. Doing one or
more of the following:

(I) New election of directors. Ordering a
new election for the corporate credit union’s
board of directors.

(2) Dismissing directors or senior executive
officers. Requiring the corporate credit
union to dismiss from office any director or
senior executive officer who had held office
for more than 180 days immediately before
the corporate credit union became under-
capitalized.

(3) Employing qualified senior executive
officers. Requiring the corporate credit
union to employ qualified senior executive
officers (who, if the NCUA so specifies, will
be subject to approval by the NCUA).

(G) Requiring divestiture. Requiring the
corporate credit union to divest itself of or
liquidate any interest in any entity if the
NCUA determines that the entity is in dan-
ger of becoming insolvent or otherwise poses
a significant risk to the corporate credit
union;

(H) Comnserve or liquidate the corporate
credit union if NCUA determines the credit
union has no reasonable prospect of becom-
ing adequately capitalized; and

(I) Requiring other action. Requiring the
corporate credit union to take any other ac-
tion that the NCUA determines will better
carry out the purpose of this section than
any of the actions described in this para-
graph.

(iii) Senior executive officers’ compensa-
tion restricted.

(A) In general. The corporate credit union
is prohibited from doing any of the following
without the prior written approval of the
NCUA:

(1) Pay any bonus or profit-sharing to any
senior executive officer.

(2) Provide compensation to any senior ex-
ecutive officer at a rate exceeding that offi-
cer’s average rate of compensation (exclud-
ing bonuses and profit-sharing) during the 12
calendar months preceding the calendar
month in which the corporate credit union
became undercapitalized.

(B) Failing to submit plan. The NCUA will
not grant approval with respect to a cor-
porate credit union that has failed to submit
an acceptable capital restoration plan.

(iv) Discretion to impose certain addi-
tional restrictions. The NCUA may impose
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one or more of the restrictions prescribed by
regulation under paragraph (k)(5) of this sec-
tion if the NCUA determines that those re-
strictions are necessary to carry out the pur-
pose of this section.

(4) More stringent treatment based on
other supervisory criteria.

(i) In general. If the NCUA determines,
after notice and an opportunity for hearing
as described in subpart M of part 747 of this
chapter, that a corporate credit union is in
an unsafe or unsound condition or deems the
corporate credit union to be engaging in an
unsafe or unsound practice, the NCUA may—

(A) If the corporate credit union is well
capitalized, reclassify the corporate credit
union as adequately capitalized;

(B) If the corporate credit union is ade-
quately capitalized (but not well capital-
ized), require the corporate credit union to
comply with one or more provisions of para-
graphs (k)(1) and (k)(2) of this section, as if
the corporate credit union were under-
capitalized; or

(C) If the corporate credit union is under-
capitalized, take any one or more actions au-
thorized under paragraph (k)(3)(ii) of this
section as if the corporate credit union were
significantly undercapitalized.

(ii) Contents of plan. Any plan required
under paragraph (k)(4)(i) of this section will
specify the steps that the corporate credit
union will take to correct the unsafe or un-
sound condition or practice. Capital restora-
tion plans, however, will not be required
under paragraph (k)(4)(i)(B) of this section.

(5) Provisions applicable to critically
undercapitalized corporate credit unions.

(i) Activities restricted. Any critically
undercapitalized corporate credit union
must comply with restrictions prescribed by
the NCUA under paragraph (k)(6) of this sec-
tion.

(ii) Payments on contributed capital and
subordinated debt prohibited. A critically
undercapitalized corporate credit union
must not, beginning no later than 60 days
after becoming critically undercapitalized,
make any payment of dividends on contrib-
uted capital or any payment of principal or
interest on the corporate credit union’s sub-
ordinated debt unless the NCUA determines
that an exception would further the purpose
of this section. Interest, although not pay-
able, may continue to accrue under the
terms of any subordinated debt to the extent
otherwise permitted by law. Dividends on
contributed capital do not, however, con-
tinue to accrue.

(iii) Conservatorship, liquidation, or other
action. The NCUA may, at any time, con-
serve or liquidate any critically under-
capitalized corporate credit union or require
the credit union to combine, in whole or
part, with another institution. NCUA will
consider, not later than 90 days after a cor-
porate credit union becomes critically
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undercapitalized, whether NCUA should lig-
uidate, conserve, or combine the institution.

(6) Restricting activities of critically
undercapitalized corporate credit unions. To
carry out the purpose of this section, the
NCUA will, by order—

(i) Restrict the activities of any critically
undercapitalized corporate credit union; and

(ii) At a minimum, prohibit any such cor-
porate credit union from doing any of the
following without the NCUA’s prior written
approval:

(A) Entering into any material transaction
other than in the usual course of business,
including any investment, expansion, acqui-
sition, sale of assets, or other similar action.

(B) Extending credit for any transaction
NCUA determines to be highly leveraged.

(C) Amending the corporate credit union’s
charter or bylaws, except to the extent nec-
essary to carry out any other requirement of
any law, regulation, or order.

(D) Making any material change in ac-
counting methods.

(E) Paying compensation or bonuses NCUA
determines to be excessive.

(F) Paying interest on new or renewed li-
abilities at a rate that would increase the
corporate credit union’s weighted average
cost of funds to a level significantly exceed-
ing the prevailing rates of interest on in-
sured deposits in the corporate credit union’s
normal market areas.

§704.5 Investments.

(a) Policies. A corporate credit union
must operate according to an invest-
ment policy that is consistent with its
other risk management policies, in-
cluding, but not limited to, those re-
lated to credit risk management, asset
and liability management, and liquid-
ity management. The policy must ad-
dress, at a minimum:

(1) Appropriate tests and criteria for
evaluating investments and investment
transactions before purchase; and

(2) Reasonable and supportable con-
centration 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 restrictions set forth
in §704.6.

(c) Authorized activities. A corporate
credit union may invest in:

(1) Securities, deposits, and obliga-
tions 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 provided in this sec-
tion;
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(2) Deposits in, the sale of federal
funds to, and debt obligations of cor-
porate credit unions, Section 107(8) in-
stitutions, and state banks, trust com-
panies, and mutual savings banks not
domiciled in the state in which the cor-
porate credit union does business;

(3) Corporate CUSOs, as defined in
and subject to the limitations of
§704.11;

(4) Marketable debt obligations of
corporations 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
securities.

(d) Repurchase agreements. A cor-
porate credit union may enter into a
repurchase agreement provided that:

(1) The corporate credit union, di-
rectly or through its agent, receives
written confirmation of the trans-
action, and either takes physical pos-
session or control of the repurchase se-
curities or is recorded as owner of the
repurchase securities through the Fed-
eral Reserve Book-Entry Securities
Transfer System;

(2) The repurchase securities are
legal investments for that corporate
credit union;

(3) The corporate credit union, di-
rectly or through its agent, receives
daily assessment of the market value
of the repurchase securities and main-
tains adequate margin that reflects a
risk assessment of the repurchase secu-
rities and the term of the transaction;
and

(4) The corporate credit union has en-
tered into signed contracts with all ap-
proved counterparties and agents, and
ensures compliance with the contracts.
Such contracts must address any sup-
plemental terms and conditions nec-
essary to meet the specific require-
ments of this part. Third party ar-
rangements must be supported by tri-
party contracts in which the repur-
chase securities are priced and reported
daily and the tri-party agent ensures
compliance.

(e) Securities lending. A corporate
credit union may enter into a securi-
ties lending transaction provided that:

(1) The corporate credit union, di-
rectly or through its agent, receives
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written confirmation of the loan, ob-
tains a first priority security interest
in the collateral by taking physical
possession or control of the collateral,
or is recorded as owner of the collat-
eral through the Federal Reserve Book-
Entry Securities Transfer System;

(2) The collateral is a legal invest-
ment for that corporate credit union;

(3) The corporate credit union, di-
rectly or through its agent, receives
daily assessment of the market value
of collateral and maintains adequate
margin that reflects a risk assessment
of the collateral and terms of the loan;
and

(4) The corporate credit union has en-
tered 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 invest-
ment company registered with the Se-
curities and Exchange Commission
under the Investment Company Act of
1940 (15 U.S.C. 80a), provided that the
prospectus of the company restricts
the investment portfolio to invest-
ments 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 agree-
ment to purchase or sell an instru-
ment, with settlement later than reg-
ular way, provided that:

(1) Delivery and acceptance are man-
datory;

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

(3) If the corporate credit union is
the purchaser, 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 prohibited from:

(1) Purchasing or selling derivatives,
except for embedded options not re-
quired under GAAP to be accounted for
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separately from the host contract or
forward sales commitments on loans to
be purchased by the corporate credit
union;

(2) Engaging in trading securities un-
less accounted for on a trade date
basis;

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

(4) Purchasing mortgage servicing
rights, small business related securi-
ties, residual interests in collateralized
mortgage obligations, residual inter-
ests in real estate mortgage invest-
ment conduits, or residual interests in
asset-backed securities; and

(5) Purchasing stripped mortgage
backed securities (SMBS), or securities
that represent interests in SMBS, ex-
cept as described in subparagraphs (i)
and (iii) below.

(i) A corporate credit union may in-
vest in exchangeable collateralized
mortgage obligations (exchangeable
CMOs) representing beneficial owner-
ship interests in one or more interest-
only classes of a CMO (I0 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 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;

(B) The offering circular or other of-
ficial 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 under-
lying non-IO CMOs, and that the prin-
cipal on each underlying PO CMO
should decline at the same rate as the
principal, or notional principal, on one
or more of the underlying non-PO
CMOs; and

(C) The credit union investment staff
has the expertise dealing with ex-
changeable CMOs to apply the condi-
tions in paragraphs (h)(5)(i)(A) and (B)
of this section.

(ii) A corporate credit union that in-
vests in an exchangeable CMO may ex-
ercise the exchange option only if all of
the underlying CMOs are permissible
investments for that credit union.
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(iii) A corporate credit union may ac-
cept an exchangeable CMO rep-
resenting beneficial ownership inter-
ests in one or more IO CMOs or PO
CMOs as an asset associated with an
investment 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)(1)(A) or (B) of this section.

(i) Conflicts of interest. A corporate
credit union’s officials, employees, and
immediate family members of such in-
dividuals, may not receive pecuniary
consideration in connection with the
making of an investment or deposit by
the corporate credit union. Employee
compensation is exempt from this pro-
hibition. All transactions not specifi-
cally 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 invest-
ment is governed by the regulation in
effect at the time of purchase. How-
ever, all grandfathered investments are
subject to the requirements of §§704.8
and 704.9.

[62 FR 12938, Mar. 19, 1997, as amended at 63
FR 24105, May 1, 1998; 67 FR 65654, Oct. 25,
2002; 69 FR 39832, July 1, 2004; 75 FR 34620,
June 18, 2010]

EFFECTIVE DATE NOTE: At 75 FR 64839, Oct.
20, 2010, §704.5 was revised, effective Jan. 18,
2011. For the convenience of the user, the re-
vised text is set forth as follows:

§704.5.

(a) Policies. A corporate credit union must
operate according to an investment policy
that is consistent with its other risk man-
agement policies, including, but not limited
to, those related to credit risk management,
asset and liability management, and liquid-
ity management. The policy must address, at
a minimum:

(1) Appropriate tests and criteria for evalu-
ating investments and investment trans-
actions 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 restrictions set forth in §704.6.

(c) Authoriced activities. A corporate credit
union may invest in:

Investments.
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(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;

(3) Corporate CUSOs, as defined in and sub-
ject 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 secu-
rities.

(d) Repurchase agreements. A corporate
credit union may enter into a repurchase
agreement provided that:

(1) The corporate credit union, directly or
through its agent, receives written confirma-
tion of the transaction, and either takes
physical possession or control of the repur-
chase securities or is recorded as owner of
the repurchase securities through the Fed-
eral Reserve Book-Entry Securities Transfer
System;

(2) The repurchase securities are legal in-
vestments for that corporate credit union;

(3) The corporate credit union, directly or
through its agent, receives daily assessment
of the market value of the repurchase securi-
ties and maintains adequate margin that re-
flects a risk assessment of the repurchase se-
curities 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 com-
pliance with the contracts. Such contracts
must address any supplemental terms and
conditions necessary to meet the specific re-
quirements of this part. Third party arrange-
ments must be supported by tri-party con-
tracts in which the repurchase securities are
priced and reported daily and the tri-party
agent ensures compliance; 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 confirma-
tion of the loan, obtains a first priority secu-
rity interest in the collateral by taking
physical possession or control of the collat-
eral, or is recorded as owner of the collateral
through the Federal Reserve Book-Entry Se-
curities 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 main-
tains adequate margin that reflects a risk
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assessment of the collateral and terms of the
loan; and

(4) The corporate credit union has entered
into signed contracts with all agents and, di-
rectly or through its agent, has executed a
written loan and security agreement with
the borrower. The corporate or its agent en-
sures compliance with the agreements.

(f) Investment companies. A corporate credit
union may invest in an investment company
registered with the Securities and Exchange
Commission under the Investment Company
Act of 1940 (15 U.S.C. 80a), or a collective in-
vestment fund maintained by a national
bank under 12 CFR 9.18 or a mutual savings
bank under 12 CFR 550.260, provided that the
company or fund prospectus restricts the in-
vestment portfolio to investments and in-
vestment transactions that are permissible
for that corporate credit union.

(g) Investment settlement. A corporate credit
union may only contract for the purchase or
sale of an investment if the transaction is
settled on a delivery versus payment basis
within 60 days for mortgage-backed securi-
ties, within 30 days for new issues (other
than mortgage-backed securities), and with-
in three days for all other securities.

(h) Prohibitions. A corporate credit union is
prohibited from:

(1) Purchasing or selling derivatives, ex-
cept for embedded options not required under
GAAP to be accounted for separately from
the host contract or forward sales commit-
ments on loans to be purchased by the cor-
porate credit union;

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

(3) Engaging in adjusted trading or short
sales;

(4) Purchasing mortgage servicing rights,
small business related securities, residual in-
terests in collateralized mortgage obliga-
tions, residual interests in real estate mort-
gage investment conduits, or residual inter-
ests in asset-backed securities;

(5) Purchasing net interest margin securi-
ties;

(6) Purchasing collateralized debt obliga-
tions;

(7) Purchasing private label residential
mortgage-backed securities;

(8) Purchasing subordinated securities; and

(9) Purchasing stripped mortgage-backed
securities (SMBS), or securities that rep-
resent interests in SMBS, except as de-
scribed in subparagraphs (i) and (iii) below.

(i) A corporate credit union may invest in
exchangeable collateralized mortgage obliga-
tions (exchangeable CMOs) representing ben-
eficial ownership interests in one or more in-
terest-only classes of a CMO (I0 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
balance is between .8 and 1.2, meaning that
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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 pur-
chase 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-IO CMOs, and
that the principal on each underlying PO
CMO should decline at the same rate as the
principal, or notional principal, 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.

(ii) 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
investment repurchase transaction or as col-
lateral 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)(1)(A) or (B) of this section.

(i) Conflicts of interest. A corporate credit
union’s officials, employees, and immediate
family members of such individuals, may not
receive pecuniary consideration in connec-
tion with the making of an investment or de-
posit by the corporate credit union. Em-
ployee compensation is exempt from this
prohibition. All transactions not specifically
prohibited by this paragraph must be con-
ducted at arm’s length and in the interest of
the corporate credit union.

(j) 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 subject to the requirements
of §§704.8 and 704.9.

§704.6 Credit risk management.

(a) Policies. A corporate credit union
must operate according to a credit risk
management policy that is commensu-
rate with the investment risks and ac-
tivities it undertakes. The policy must
address at a minimum:

(1) The approval process associated
with credit limits;

(2) Due diligence analysis require-
ments;

(3) Maximum credit limits with each
obligor and transaction counterparty,
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set as a percentage of capital. In addi-
tion to addressing deposits and securi-
ties, limits with transaction counter-
parties must address aggregate expo-
sures of all transactions including, but
not limited to, repurchase agreements,
securities lending, and forward settle-
ment of purchases or sales of invest-
ments; and

(4) Concentrations of credit risk (e.g.,
originator of receivables, insurer, in-
dustry type, sector type, and geo-
graphic).

(b) Exemption. The requirements of
this section do not apply to invest-
ments that are issued or fully guaran-
teed as to principal and interest by the
U.S. government or its agencies or en-
terprises (excluding subordinated debt)
or are fully insured (including accumu-
lated interest) by the NCUSIF or Fed-
eral 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, which-
ever is greater.

(2) Exceptions. Exceptions to the gen-
eral rule are:

(i) Aggregate investments in repur-
chase and securities lending agree-
ments with any one counterparty are
limited to 200 percent of capital;

(ii) Investments in corporate CUSOs
are subject to the limitations of
§704.11; and

(iii) Aggregate investments in cor-
porate 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 be-
cause of a subsequent reduction in cap-
ital will be deemed nonconforming. A
corporate credit union is required to
exercise reasonable efforts to bring
nonconforming investments into con-
formity within 90 calendar days. In-
vestments that remain nonconforming
for 90 calendar days will be deemed to
fail a requirement of this section and
the corporate credit union will have to
comply with §704.10.

(d) Credit ratings. (1) All investments,
other than in a corporate credit union
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or CUSO, must have an applicable cred-
it rating from at least one nationally
recognized statistical rating organiza-
tion (NRSRO).

(2) At the time of purchase, invest-
ments with long-term ratings must be
rated no lower than AA- (or equiva-
lent) 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 re-
lied upon to meet the requirements of
this part at the time of purchase, the
board or an appropriate committee
must place on the §704.6(e)(1) invest-
ment watch list any investment for
which a rating is downgraded below the
minimum rating requirements of this
part.

(5) Investments are subject to the re-
quirements 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 requirements of this
part; or

(ii) 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 appro-
priate committee must receive an in-
vestment watch list of existing and/or
potential credit problems and summary
credit exposure reports, which dem-
onstrate compliance with the corporate
credit union’s risk management poli-
cies.

(2) At a minimum, the corporate
credit union must maintain:

(i) A justification for each approved
credit limit;

(ii) Disclosure documents, if any, for
all instruments held in portfolio. Docu-
ments for an instrument that has been
sold must be retained until completion
of the next NCUA examination; and

584



National Credit Union Administration

(iii) The latest available financial re-
ports, industry analyses, internal and
external analyst evaluations, and rat-
ing agency information sufficient to
support each approved credit limit.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65654, Oct. 25, 2002]

EFFECTIVE DATE NOTES: 1. At 756 FR 64841,
Oct. 20, 2010, §704.6 was revised, effective Jan.
18, 2011. For the convenience of the user, the
revised text is set forth as follows:

§704.6. Credit risk management.

(a) Policies. A corporate credit union must
operate according to a credit risk manage-
ment policy that is commensurate with the
investment risks and activities it under-
takes. The policy must address at a min-
imum:

(1) The approval process associated with
credit limits;

(2) Due diligence analysis requirements;

(3) Maximum credit limits with each obli-
gor and transaction counterparty, set as a
percentage of capital. In addition to address-
ing deposits and securities, limits with
transaction counterparties must address ag-
gregate exposures of all transactions includ-
ing, but not limited to, repurchase agree-
ments, securities lending, and forward settle-
ment of purchases or sales of investments;
and

(4) Concentrations of credit risk (e.g., origi-
nator of receivables, servicer of receivables,
insurer, industry type, sector type, geo-
graphic, collateral type, and tranche pri-
ority).

(b) Exemption. The limitations and require-
ments of this section do not apply to certain
assets, whether or not considered invest-
ments under this part, including fixed assets,
individual loans and loan participation in-
terests, investments in CUSOs, investments
that are issued or fully guaranteed as to
principal and interest by the U.S. govern-
ment or its agencies or its sponsored enter-
prises (other than mortgage backed-securi-
ties), investments that are fully insured or
guaranteed (including accumulated divi-
dends and interest) by the NCUSIF or the
Federal Deposit Insurance Corporation, and
settlement funds in federally insured deposi-
tory institutions.

(c) Issuer concentration limits—(1) General
rule. The aggregate of all investments in any
single obligor is limited to 25 percent of cap-
ital or $56 million, whichever is greater.

(2) Exceptions.

(i) Investments in one obligor where the re-
maining maturity of all obligations is less
than 30 days are limited to 50 percent of cap-
ital;

(ii) Investments in credit card master trust
asset-backed securities are limited to 50 per-
cent of capital in any single obligor;
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(iii) Aggregate investments in repurchase
and securities lending agreements with any
one counterparty are limited to 200 percent
of capital;

(iv) Investments in non-money market reg-
istered investment companies are limited to
of 50 percent of capital in any single obligor;

(v) Investments in money market reg-
istered investment companies are limited to
100 percent of capital in any single obligor;
and

(vi) Investments in corporate CUSOs are
subject to the limitations of §704.11.

(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 invest-
ment that fails a requirement of this section
because of a subsequent reduction in capital
will be deemed non-conforming. A corporate
credit union is required to exercise reason-
able efforts to bring nonconforming invest-
ments 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
corporate credit union will have to comply
with §704.10.

(d) Sector concentration limits. (1) A cor-
porate credit union must establish sector
limits that do not exceed the following maxi-
mums:

(i) Mortgage-backed securities (Inclusive of
commercial mortgage-backed securities)—
the lower of 1000 percent of capital or 50 per-
cent of assets;

(ii) Commercial mortgage-backed securi-
ties—the lower of 300 percent of capital or 15
percent of assets;

(iii) FFELP student loan asset-backed se-
curities—the lower of 1000 percent of capital
or 50 percent of assets;

(iv) Private student loan asset-backed se-
curities—the lower of 500 percent of capital
or 25 percent of assets;

(v) Auto loan/lease asset-backed securi-
ties—the lower of 500 percent of capital or 25
percent of assets;

(vi) Credit card asset-backed securities—
the lower of 500 percent of capital or 25 per-
cent of assets;

(vii) Other asset-backed securities not list-
ed in paragraphs (ii) through (vi)—the lower
of 500 percent of capital or 25 percent of as-
sets;

(viii) Corporate debt obligations—the
lower of 1000 percent of capital or 50 percent
of assets; and

(ix) Municipal securities—the lower of 1000
percent of capital or 50 percent of assets.

(2) Registered investment companies—A
corporate credit union must limit its invest-
ment in registered investment companies to
the lower of 1000 percent of capital or 50 per-
cent of assets. In addition to applying the
limit in this paragraph (d)(2), a corporate
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credit union must also include the under-
lying assets in each registered investment
company in the relevant sectors described in
paragraph (d)(1) of this section when calcu-
lating those sector limits.

(3) A corporate credit union will limit its
aggregate holdings in any investments not
described in paragraphs (d)(1) or (d)(2) of this
section to the lower of 100 percent of capital
or 5 percent of assets. The NCUA may ap-
prove a higher percentage in appropriate
cases.

(4) Investments in other federally insured
credit unions, deposits and federal funds in-
vestments in other federally insured deposi-
tory institutions, and investment repurchase
agreements are excluded from the concentra-
tion limits in paragraphs (d)(1), (d)(2), and
(d)(3) of this section.

(e) Corporate debt obligation subsector limits.
In addition to the limitations in paragraph
(d)(1)(viii) of this section, a corporate credit
union must not exceed the lower of 200 per-
cent of capital or 10 percent of assets in any
single North American Industry Classifica-
tion System (NAICS) industry sector. If the
corporation does not have a readily ascer-
tainable NAICS classification, a corporate
credit union will use its reasonable judgment
in assigning such a classification. NCUA may
direct, however, that the corporate change
the classification.

(f) Credit ratings.—(1) All investments,
other than in another depository institution,
must have an applicable credit rating from
at least one NRSRO. At a minimum, 90 per-
cent of all such investments, by book value,
must have a rating by at least two NRSROs.
Corporate credit unions may use either pub-
lic or nonpublic NRSRO ratings to satisfy
this requirement.

(2) At the time of purchase, investments
with long-term ratings must be rated no
lower than AA- (or equivalent) by every
NRSRO that provides a publicly available
long-term rating on that investment, and in-
vestments with short-term ratings must be
rated no lower than A-1 (or equivalent) by
every NRSRO that provides a publicly avail-
able short-term rating on that investment. If
the corporate credit union obtains a non-
public NRSRO rating, that rating must also
be no lower than AA-, or A-1, for long-term
and short-term ratings, respectively.

(3) All rating(s) relied upon to meet the re-
quirements of this part must be identified at
the time of purchase and must be monitored
for as long as the corporate owns the invest-
ment. Corporate credit unions must identify
and monitor any new post-purchase NRSRO
ratings on investments they hold.

(4) Investments are subject to the require-
ments of §704.10 if:

(i) An NRSRO that rates the investment
downgrades that rating, after purchase,
below the minimum rating requirements of
this part; or
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(ii) The investment is part of an asset class
or group of investments that exceeds the sec-
tor or obligor concentration limits of this
section.

(g) 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 po-
tential credit problems and summary credit
exposure reports, which demonstrate compli-
ance with the corporate credit union’s risk
management policies.

(2) At a minimum, the corporate credit
union must maintain:

(i) A justification for each approved credit
limit;

(ii) Disclosure documents, if any, for all in-
struments held in portfolio. Documents for
an instrument that has been sold must be re-
tained until completion of the next NCUA
examination; and

(iii) The latest available financial reports,
industry analyses, internal and external ana-
lyst evaluations, and rating agency informa-
tion sufficient to support each approved
credit limit.

2. At 75 FR 715628, Nov. 24, 2010, §704.6 was
amended by revising paragraph (b), effective
Jan. 18, 2011. For the convenience of the user,
the revised text is set forth as follows:

§704.6 Credit risk management.

* * * * *

(b) Exemption. The limitations and require-
ments of this section do not apply to certain
assets, whether or not considered invest-
ments under this part, including fixed assets,
individual loans and loan participation in-
terests, investments in CUSOs, investments
that are issued or fully guaranteed as to
principal and interest by the U.S. govern-
ment or its agencies or its sponsored enter-
prises (but not exempting, for purposes of
paragraph (d) of this section, mortgage
backed securities), investments that are
fully insured or guaranteed (including accu-
mulated dividends and interest) by the
NCUSIF or the Federal Deposit Insurance
Corporation, and settlement funds in feder-
ally insured depository institutions.

* * * * *

§704.7 Lending.

(a) Policies. A corporate credit union
must operate according to a lending
policy which addresses, at a minimum:

(1) Loan types and limits;
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(2) Required documentation and col-
lateral; and

(3) Analysis and monitoring stand-
ards.

(b) General. Each loan or line of cred-
it limit will be determined after ana-
lyzing the financial and operational
soundness of the borrower and the abil-
ity of the borrower to repay the loan.

(c) 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, exclud-
ing those secured by shares or market-
able securities and member reverse re-
purchase 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 ag-
gregate 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 par-
ticipation with another corporate cred-
it union, is only permissible if the loan
is for an overdraft related to the pro-
viding of correspondent services pursu-
ant to §704.12. Generally, 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 se-
curities. Those guaranteed and secured
loans must comply with the aggregate
limits of §723.16 but are exempt from
the other requirements of part 723.

§704.8

(f) Participation loans with other cor-
porate credit unions. A corporate credit
union is permitted to participate in a
loan with another corporate credit
union provided the corporate retains
an interest of at least 5 percent of the
face amount of the loan and a master
participation loan agreement is in
place before the purchase or the sale of
a participation. A participating cor-
porate 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 authorized to assess
prepayment penalties on loans.

[62 FR 12938, Mar. 19, 1997, as amended at 64
FR 57365, Oct. 25, 1999; 67 FR 65655, Oct. 25,
2002; 68 FR 56550, Oct. 1, 2003; 756 FR 34621,
June 18, 2010]

§704.8 Asset and liability manage-
ment.

(a) Policies. A corporate credit union
must operate according to a written
asset and liability management policy
which addresses, at a minimum:

(1) The purpose and objectives of the
corporate credit union’s asset and li-
ability activities;

(2) The maximum allowable percent-
age decline in net economic value
(NEV), compared to base case NEV;

(3) The minimum allowable NEV
ratio;

(4) Policy limits and specific test pa-
rameters for the interest rate sensi-
tivity analysis requirements set forth
in paragraph (d) of this section;

(56) The modeling of indexes that
serve as references in financial instru-
ment coupon formulas; and

(6) The tests that will be used, prior
to purchase, to estimate the impact of
investments on the percentage decline
in NEV, compared to base case NEV.
The most recent NEV analysis, as de-
termined under paragraph (d)(1)(i) of
this section may be used as a basis of
estimation.

(b) Asset and liability management com-
mittee (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 re-
view asset and liability management
reports on at least a monthly basis.
These reports must address compliance
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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 re-
placement 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 at-
tract funds for a similar term with
similar characteristics.

(d) Interest rate sensitivity analysis. (1)
A corporate credit union must:

(i) Evaluate the risk in its balance
sheet by measuring, at least quarterly,
the impact of an instantaneous, perma-
nent, 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;

(ii) Limit its risk exposure to levels
that do not result in a base case NEV
ratio or any NEV ratio resulting from
the tests set forth in paragraph (d)(1)(i)
of this section below 2 percent; and

(iii) 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 as-
sess annually if it should conduct peri-
odic additional tests to address market
factors that may materially 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 Treas-
ury yield curve;

(ii) Adjustments to prepayment pro-
jections used for amortizing securities
to consider the impact of significantly
faster/slower prepayment speeds;

(iii) Adjustments to the market
spread assumptions for non Treasury
instruments to consider the impact of
widening spreads; and

(iv) Adjustments to volatility as-
sumptions to consider the impact that
changing volatilities have on embedded
option values.

12 CFR Ch. VII (1-1-11 Edition)

(e) Regulatory violations. If a cor-
porate 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 vio-
lates the limits established by this rule
and is not brought into compliance
within 10 calendar days, operating
management of the corporate credit
union must immediately report the in-
formation to the board of directors, su-
pervisory committee, and the OCCU Di-
rector. 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 vio-
lation. If the OCCU Director deter-
mines that the plan is unacceptable,
the corporate credit union must imme-
diately restructure the balance sheet
to bring the exposure back within com-
pliance or adhere to an alternative
course of action determined by the
OCCU Director.

(f) Policy wviolations. If a corporate
credit union’s decline in NEV, base
case NEV ratio, or any NEV ratio re-
sulting 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 dis-
closure to the board of the violation
must occur no later than its next regu-
larly scheduled board meeting.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65655, Oct. 25, 2002; 69 FR 39833, July 1,
2004; 73 FR 30477, May 28, 2008]

EFFECTIVE DATE NOTE: At 75 FR 64842, Oct.
20, 2010, §704.8 was revised, effective Jan. 18,
2011. For the convenience of the user, the re-
vised text is set forth as follows:

§704.8. Asset and liability management.

(a) Policies. A corporate credit union must
operate according to a written asset and li-
ability management policy which addresses,
at a minimum:

(1) The purpose and objectives of the cor-
porate credit union’s asset and liability ac-
tivities;

(2) The maximum allowable percentage de-
cline 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 NEV sensitivity analysis re-
quirements set forth in paragraphs (d), (e),
and (f) of this section;
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(5) The modeling of indexes that serve as
references in financial instrument coupon
formulas; and

(6) The tests that will be used, prior to pur-
chase, to estimate the impact of investments
on the percentage decline in NEV compared
to base case NEV. The most recent NEV
analysis, as determined under paragraph
(d)(1)(i) of this section may be used as a basis
of estimation.

(b) Asset and liability management committee
(ALCO). A corporate credit union’s ALCO
must have at least one member who is also
a member of the board of directors. The
ALCO must review asset and liability man-
agement reports on at least a monthly basis.
These reports must address compliance with
Federal Credit Union Act, NCUA Rules and
Regulations (12 CFR chapter VII), and all re-
lated risk management policies.

(c) Penalty for early withdrawals. A cor-
porate credit union that permits early cer-
tificate/share withdrawals must assess mar-
ket-based penalties sufficient to cover the
estimated replacement cost of the certificate
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
corporate credit union must:

(i) Evaluate the risk in its balance sheet by
measuring, at least quarterly, including once
on the last day of the calendar quarter, the
impact of an instantaneous, permanent, and
parallel shock in the yield curve of plus and
minus 100, 200, and 300 BP 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, including once on the last day of
the month, until the base case NEV ratio
again exceeds 3 percent;

(ii) Limit its risk exposure to levels that
do not result in a base case NEV ratio or any
NEV ratio resulting from the tests set forth
in paragraph (d)(1)(i) of this section below 2
percent; and

(iii) 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 addi-
tional tests to address market factors that
may materially 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;

(ii) Adjustments to prepayment projec-
tions used for amortizing securities to con-
sider the impact of significantly faster/slow-
er prepayment speeds; and

(iii) Adjustments to volatility assumptions
to consider the impact that changing
volatilities have on embedded option values.

§704.8, Nt.

(e) Net interest income modeling. A corporate
credit union must perform net interest in-
come (NII) modeling to project earnings in
multiple interest rate environments for a pe-
riod of no less than 2 years. NII modeling
must, at minimum, be performed at least
quarterly, including once on the last day of
the calendar quarter.

(f) Weighted average asset life. The weighted
average life (WAL) of a corporate credit
union’s loan and investment portfolio, ex-
cluding derivative contracts and equity in-
vestments, may not exceed 2 years. A cor-
porate credit union must test its assets at
least quarterly, including once on the last
day of the calendar quarter, for compliance
with this WAL limitation. When calculating
its WAL, a corporate credit union must as-
sume that no issuer or market options will
be exercised. If the WAL of a corporate cred-
it union’s assets exceeds 2 years on the test-
ing date, this test must be calculated at
least monthly, including once on the last
day of the month, until the WAL is below 2
years.

(g) Weighted average asset life with 50 percent
slowdown in prepayment speeds. The weighted
average life (WAL) of a corporate credit
union’s loan and investment portfolio, ex-
cluding derivative contracts and equity in-
vestments, may not exceed 2.25 years when
prepayment speeds are reduced by 50 percent.
A corporate credit union must test its in-
vestments at least quarterly, including once
on the last day of the calendar quarter, for
compliance with this WAL limitation. When
calculating its WAL, a corporate credit
union must assume that no issuer or market
options will be exercised. If the WAL of a
corporate credit union’s assets exceeds 2.25
years, this test must be calculated at least
monthly, including once on the last day of
the month, until the WAL with the 50 slow-
down in prepayment speeds is below 2.25
years.

(h) Government issued or guaranteed securi-
ties. The WAL of investments that are issued
or fully guaranteed as to principal and inter-
est by the U.S. government, its agencies or
sponsored enterprises, including investments
that are fully insured or guaranteed (includ-
ing accumulated dividends and interest) by
the NCUSIF or the Federal Deposit Insur-
ance Corporation, will be multiplied by a
factor of 0.50 for purposes of the WAL tests of
paragraphs (f) and (g) of this section.

(i) Effective and spread durations. A cor-
porate credit union must measure at least
once a quarter, including once on the last
day of the calendar quarter, the effective du-
ration and spread durations of each of its as-
sets and liabilities, where the values of these
are affected by changes in interest rates or
credit spreads.

(i) Regulatory violations. (1)(i) If a corporate
credit union’s decline in NEV, base case NEV
ratio or any NEV ratio resulting from the
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test set forth in paragraph (d) of this section
violates the limits established in that para-
graph, or the corporate credit union is un-
able to satisfy the tests in paragraphs (f) or
(g) of this section; and

(ii) The corporate cannot adjust its balance
sheet so as to satisfy the requirements of
paragraphs (d), (f), or (g) of this section with-
in 10 calendar days after detecting the viola-
tion, then:

(iii) The operating management of the cor-
porate credit union must immediately report
this information to its board of directors, su-
pervisory committee, and the NCUA.

(2) If any violation described in paragraph
())(1)(A) persists for 30 or more calendar days,
the corporate credit union:

(i) Must immediately submit a detailed,
written action plan to the NCUA that sets
forth the time needed and means by which it
intends to correct the violation and, if the
NCUA determines that the plan is unaccept-
able, the corporate credit union must imme-
diately restructure its balance sheet to bring
the exposure back within compliance or ad-
here to an alternative course of action deter-
mined by the NCUA; and

(ii) If presently categorized as adequately
capitalized or well capitalized for PCA pur-
poses, immediately be recategorized as
undercapitalized until the violation is cor-
rected, and

(iii) If presently less than adequately cap-
italized, immediately be downgraded one ad-
ditional capital category.

(k) Overall limit on business generated from
individual credit unions. On or after April 22,
2013, a corporate credit union is prohibited
from accepting from any member, or any
nonmember credit union, any investment,
including shares, loans, PCC, or NCAs if, fol-
lowing that investment, the aggregate of all
investments from that entity in the cor-
porate would exceed 15 percent of the cor-
porate credit union’s moving daily average
net assets.

§704.9 Liquidity management.

(a) General. In the management of 1i-
quidity, a corporate credit union must:

(1) Evaluate the potential liquidity
needs of its membership in a variety of
economic scenarios;

(2) Regularly monitor sources of in-
ternal and external liquidity;

(3) Demonstrate that the accounting
classification 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:

12 CFR Ch. VII (1-1-11 Edition)

(i) List all sources of liquidity, by
category and amount, that are avail-
able to service an immediate outflow of
funds in various liquidity scenarios;

(ii) Analyze the impact that poten-
tial changes in fair value will have on
the disposition of assets in a variety of
interest rate scenarios; and

(iii) Be reviewed by the board or an
appropriate committee no less fre-
quently than annually or as market or
business conditions dictate.

(b) Borrowing. A corporate credit
union may borrow up to 10 times cap-
ital or 50 percent of shares (excluding
shares created by the use of member
reverse repurchase agreements) and
capital, whichever is greater. CLF bor-
rowings and borrowed funds created by
the use of member reverse repurchase
agreements are excluded from this
limit. The corporate credit union must
demonstrate that sufficient contingent
sources of liquidity remain available.

EFFECTIVE DATE NOTE: At 75 FR 64843, Oct.
20, 2010, §704.9 was revised, effective Jan. 18,
2011. For the convenience of the user, the re-
vised text is set forth as follows:

§704.9. Liquidity management.

(a) General. In the management of liquid-
ity, a corporate credit union must:

(1) Evaluate the potential liquidity needs
of its membership in a variety of economic
scenarios;

(2) Regularly monitor and demonstrate ac-
cessibility to sources of internal and exter-
nal liquidity;

(3) Keep a sufficient amount of cash and
cash equivalents on hand to support its pay-
ment system obligations;

(4) Demonstrate that the accounting clas-
sification of investment securities is con-
sistent with its ability to meet potential 1i-
quidity demands; and

(5) Develop a contingency funding plan
that addresses alternative funding strategies
in successively deteriorating liquidity sce-
narios. 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 liquid-
ity scenarios;

(ii) Analyze the impact that potential
changes in fair value will have on the dis-
position of assets in a variety of interest
rate scenarios; and

(iii) Be reviewed by the board or an appro-
priate committee no less frequently than an-
nually or as market or business conditions
dictate.

(b) Borrowing limits. A corporate credit
union may borrow up to the lower of 10 times
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capital or 50 percent of capital and shares
(excluding shares created by the use of mem-
ber reverse repurchase agreements).

(1) Secured borrowings. A corporate credit
union may borrow on a secured basis for li-
quidity purposes, but the maturity of the
borrowing may not exceed 30 days. Only a
credit union with core capital in excess of
five percent of its moving DANA may borrow
on a secured basis for nonliquidity purposes,
and the outstanding amount of secured bor-
rowing for nonliquidity purposes may not ex-
ceed an amount equal to the difference be-
tween core capital and five percent of mov-
ing DANA.

(2) Exclusions. CLF borrowings and bor-
rowed funds created by the use of member re-
verse repurchase agreements are excluded
from this limit.

§704.10 Investment action plan.

(a) Any corporate credit union in pos-
session of an investment, including a
derivative, that fails to meet a require-
ment of this part must, within 30 cal-
endar days of the failure, report the
failed investment to its board of direc-
tors, supervisory committee and the
OCCU Director. If the corporate 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, with-
in 30 calendar days of the failure, pro-
vide to the OCCU Director a written
action plan that addresses:

(1) The investment’s characteristics
and risks;

(2) The process to obtain and ade-
quately evaluate the investment’s mar-
ket pricing, cash flows, and risk;

(3) How the investment fits into the
credit union’s asset and liability man-
agement strategy;

(4) The impact that either holding or
selling the investment will have on the
corporate credit union’s earnings, li-
quidity, and capital in different inter-
est rate environments; and

(6) The likelihood that the invest-
ment 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 develop-
ment than that set forth in paragraph
(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

§704.11

must adhere to the OCCU Director’s di-
rected course of action.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65656, 65659, Oct. 25, 2002]

§704.11 Corporate Credit Union Serv-
ice Organizations (Corporate
CUSOs).

(a) A corporate CUSO is an entity
that:

(1) Is at least partly owned by a cor-
porate credit union;

(2) Primarily serves credit unions;

(3) Restricts its services to those re-
lated 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 aggregate of all investments in
member and nonmember corporate
CUSOs must not exceed 15 percent of a
corporate credit union’s capital.

(2) The aggregate of all investments
in and loans to member and non-
member corporate CUSOs must not ex-
ceed 30 percent of a corporate credit
union’s capital. A corporate credit
union may lend to member and non-
member corporate CUSOs an additional
15 percent of capital if the loan is
collateralized by assets in which the
corporate has a perfected security in-
terest 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 re-
lated GAAP valuation of the invest-
ment under the equity method without
an additional cash outlay by the cor-
porate, divestiture is not required. A
corporate credit union may continue to
invest up to the regulatory limit with-
out regard to the increase in the GAAP
valuation resulting from the corporate
CUSO’s profitability.

(c) Due diligence. A corporate credit
union must comply with the due dili-
gence requirements of §§723.5 and
723.6(f) through (j) of this chapter for
all loans to corporate CUSOs. This re-
quirement does not apply to loans ex-
cluded under §723.1(b).

(d) Separate entity. (1) A corporate
CUSO must be operated as an entity
separate from a corporate credit union.
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(2) A corporate credit union investing
in or lending to a corporate CUSO must
obtain a written legal opinion that
concludes the corporate CUSO is orga-
nized and operated in a manner that
the corporate credit union will not rea-
sonably be held liable for the obliga-
tions of the corporate CUSO. This opin-
ion must address factors that have led
courts to “pierce the corporate veil,”
such as inadequate capitalization, lack
of corporate identity, common boards
of directors and employees, control of
one entity over another, and lack of
separate books and records.

(e) Prohibited activities. A corporate
credit union may not use this author-
ity to acquire control, directly or indi-
rectly, of another depository financial
institution or to invest in shares,
stocks, or obligations 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 sal-
ary, commission, investment income,
or other income, compensation, or con-
sideration from the corporate CUSO.
This prohibition also extends to imme-
diate family members of officials.

(g) Prior to making an investment in
or loan to a corporate CUSO, a cor-
porate credit union must obtain a writ-
ten agreement that the corporate
CUSO will:

(1) Follow GAAP;

(2) Provide financial statements to
the corporate credit union at least
quarterly;

(3) Obtain an annual CPA opinion
audit and provide a copy to the cor-
porate 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 direc-
tors, 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 lim-
ited to that provided in this section. A
corporate credit union is not author-

12 CFR Ch. VII (1-1-11 Edition)

ized to invest in or loan to a CUSO
under part 712 of this chapter.

[62 FR 12938, Mar. 19, 1997, as amended at 63
FR 10756, Mar. 5, 1998; 67 FR 65656, Oct. 25,
2002; 68 FR 56550, Oct. 1, 2003]

EFFECTIVE DATE NOTE: At 75 FR 64843, Oct.
20, 2010, §704.11 was revised, effective Jan. 18,
2011. For the convenience of the user, the re-
vised text is set forth as follows:

§704.11 Corporate Credit Union Service Or-
ganizations (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 as specified in paragraph (e) of this
section; and

(4) Is structured as a corporation, limited
liability company, or limited partnership
under state law.

(b) Investment and loan limitations. (1) The
aggregate of all investments in member and
non-member corporate CUSOs must not ex-
ceed 15 percent 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 non-
member corporate CUSOs an additional 15
percent of capital if the loan is collateralized
by assets in which the corporate has a per-
fected security interest under state law.

(3) If the limitations in paragraphs (b)(1)
and (b)(2) of this section are reached or ex-
ceeded 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,
divestiture is not required. A corporate cred-
it union may continue to invest up to the
regulatory limit without regard to the in-
crease in the GAAP valuation resulting from
the corporate CUSO’s profitability.

(c) Due diligence. A corporate credit union
must comply with the due diligence require-
ments 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 obliga-
tions of the corporate CUSO. This opinion
must address factors that have led courts to
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“pierce the corporate veil,” such as inad-
equate capitalization, lack of corporate iden-
tity, common boards of directors and em-
ployees, control of one entity over another,
and lack of separate books and records.

(e). Permissible activities. (1) Beginning on
April 18, 2011, a corporate CUSO must agree
to limit its activities to:

(i) Brokerage services,

(ii) Investment advisory services, and

(iii) Other categories of activities as ap-
proved in writing by NCUA and published on
NCUA’s Web site.

(2) A corporate credit union must divest
from any CUSO that is engaged in activities
not approved by NCUA under paragraph
(e)(1) of this section. A corporate credit
union may take until October 20, 2011 to di-
vest itself from a CUSO engaging in one or
more unapproved activities, but only if the
CUSO was engaging in those activities before
October 20, 2010 and the corporate credit
union can establish that those activities sat-
isfied the requirements of this section as it
existed before October 20, 2010.

(3) Once NCUA has approved an activity
and published that activity on its Web site
as provided for in paragraph (e)(1)(iii) of this
section, NCUA will not remove that par-
ticular activity the approved list, or make
substantial changes to the content or de-
scription of that approved activity, except
through the formal rulemaking process.

(f) An official of a corporate credit union
which has invested in or loaned to a cor-
porate CUSO may not receive, either di-
rectly or indirectly, any salary, commission,
investment income, or other income, com-
pensation, or consideration from the cor-
porate 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 CUSO:

(1) Will follow GAAP;

(2) Will provide financial statements to the
corporate credit union at least quarterly;

(3) Will 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 sepa-
rate annual audit if it is included in the cor-
porate credit union’s annual consolidated
audit;

(4) Will not acquire control, directly or in-
directly, of another depository financial in-
stitution or to invest in shares, stocks, or
obligations of an insurance company, trade
association, liquidity facility, or similar or-
ganization;

(5) Will allow the auditor, board of direc-
tors, and NCUA complete access to its per-
sonnel, facilities, equipment, books, records,
and any other documentation that the audi-
tor, directors, or NCUA deem pertinent; and

§704.12

(6) Will comply with all the requirements
of this section.

(h) Corporate credit union authority to in-
vest 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 preapproved 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 exhaustive list.

(1) Correspondent services agreement. A
corporate credit union may only pro-
vide financial services to nonmembers
through a correspondent services
agreement. A correspondent services
agreement is an agreement between
two corporate credit unions, whereby
one of the corporate credit unions
agrees to provide services to the other
corporate credit union or its members.

(2) Credit and investment services.
Credit and investment services are ad-
visory and consulting activities that
assist the member in lending or invest-
ment management. These services may
include loan reviews, investment port-
folio reviews and investment advisory
services.

(3) Electronic financial services. Elec-
tronic financial services are any serv-
ices, products, functions, or activities
that a corporate credit union is other-
wise authorized to perform, provide or
deliver to its members but performed
through electronic means. Electronic
services may include automated teller
machines, online transaction proc-
essing through a website, website
hosting services, account aggregation
services, and internet access services
to perform or deliver products or serv-
ices to members.

(4) Ezxcess capacity. Excess capacity is
the excess use or capacity remaining in
facilities, equipment or services that: a
corporate credit union properly in-
vested in or established, in good faith,
with the intent of serving its members;
and it reasonably anticipates will be
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taken up by the future expansion of
services to its members. A corporate
credit union may sell or lease the ex-
cess capacity in facilities, equipment
or services, such as office space, em-
ployees and data processing.

(5) Liquidity and asset and liability
management. Liquidity and asset and li-
ability management services are any
services, functions or activities that
assist the member in liquidity and bal-
ance sheet management. These services
may include liquidity planning and
balance sheet modeling and analysis.

(6) Operational services. Operational
services are services established to de-
liver financial products and services
that enhance member service and pro-
mote safe and sound operations. Oper-
ational services may include tax pay-
ment, electronic fund transfers and
providing coin and currency service.

(7)) Payment systems. Payment sys-
tems are any methods used to facili-
tate the movement of funds for trans-
actional purposes. Payment systems
may include Automated Clearing
House, wire transfer, item processing
and settlement services.

(8) Trustee or custodial services. Trust-
ee 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 safekeeping
services are services a corporate credit
union performs on behalf of its member
to act as custodian or safekeeper of in-
vestments.

(b) Procedure for adding services that
are not preapproved. To provide a serv-
ice to its members that is not
preapproved by NCUA:

(1) A federal corporate credit union
must request approval from NCUA. The
request must include a full explanation
and complete documentation 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 treat-
ed 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 en-
gaging in the formal approval process,
a corporate credit union should seek an

12 CFR Ch. VII (1-1-11 Edition)

advisory opinion from NCUA’s Office of
General Counsel as to whether a pro-
posed service is already covered by one
of the authorized categories without
filing a petition to amend the regula-
tion; and

(2) A state-chartered corporate credit
union must submit a request for a
waiver that complies with §704.1(b) to
the OCCU Director.

(c) Prohibition. A corporate credit
union is prohibited from purchasing
loan servicing rights.

[67 FR 65656, Oct. 25, 2002]
§704.13 [Reserved]

§704.14 Representation.

(a) Board representation. The board
will be determined 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, di-
rector, or employee of a credit union
trade association;

(3) A majority of directors may not
serve simultaneously as officers, direc-
tors, or employees of the same credit
union trade association or its affiliates
(not including chapters or other
subunits of a state trade association);

(4) For purposes of meeting the re-
quirements of paragraphs (a)(2) and
(a)(3) of this section, an individual may
not serve as a director or chair of the
board if that individual holds a subor-
dinate employment relationship to an-
other employee who serves as an offi-
cer, 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 directors serv-
ing as representatives of member cred-
it 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 includes but is not
limited to, state credit union leagues
and league service corporations and na-
tional credit union trade associations.
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(c) Representatives of organizational
members. (1) An organizational member
of a corporate credit union is a member
that is not a natural person. An organi-
zational member may appoint one of
its members or officials as a represent-
ative to the corporate credit union.
The representative shall be empowered
to attend membership meetings, to
vote, and to stand for election on be-
half of the member. No individual may
serve as the representative of more
than one organizational member in the
same corporate credit union.

(2) Any vacancy on the board of a
corporate credit union caused by a rep-
resentative being unable to complete
his or her term shall be filled by the
board of the corporate credit union ac-
cording to its bylaws governing the
filling of board vacancies.

(d) Recusal provision. (1) No director,
committee member, officer, or em-
ployee of a corporate credit union shall
in any manner, directly or indirectly,
participate in the deliberation upon or
the determination of any question af-
fecting his or her pecuniary interest or
the pecuniary interest of any entity
(other than the corporate credit union)
in which he or she is interested, except
if the matter involves general policy
applicable to all members, such as set-
ting dividend or loan rates or fees for
services.

(2) An individual is “interested” in an
entity if he or she:

(i) Serves as a director, officer, or
employee of the entity;

(ii) Has a business, ownership, or de-
posit relationship with the entity; or

(iii) Has a business, financial, or fa-
milial relationship with an individual
whom he or she knows has a pecuniary
interest in the entity.

(3) In the event of the disqualifica-
tion of any directors, by operation of
paragraph (c)(1) of this section, the re-
maining qualified directors present at
the meeting, if constituting a quorum
with the disqualified directors, may ex-
ercise, 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 disqualifica-
tion of any committee member by op-

§704.14, Nt.

eration of paragraph (c)(1) of this sec-
tion, the remaining qualified com-
mittee members, if constituting a
quorum with the disqualified com-
mittee members, may exercise, by ma-
jority vote, all the powers of the com-
mittee 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 direc-
tion and control of its board of direc-
tors. While the board may delegate the
performance of administrative duties,
the board is not relieved of its respon-
sibility for their performance. The
board may employ a chief executive of-
ficer who shall have such authority and
such powers as delegated by the board
to conduct business from day to day.
Such chief executive officer must an-
swer solely to the board of the cor-
porate credit union, and may not be an
employee of a credit union trade asso-
ciation.

(2) The provisions of §701.14 of this
chapter apply to corporate credit
unions, except that where “Regional
Director” is used, read “NCUA Board.”

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65657, Oct. 25, 2002]

EFFECTIVE DATE NOTE: At 75 FR 64844, Oct.
20, 2010, §704.14 was amended by revising
paragraph (a), effective Jan. 18, 2011. For the
convenience of the user, the revised text is
set forth as follows:

§704.14 Representation.

(a) Board representation. The board will be
determined as stipulated in its bylaws gov-
erning election procedures, provided that:

(1) At least a majority of directors, includ-
ing the chair of the board, must serve on the
board as representatives of member credit
unions;

(2) On or after February 17, 2011, only indi-
viduals who currently hold the position of
chief executive officer, chief financial offi-
cer, chief operating officer, or treasurer/
manager at a member may seek election or
re-election to the board;

(3) No individual may be elected or ap-
pointed to serve on the board if, after such
election or appointment, the individual
would be a director at more than one cor-
porate credit union;

(4) No individual may be elected or ap-
pointed to serve on the board if, after such
election or appointment, any member of the
corporate credit union would have more than
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one representative on the board of the cor-
porate;

(5) The chair of the board may not serve si-
multaneously as an officer, director, or em-
ployee of a credit union trade association;

(6) A majority of directors may not serve
simultaneously as officers, directors, or em-
ployees of the same credit union trade asso-
ciation or its affiliates (not including chap-
ters or other subunits of a state trade asso-
ciation);

(7) For purposes of meeting the require-
ments of paragraphs (a)(5) and (a)(6) of this
section, an individual may not serve as a di-
rector or chair of the board if that individual
holds a subordinate employment relation-
ship to another employee who serves as an
officer, director, or employee of a credit
union trade association;

(8) In the case of a corporate credit union
whose membership is composed of more than
25 percent non credit unions, the majority of
directors serving as representatives of mem-
ber credit unions, including the chair, must
be elected only by member credit unions, and

(9) After October 21, 2013, at least a major-
ity of directors of every corporate credit
union, including the chair of the board, must
serve on the board as representatives of nat-
ural person credit union members.

* * * * *

§704.15 Audit requirements.

(a) External audit. The corporate cred-
it union supervisory committee shall
cause an annual opinion audit of the fi-
nancial statements to be made. The
audit must be performed in accordance
with generally accepted auditing
standards and the audited financial
statements must be prepared con-
sistent with GAAP, except where law
or regulation has provided for a depar-
ture from GAAP. The supervisory com-
mittee shall submit the audit report to
the board of directors. A copy of the
audit report, and copies of all commu-
nications that are provided to the cor-
porate credit union by the external
auditor, shall be submitted to the
OCCU Director within 30 calendar days
after receipt by the board of directors.
If requested by the OCCU Director, the
external auditor’s workpapers shall be
made available, 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.

12 CFR Ch. VII (1-1-11 Edition)

(b) Internal audit. A corporate credit
union with average daily assets in ex-
cess of $400 million for the preceding
calendar year, or as ordered by the
OCCU Director, must employ or con-
tract, on a full- or part-time basis, the
services of an internal auditor. The in-
ternal auditor’s responsibilities will, at
a minimum, comply with the Stand-
ards and Professional Practices of In-
ternal Auditing, as established by the
Institute of Internal Auditors. The in-
ternal auditor will report directly to
the chair of the corporate credit
union’s supervisory committee, who
may delegate supervision of the inter-
nal auditor’s daily activities to the
chief executive officer of the corporate
credit union. The internal auditor’s re-
ports, findings, and recommendations
will be in writing and presented to the
supervisory committee no less than
quarterly, and will be provided upon re-
quest to the external auditor and the
OCCU Director.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65659, Oct. 25, 2002]

§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 responsibilities of
each party specified and the allocation
of service fee/expenses fully supported
and documented.

§704.17 State-chartered
credit unions.

(a) This part does not expand the
powers and authorities of any state-
chartered corporate credit union, be-
yond 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 appro-
priate state supervisory authority be-
fore taking administrative action
against a state-chartered corporate
credit union.

corporate
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§704.18 Fidelity bond coverage.

(a) Scope. This section provides the fi-
delity bond requirements for employ-
ees and officials in corporate credit
unions.

(b) Review of coverage. The board of
directors of each corporate credit
union shall, at least annually, care-
fully review the bond coverage in force
to determine its adequacy in relation
to risk exposure and to the minimum
requirements in this section.

(c) Minimum coverage; approved forms.
Every corporate credit union will
maintain bond coverage with a com-
pany holding a certificate of authority
from the Secretary of the Treasury. All
bond forms, and any riders and en-
dorsements which limit the coverage
provided by approved bond forms, must
receive the prior written approval of
NCUA. Fidelity bonds must provide
coverage for the fraud and dishonesty
of all employees, directors, officers,
and supervisory and credit committee
members. Notwithstanding the fore-
going, all bonds must include a provi-
sion, in a form approved by NCUA, re-
quiring written notification by surety
to NCUA:

(1) When the bond of a credit union is
terminated in its entirety;

(2) When bond coverage is termi-
nated, by issuance of a written notice,
on an employee, director, officer, su-
pervisory or credit committee member;
or

§704.19

(3) When a deductible is increased
above permissible limits. Said notifica-
tion shall be sent to NCUA and shall
include a brief statement of cause for
termination or increase.

(d) Minimum coverage amounts. (1) The
minimum amount of bond coverage
will be computed based on the cor-
porate 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 .......cccvvveeereeeeeeeceeeeeeens $1.0
$50-$99 million ....... 2.0
$100-$499 million 4.0
$500-$999 million ... 6.0
$1.0-$1.999 billion .. 8.0
$2.0-$4.999 billion .. 10.0
$5.0-$9.999 billion .. 15.0
$10.0-$24.999 billion . 20.0
$25.0 illion PIUS ...eeeeneeereeieieeeeeeeseeeeieieene 25.0

(2) It is the duty of the board of di-
rectors of each corporate credit union
to provide adequate protection to meet
its unique circumstances by obtaining,
when necessary, bond coverage in ex-
cess of the minimums in the table in
paragraph (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, ex-
cept that in each category the max-
imum 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 sepa-
rately to one or more insuring clauses
in a blanket bond. Deductibles in ex-
cess 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 re-
quire additional coverage for any cor-
porate credit union when, in the opin-
ion of NCUA, current coverage is insuf-
ficient. The board of directors of the
corporate credit union must obtain ad-

ditional coverage within 30 calendar
days after the date of written notice
from NCUA.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65657, Oct. 25, 2002]

§704.19 Wholesale
unions.

corporate credit

(a) General. Wholesale corporate cred-
it unions are subject to the preceding
requirements of this part, except as set
forth in this section.
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(b) Earnings retention requirement. A
wholesale corporate credit union must
increase retained earnings if the prior
month-end retained earnings ratio is
less than 1 percent.

(1) Its retained earnings must in-
crease:

(i) During the current month, by an
amount equal to or greater than the
monthly earnings retention amount; or

(ii) During the current and prior two
months, by an amount equal to or
greater than the quarterly earnings re-
tention amount.

(2) Earnings retention amounts are
calculated as follows:

(i) The monthly earnings retention
amount is determined by multiplying
the earnings retention factor by the
prior month-end moving daily average
net assets; and

(ii) The quarterly earnings retention
amount is determined by multiplying
the earnings retention factor by mov-
ing daily average net assets for each of
the prior three month-ends.

(3) The earnings retention factor is
determined 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 re-
tention factor is .0756 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 nec-
essary 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, super-
visory committee, OCCU Director and,
if applicable, the state regulator within
10 calendar days of determining the re-
tained 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

12 CFR Ch. VII (1-1-11 Edition)

end, a retained earnings action plan is
required to be submitted within 30 cal-
endar days.

(6) The retained earnings action plan
must be submitted to the OCCU Direc-
tor and, if applicable, the state regu-
lator and, at a minimum, include the
following:

(i) Reasons why the dollar amount of
retained earnings has decreased;

(ii) Description of actions to be taken
to increase the dollar amount of re-
tained earnings within specific time
frames; and

(iii) Monthly balance sheet and in-
come projections, including assump-
tions for the ensuing 12-month period.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65657, Oct. 25, 2002]

EFFECTIVE DATE NOTE: At 75 FR 64844, Oct.
20, 2010, §704.19 was revised, effective Jan. 18,
2011. For the convenience of the user, the re-
vised text is set forth as follows:

§704.19 Disclosure of executive and director
compensation.

(a) Annual disclosure. Corporate credit
unions must annually prepare and maintain
a disclosure of the compensation, in dollar
terms, paid to its most highly compensated
employees, in accordance with the following
schedule:

(1) For corporate credit unions with forty-
one or more full time employees, disclosure
is required of the compensation paid to the
five most highly compensated employees;

(2) For corporate credit unions with be-
tween thirty and forty-one full time employ-
ees, disclosure is required of the compensa-
tion paid to the four most highly com-
pensated employees;

(3) For corporate credit unions with thirty
or fewer full time employees, disclosure is
required of the compensation paid to the
three most highly compensated employees;
and

(4) In all cases, compensation paid to the
corporate credit union’s chief executive offi-
cer must also be disclosed, if the chief execu-
tive officer is not already included among
the most highly compensated employees de-
scribed in paragraphs (a)(1) through (a)(3) of
this section.

(b) Availability of disclosure. Any member
may obtain a copy of the most current dis-
closure, and all disclosures for the previous
three years, on request made in person or in
writing. The corporate credit union must
provide the disclosure(s), at no cost to the
member, within five business days of receiv-
ing the request. In addition, the corporate
must distribute the most current disclosure
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to all its members at least once a year, ei-
ther in the annual report or in some other
manner of the corporate’s choosing.

(c) Supplemental information. In providing
the disclosure required by this section, a cor-
porate credit union may also provide supple-
mentary information to put the disclosure in
context, for example, salary surveys, a dis-
cussion of compensation in relation to other
credit union expenses, or compensation in-
formation from similarly sized credit unions
or financial institutions.

(d) Special rule for mergers. With respect to
any merger involving a corporate credit
union that would result in a material in-
crease in compensation, i.e., an increase of
more than 15 percent or $10,000, whichever is
greater, for any senior executive officer or
director of the merging corporate, the cor-
porate must:

(1) Describe the compensation arrange-
ment in the merger plan documents sub-
mitted to NCUA for approval of the merger,
pursuant to §708b of this part; and

(2) In the case of any federally chartered
corporate credit union, describe the com-
pensation arrangement in the materials pro-
vided to the membership of the merging
credit union before the member vote on ap-
proving the merger.

§704.20 Limitations on golden para-
chute and indemnification pay-
ments.

(a) Definitions. The following defini-
tions apply for this section:

(1) Board means the National Credit
Union Administration Board.

(2) Benefit plan means any plan, con-
tract, agreement or other arrangement
which is an “employee welfare benefit
plan” as that term is defined in section
3(1) of the Employee Retirement In-
come Security Act of 1974, as amended
(29 U.S.C. 1002(1)), or other usual and
customary plans such as dependent
care, tuition reimbursement, group
legal services or cafeteria plans; pro-
vided however, that such term does not
include any plan intended to be subject
to paragraphs (a)(4)(iv)(C) and (E) of
this section.

(3) Bona fide deferred compensation
plan or arrangement means any plan,
contract, agreement or other arrange-
ment whereby:

(i) An institution-affiliated party
(IAP) voluntarily elects to defer all or
a portion of the reasonable compensa-
tion, wages or fees paid for services
rendered which otherwise would have
been paid to the IAP at the time the
services were rendered (including a
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plan that provides for the crediting of
a reasonable investment return on such
elective deferrals) and the corporate
credit union either:

(A) Recognizes compensation expense
and accrues a liability for the benefit
payments according to Generally Ac-
cepted Accounting Principles (GAAP);
or

(B) Segregates or otherwise sets aside
assets in a trust which may only be
used to pay plan and other benefits, ex-
cept that the assets of such trust may
be available to satisfy claims of the in-
stitution’s or holding company’s credi-
tors in the case of insolvency; or

(ii) A corporate credit union estab-
lishes a nonqualified deferred com-
pensation or supplemental retirement
plan, other than an elective deferral
plan described in paragraph (a)3)(i) of
this section:

(A) Primarily for the purpose of pro-
viding benefits for certain IAPs in ex-
cess of the limitations on contributions
and benefits imposed by Sections 415,
401(a)(17), 402(g) or any other applicable
provision of the Internal Revenue Code
of 1986 (26 USC 415, 401(a)(17), 402(g)); or

(B) Primarily for the purpose of pro-
viding supplemental retirement bene-
fits or other deferred compensation for
a select group of directors, manage-
ment or highly compensated employees
(excluding severance payments de-
scribed in paragraph (4)(ii)(E) of this
section and permissible golden para-
chute payments described in §704.20(d);
and

(iii) In the case of any nonqualified
deferred compensation or supplemental
retirement plans as described in para-
graphs (a)(3)(i) and (ii) of this section,
the following requirements will apply:

(A) The plan was in effect at least
one year prior to any of the events de-
scribed in paragraph (a)(4)(ii) of this
section;

(B) Any payment made pursuant to
such plan is made in accordance with
the terms of the plan as in effect no
later than one year prior to any of the
events described in paragraph (a)(4)(ii)
of this section and in accordance with
any amendments to such plan during
such one year period that do not in-
crease the benefits payable thereunder;
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(C) The IAP has a vested right, as de-
fined under the applicable plan docu-
ment, at the time of termination of
employment to payments under such
plan;

(D) Benefits under such plan are ac-
crued each period only for current or
prior service rendered to the employer
(except that an allowance may be made
for service with a predecessor em-
ployer);

(E) Any payment made pursuant to
such plan is not based on any discre-
tionary acceleration of vesting or ac-
crual of benefits which occurs at any
time later than one year prior to any
of the events described in paragraph
(a)(4)(ii) of this section;

(F) The corporate credit union has
previously recognized compensation
expense and accrued a liability for the
benefit payments according to GAAP
or segregated or otherwise set aside as-
sets in a trust which may only be used
to pay plan benefits, except that the
assets of such trust may be available to
satisfy claims of the corporate credit
union’s creditors in the case of insol-
vency; and

(G) Payments pursuant to such plans
must not be in excess of the accrued li-
ability computed in accordance with
GAAP.

(4) Golden parachute payment means
any payment (or any agreement to
make any payment) in the nature of
compensation by any corporate credit
union for the benefit of any current or
former IAP pursuant to an obligation
of such corporate credit union that:

(i) Is contingent on, or by its terms is
payable on or after, the termination of
such IAP’s primary employment or af-
filiation with the corporate credit
union; and

(ii) Is received on or after, or is made
in contemplation of, any of the fol-
lowing events:

(A) The insolvency (or similar event)
of the corporate that is making the
payment; or

(B) The appointment of any conser-
vator or liquidating agent for such cor-
porate credit union; or

(C) A determination by the Board or
the appropriate state supervisory au-
thority (in the case of a state-char-
tered corporate credit union) respec-
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tively, that the corporate credit union
is in a troubled condition; or

(D) The corporate credit union is
undercapitalized, as defined in §704.4;
or

(E) The corporate credit union is sub-
ject to a proceeding to terminate or
suspend its share account insurance;
and

(iii) Is payable to an IAP whose em-
ployment by or affiliation with the cor-
porate is terminated at a time when
the corporate credit union by which
the TAP is employed or with which the
IAP is affiliated satisfies any of the
conditions enumerated in paragraphs
(a)(4)(ii)(A) through (E) of this section,
or in contemplation of any of these
conditions.

(iv) Exceptions. The term golden para-
chute payment does not include:

(A) Any payment made pursuant to a
pension or retirement plan which is
qualified (or is intended within a rea-
sonable period of time to be qualified)
under Section 401 of the Internal Rev-
enue Code of 1986 (26 U.S.C. 401); or

(B) Any payment made pursuant to a
benefit plan as that term is defined in
paragraph (a)(2) of this section; or

(C) Any payment made pursuant to a
bona fide deferred compensation plan
or arrangement as defined in paragraph
(a)(3) of this section; or

(D) Any payment made by reason of
death or by reason of termination
caused by the disability of an IAP; or

(E) Any payment made pursuant to a
nondiscriminatory severance pay plan
or arrangement which provides for pay-
ment of severance benefits to all eligi-
ble employees upon involuntary termi-
nation other than for cause, voluntary
resignation, or early retirement; pro-
vided, however, that no employee will
receive any such payment which ex-
ceeds the base compensation paid to
such employee during the twelve
months (or such longer period or great-
er benefit as the Board will consent to)
immediately preceding termination of
employment, resignation or early re-
tirement, and such severance pay plan
or arrangement must not have been
adopted or modified to increase the
amount or scope of severance benefits
at a time when the corporate credit
union was in a condition specified in
paragraph (a)(4)(ii) of this section or in
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contemplation of such a condition
without the prior written consent of
the Board; or

(F) Any severance or similar pay-
ment which is required to be made pur-
suant to a state statute which is appli-
cable to all employers within the ap-
propriate jurisdiction (with the excep-
tion of employers that may be exempt
due to their small number of employees
or other similar criteria); or

(G) Any other payment which the
Board determines to be permissible in
accordance with §704.20(d).

(5) Institution-affiliated party (IAP)
means any individual meeting the cri-
teria specified in section 206(r) of the
Act (12 U.S.C. 1786(1)).

(6) Liability or legal expense means:

(i) Any legal or other professional
fees and expenses incurred in connec-
tion with any claim, proceeding, or ac-
tion;

(ii) The amount of, and any cost in-
curred in connection with, any settle-
ment of any claim, proceeding, or ac-
tion; and

(iii) The amount of, and any cost in-
curred in connection with, any judg-
ment or penalty imposed with respect
to any claim, proceeding, or action.

(7T) Nondiscriminatory means that the
plan, contract or arrangement in ques-
tion applies to all employees of a cor-
porate credit union who meet reason-
able and customary eligibility require-
ments applicable to all employees,
such as minimum length of service re-
quirements. A nondiscriminatory plan,
contract or arrangement may provide
different benefits based only on objec-
tive criteria such as salary, total com-
pensation, length of service, job grade
or classification, which are applied on
a proportionate basis (with a variance
in severance benefits relating to any
criterion of plus or minus ten percent)
to groups of employees consisting of
not less than the lesser of 33 percent of
employees or 1,000 employees.

(8) Payment means:

(i) Any direct or indirect transfer of
any funds or any asset;

(ii) Any forgiveness of any debt or
other obligation;

(iii) The conferring of any benefit, in-
cluding but not limited to stock op-
tions and stock appreciation rights; or
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(iv) Any segregation of any funds or
assets, the establishment or funding of
any trust or the purchase of or ar-
rangement for any letter of credit or
other instrument, for the purpose of
making, or pursuant to any agreement
to make, any payment on or after the
date on which such funds or assets are
segregated, or at the time of or after
such trust is established or letter of
credit or other instrument is made
available, without regard to whether
the obligation to make such payment
is contingent on:

(A) The determination, after such
date, of the liability for the payment of
such amount; or

(B) The liquidation, after such date,
of the amount of such payment.

(9) Prohibited indemnification payment
means any payment (or any agreement
or arrangement to make any payment)
by any corporate credit union for the
benefit of any person who is or was an
IAP of such corporate credit union, to
pay or reimburse such person for any
civil money penalty, judgment or other
liability or legal expense resulting
from any administrative or civil action
instituted by the Board or any appro-
priate state regulatory authority that
results in a final order or settlement
pursuant to which such person:

(i) Is assessed a civil money penalty;

(ii) Is removed from office or prohib-
ited from participating in the conduct
of the affairs of the corporate credit
union; or

(iii) Is required to cease and desist
from or take any affirmative action de-
scribed in Section 206 of the Act with
respect to such corporate credit union.

(iv) Ezxceptions. The term prohibited
indemnification payment does not in-
clude any reasonable payment by a cor-
porate credit union that:

(A) Is used to purchase any commer-
cial insurance policy or fidelity bond,
provided that such insurance policy or
bond must not be used to pay or reim-
burse an IAP for the cost of any judg-
ment or civil money penalty assessed
against such person in an administra-
tive proceeding or civil action com-
menced by NCUA or the appropriate
state supervisory authority (in the
case of a state chartered corporate),
but may pay any legal or professional
expenses incurred in connection with
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such proceeding or action or the
amount of any restitution to the cor-
porate credit union or its liquidating
agent; or

(B) Represents partial indemnifica-
tion for legal or professional expenses
specifically attributable to particular
charges for which there has been a for-
mal and final adjudication or finding in
connection with a settlement that the
IAP has not violated certain laws or
regulations or has not engaged in cer-
tain unsafe or unsound practices or
breaches of fiduciary duty, unless the
administrative action or civil pro-
ceeding has resulted in a final prohibi-
tion order against the IAP.

(10) Troubled Condition means that
the corporate credit union:

(i) Has been assigned:

(A) A 4 or 5 Corporate Risk Informa-
tion System (CRIS) rating by NCUA in
either the Financial Risk or Risk Man-
agement composites, in the case of a
federal corporate credit union, or

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

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

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

(b) Golden parachute payments prohib-
ited. No corporate credit union will
make or agree to make any golden
parachute payment, except as other-
wise provided in this section.
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(c) Prohibited indemnification pay-
ments. No corporate credit union will
make or agree to make any prohibited
indemnification payment, except as
provided in this section.

(d) Permissible golden parachute pay-
ments. (1) A corporate credit union may
agree to make or may make a golden
parachute payment if and to the extent
that:

(i) Such an agreement is made in
order to hire a person to become an
IAP either at a time when the cor-
porate credit union satisfies or in an
effort to prevent it from imminently
satisfying any of the criteria set forth
in paragraph (a)(4)(ii) of this section,
and the Board, consents in writing to
the amount and terms of the golden
parachute payment. Such consent by
the Board must not improve the IAP’s
position in the event of the insolvency
of the corporate credit union since
such consent can neither bind a liqui-
dating agent nor affect the provability
of claims in liquidation. In the event
that the institution is placed into con-
servatorship or liquidation, the conser-
vator or the liquidating agent, as the
case may be, will not be obligated to
pay the promised golden parachute and
the IAP will not be accorded pref-
erential treatment on the basis of such
prior approval; or

(ii) Such a payment is made pursuant
to an agreement which provides for a
reasonable severance payment, not to
exceed twelve months salary, to an IAP
in the event of a merger with another
corporate credit union; provided, how-
ever, that a corporate credit union
must obtain the consent of the Board,
before making such a payment and this
paragraph (d)(1)(iii) does not apply to
any merger between corporates that re-
sults from an assisted transaction as
described in Section 208 of the Act (12
U.S.C. 1788) or the corporate credit
union being placed into conservator-
ship or liquidation; or

(iii) The Board, with the written con-
currence of the appropriate state su-
pervisory authority (in the case of a
state-chartered corporate), determines
that such a payment or agreement is
permissible.

(2) A corporate credit union making a
request pursuant to paragraphs (d)(1)(i)
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through (iii) of this section must dem-
onstrate that it does not possess and is
not aware of any information, evi-
dence, documents or other materials
which would indicate that there is a
reasonable basis to believe, at the time
such payment is proposed to be made,
that:

(i) The IAP has committed any fraud-
ulent act or omission, breach of trust
or fiduciary duty, or insider abuse with
regard to the corporate credit union
that has had or is likely to have a ma-
terial adverse effect on the corporate
credit union;

(ii) The IAP is substantially respon-
sible for the insolvency of, the appoint-
ment of a conservator or liquidating
agent for, or the troubled condition, as
defined by §701.14(b)(4), of the cor-
porate credit union;

(iii) The IAP has materially violated
any applicable federal or state banking
law or regulation that has had or is
likely to have a material effect on the
corporate credit union; and

(iv) The IAP has violated or con-
spired to violate Section 215, 656, 657,
1005, 1006, 1007, 1014, 1032, or 1344 of
Title 18 of the United States Code, or
Section 1341 or 1343 of such title affect-
ing a federally insured financial insti-
tution as defined in Title 18 of the
United States Code.

(3) In making a determination under
paragraphs (d)(1)(i) through (iii) of this
section, the Board may consider:

(1) Whether, and to what degree, the
IAP was in a position of managerial or
fiduciary responsibility;

(ii) The length of time the IAP was
affiliated with the corporate credit
union, and the degree to which the pro-
posed payment represents a reasonable
payment for services rendered over the
period of employment; and

(iii) Any other factors or cir-
cumstances which would indicate that
the proposed payment would be con-
trary to the intent of Section 206(t) of
the Act or this part.

(e) Permissible indemnification pay-
ments. (1) A corporate credit union may
make or agree to make reasonable in-
demnification payments to an IAP
with respect to an administrative pro-
ceeding or civil action initiated by
NCUA or a state regulatory authority
if:
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(i) The corporate credit union’s board
of directors, in good faith, determines
in writing after due investigation and
consideration that the institution-af-
filiated party acted in good faith and in
a manner he/she believed to be in the
best interests of the membership;

(ii) The corporate credit wunion’s
board of directors, in good faith, deter-
mines in writing after due investiga-
tion and consideration that the pay-
ment of such expenses will not materi-
ally adversely affect the institution’s
or holding company’s safety and sound-
ness;

(iii) The indemnification payments
do not constitute prohibited indem-
nification payments as that term is de-
fined in §704.20(c); and

(iv) The IAP agrees in writing to re-
imburse the corporate credit union, to
the extent not covered by payments
from insurance or bonds purchased pur-
suant to §704.20(a)(9)(iv)(A), for that
portion of the advanced indemnifica-
tion payments which subsequently be-
come prohibited indemnification pay-
ments, as defined in §704.20(a)(9).

(2) An IAP seeking indemnification
payments must not participate in any
way in the board’s discussion and ap-
proval of such payments; provided,
however, that such IAP may present
his/her request to the board and re-
spond to any inquiries from the board
concerning his/her involvement in the
circumstances giving rise to the ad-
ministrative proceeding or civil action.

(3) In the event that a majority of
the members of the board of directors
are named as respondents in an admin-
istrative proceeding or civil action and
request indemnification, the remaining
members of the board may authorize
independent legal counsel to review the
indemnification request and provide
the remaining members of the board
with a written opinion of counsel as to
whether the conditions delineated in
paragraph (e)(1) of this section have
been met. If independent legal counsel
opines that said conditions have been
met, the remaining members of the
board of directors may rely on such
opinion in authorizing the requested
indemnification.

(4) In the event that all of the mem-
bers of the board of directors are
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named as respondents in an adminis-
trative proceeding or civil action and
request indemnification, the board will
authorize independent legal counsel to
review the indemnification request and
provide the board with a written opin-
ion of counsel as to whether the condi-
tions delineated in paragraph (e)(1) of
this section have been met. If inde-
pendent legal counsel opines that said
conditions have been met, the board of
directors may rely on such opinion in
authorizing the requested indemnifica-
tion.

(f) Filing instructions. Requests to
make excess nondiscriminatory sever-
ance plan payments pursuant to
§704.20(a)(4)(iv)(E) and golden para-
chute payments permitted by §704.20(d)
must be submitted in writing to the
Board. The request must be in letter
form and must contain all relevant fac-
tual information as well as the reasons
why such approval should be granted.

(g) Applicability in the event of liquida-
tion or comservatorship. The provisions
of this part, or any consent or approval
granted under the provisions of this
part by the Board, will not in any way
bind any liquidating agent or conser-
vator for a failed corporate credit
union and will not in any way obligate
the liquidating agent or conservator to
pay any claim or obligation pursuant
to any golden parachute, severance, in-
demnification or other agreement.
Claims for employee welfare benefits or
other benefits that are contingent,
even if otherwise vested, when a liqui-
dating agent or conservator is ap-
pointed for any corporate credit union,
including any contingency for termi-
nation of employment, are not prov-
able claims or actual, direct compen-
satory damage claims against such lig-
uidating agent or conservator. Nothing
in this part may be construed to per-
mit the payment of salary or any li-
ability or legal expense of any IAP con-
trary to 12 U.S.C. 1786(t)(3).

[75 FR 64845, Oct. 20, 2010]

EFFECTIVE DATE NOTE: At 75 FR 64845, Oct.
20, 2010, §704.20 was added, effective January
18, 2011.
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APPENDIX A TO PART 704—MODEL
FOrRMS

This appendix contains sample forms in-
tended for use by corporate credit unions to
aid in compliance with the membership cap-
ital 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 re-
leasable 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
membership capital with three years’ notice.

(4) Membership capital cannot be used to
pledge borrowings.

() 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 liabil-
ities of the liquidation estate including unin-
sured obligations to shareholders and the
NCUSIF.

(7) Where the corporate credit union is
merged into another corporate credit union,
the membership capital account will transfer
to the continuing corporate credit union.
The three-year notice period for withdrawal
of the membership capital account will re-
main in effect.

(8) {If an adjusted balance account}: The
membership capital balance will be adjusted
~ @Qor2 time(s) annually in relation
to the member credit union’s (assets
or other measure) as of

(date(s)) . {If a term certificate}:
The membership capital account is a term
certificate that will mature on
(date)

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 membership capital ac-
count.

The notice form must be signed by either
all of the directors of the member credit
union or, if authorized by board resolution,
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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 deposit insurer.

(2) A paid-in capital account is not releas-
able due solely to the merger, charter con-
version 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 con-
version, the paid-in capital account transfers
to the new institution. In the event of lig-
uidation, 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 op-
tion of the corporate credit union and only if
the corporate credit union meets its min-
imum required capital and NEV ratios after
the funds are called.

(4) Paid-in capital cannot be used to pledge
borrowings.

(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 obli-
gations to shareholders 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 corporate 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 an-
nual notice of terms and conditions of the
paid-in capital instrument.

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.

[67 FR 65657, Oct. 25, 2002]

EFFECTIVE DATE NOTE: At 75 FR 64848, Oct.
20, 2010, appendix A of part 704 was revised,
effective Jan. 18, 2011. For the convenience of
the user, the revised text is set forth as fol-
lows:

Pt. 704, App. A, Nt.

APPENDIX A TO PART 704—CAPITAL
PRIORITIZATION AND MODEL FORMS

PART I—OPTIONAL CAPITAL PRIORITIZATION

Notwithstanding any other provision in
this chapter, a corporate credit union, at its
option, may determine that capital contrib-
uted to the corporate on or after January 18,
2011 will have priority, for purposes of avail-
ability to absorb losses and payout in lig-
uidation, over capital contributed to the cor-
porate before that date. The board of direc-
tors at a corporate credit union that desires
to make this determination must:

(a) On or before January 18, 2011, adopt a
resolution implementing its determination.

(b) Inform the credit union’s members and
NCUA, in writing and as soon as practicable
after adoption of the resolution, of the con-
tents of the board resolution.

(c) Ensure the credit union uses the appro-
priate initial and periodic Model Form dis-
closures in Part II below.

PART II—MODEL FORMS

Part II contains model forms intended for
use by corporate credit unions to aid in com-
pliance with the capital disclosure require-
ments of §704.3 and Part I of this Appendix.

Model Form A

Terms and Conditions of Membership Capital
Account

NoTE: This form is for use before October
20, 2011 in the circumstances where the cred-
it union has determined NOT to give newly
issued capital priority over older capital as
described in Part I of this Appendix.

(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 re-
leasable 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
membership 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
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payable only after satisfaction of all liabil-
ities of the liquidation estate including unin-
sured obligations to shareholders and the
NCUSIF.

(7) Where the corporate credit union is
merged into another corporate credit union,
the membership capital account will transfer
to the continuing corporate credit union.
The three-year notice period for withdrawal
of the membership capital account will re-
main in effect.

(8) If an adjusted balance account—: The
membership capital balance will be ad-
justed—(1 or 2)—time(s) annually in relation
to the member credit union’s—(assets or
other measure)—asof—(date(s))—. If a term
certificate—: The membership capital ac-
count is a term certificate that will mature
on—(date)—.

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 membership capital ac-
count.

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.

Model Form B

Terms and Conditions of Membership Capital
Account

NoTE: This form is for use before October
20, 2011 in the circumstances where the cred-
it union has determined THAT IT WILL give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.

(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 re-
leasable 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
membership capital with three years’ notice.

(4) Membership capital cannot be used to
pledge borrowings.

12 CFR Ch. VII (1-1-11 Edition)

(5)(a) Membership capital that is issued on
or after January 18, 2011, is available to
cover losses that exceed retained earnings,
contributed capital issued before January 18,
2011, and perpetual capital issued on or after
January 18, 2011. Any such losses will be dis-
tributed pro rata, at the time the loss is real-
ized, among membership capital account
holders with accounts issued on or after Jan-
uary 18, 2011. To the extent that NCA funds
are used to cover losses, the corporate credit
union is prohibited from restoring or replen-
ishing the affected accounts under any cir-
cumstances.

(b) Membership capital that is issued be-
fore January 18, 2011 is available to cover
losses that exceed retained earnings and per-
petual capital issued before January 18, 2011.
Any such losses will be distributed pro rata,
at the time the loss is realized, among mem-
bership capital account holders with ac-
counts issued before January 18, 2011. To the
extent that NCA funds are used to cover
losses, the corporate credit union is prohib-
ited from restoring or replenishing the af-
fected accounts under any circumstances.

(c) Attached to this disclosure is a state-
ment that describes the amount of NCA the
credit union has with the corporate credit
union in each of the categories described in
paragraphs (5)(a) and (5)(b) above.

(6) If the corporate credit union is lig-
uidated:

(a) Membership capital accounts issued on
or after January 18, 2011 are payable only
after satisfaction of all liabilities of the lig-
uidation estate including uninsured obliga-
tions to shareholders and the NCUSIF, but
not including contributed capital accounts
issued before January 18, 2011 and perpetual
capital accounts issued on or after January
18, 2011. However, membership capital that is
used to cover losses in a calendar year pre-
vious to the year of liquidation has no claim
against the liquidation estate.

(b) Membership capital accounts issued be-
fore January 18, 2011, are payable only after
satisfaction of all liabilities of the liquida-
tion estate including uninsured obligations
to shareholders and the NCUSIF, but not in-
cluding perpetual capital accounts issued be-
fore January 18, 2011. However, membership
capital that is used to cover losses in a cal-
endar year previous to the year of liquida-
tion has no claim against the liquidation es-
tate.

(7) Where the corporate credit union is
merged into another corporate credit union,
the membership capital account will transfer
to the continuing corporate credit union.
The three-year notice period for withdrawal
of the membership capital account will re-
main in effect.

(8) If an adjusted balance account—: The
membership capital balance will be ad-
justed—(1 or 2)—time(s) annually in relation
to the member credit union’s—(assets or
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other measure)—as of—(date(s))—. If a term
certificate—: The membership capital ac-
count is a term certificate that will mature
on—(date)—.

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 membership capital ac-
count.

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.

Model Form C

Terms and Conditions of Nonperpetual
Capital

NoTE: This form is for use on and after Oc-
tober 20, 2011 in the circumstances where the
credit union has determined NOT to give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.
Also, corporate credit unions should ensure
that existing membership capital accounts
that do not meet the qualifying conditions
for nonperpetual capital are modified so as
to meet those conditions.

Terms and Conditions of Nonperpetual
Capital Account

(1) A nonperpetual capital account is not
subject to share insurance coverage by the
NCUSIF or other deposit insurer.

(2) A nonperpetual 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
nonperpetual capital account transfers to
the continuing credit union. In the event of
a charter conversion, the nonperpetual cap-
ital account transfers to the new institution.
In the event of liquidation, the nonperpetual
capital account may be released to facilitate
the payout of shares with the prior written
approval of NCUA.

(3) If the nonperpetual capital account is a
notice account, a member credit union may
withdraw the nonperpetual capital with a
minimum of five years’ notice. If the nonper-
petual capital account is a term instrument
it may be redeemed only at maturity. The
corporate credit union may not redeem any
account prior to the expiration of the notice
period, or maturity, without the prior writ-
ten approval of the NCUA.
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(4) Nonperpetual capital cannot be used to
pledge borrowings.

(5) Nonperpetual capital is available to
cover losses that exceed retained earnings
and perpetual contributed capital. Any such
losses will be distributed pro rata among non-
perpetual capital account holders at the
time the loss is realized. To the extent that
NCA funds are used to cover losses, the cor-
porate credit union is prohibited from restor-
ing or replenishing the affected accounts
under any circumstances.

(6) Where the corporate credit union is liqg-
uidated, nonperpetual capital accounts are
payable only after satisfaction of all liabil-
ities of the liquidation estate including unin-
sured obligations to shareholders and the
NCUSIF. However, nonperpetual capital that
is used to cover losses in a calendar year pre-
vious to the year of liquidation has no claim
against the liquidation estate.

(7) Where the corporate credit union is
merged into another corporate credit union,
the nonperpetual capital account will trans-
fer to the continuing corporate credit union.
For notice accounts, the five-year notice pe-
riod for withdrawal of the nonperpetual cap-
ital account will remain in effect. For term
accounts, the original term will remain in
effect.

(8) If a term certificate—: The nonper-
petual capital account is a term certificate
that will mature on—(date)—(insert date
with a minimum five-year original matu-
rity).

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 nonperpetual capital ac-
count.

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 nonperpetual
capital accounts. The certification must be
maintained in the corporate credit union’s
files and be available for examiner review.

Model Form D

Terms and Conditions of Nonperpetual
Capital

NoTE: This form is for use before October
20, 2011 in the circumstances where the cred-
it union has determined THAT IT WILL give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.
Also, corporate credit unions should ensure
that existing membership capital accounts
that do not meet the qualifying conditions
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for nonperpetual capital are modified so as
to meet those conditions.

Terms and Conditions of Nonperpetual
Capital Account

(1) A nonperpetual capital account is not
subject to share insurance coverage by the
NCUSIF or other deposit insurer.

(2) A nonperpetual 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
nonperpetual capital account transfers to
the continuing credit union. In the event of
a charter conversion, the nonperpetual cap-
ital account transfers to the new institution.
In the event of liquidation, the nonperpetual
capital account may be released to facilitate
the payout of shares with the prior written
approval of NCUA.

(3) If the nonperpetual capital account is a
notice account, a member credit union may
withdraw the nonperpetual capital with a
minimum of five years’ notice. If the nonper-
petual capital account is a term instrument
it may be redeemed only at maturity. The
corporate credit union may not redeem any
account prior to the expiration of the notice
period, or maturity, without the prior writ-
ten approval of the NCUA.

(4) Nonperpetual capital cannot be used to
pledge borrowings.

(5)(a) Nonperpetual capital that is issued
on or after January 18, 2011 is available to
cover losses that exceed retained earnings,
all contributed capital issued before January
18, 2011, and perpetual capital issued on or
after January 18, 2011. Any such losses will
be distributed pro rata, at the time the loss
is realized, among nonperpetual capital ac-
count holders with accounts issued on or
after January 18, 2011. To the extent that
NCA funds are used to cover losses, the cor-
porate credit union is prohibited from restor-
ing or replenishing the affected accounts
under any circumstances.

(b) Nonperpetual capital that is issued be-
fore January 18, 2011, is available to cover
losses that exceed retained earnings and per-
petual capital issued before January 18, 2011.
Any such losses will be distributed pro rata,
at the time the loss is realized, among non-
perpetual capital account holders with ac-
counts issued before January 18, 2011. To the
extent that NCA funds are used to cover
losses, the corporate credit union is prohib-
ited from restoring or replenishing the af-
fected accounts under any circumstances.

(c) Attached to this disclosure is a state-
ment that describes the amount of NCA the
credit union has with the corporate credit
union in each of the categories described in
paragraphs (5)(a) and (5)(b) above.

(6) If the corporate credit union is lig-
uidated:

(a) Nonperpetual capital accounts issued
on or after January 18, 2011 are payable only

12 CFR Ch. VII (1-1-11 Edition)

after satisfaction of all liabilities of the lig-
uidation estate including uninsured obliga-
tions to shareholders and the NCUSIF, but
not including contributed capital accounts
issued before January 18, 2011 or perpetual
capital accounts issued on or after January
18, 2011. However, nonperpetual capital that
is used to cover losses in a calendar year pre-
vious to the year of liquidation has no claim
against the liquidation estate.

(b) Nonperpetual capital accounts issued
before January 18, 2011 are payable only after
satisfaction of all liabilities of the liquida-
tion estate including uninsured obligations
to shareholders and the NCUSIF, but not in-
cluding perpetual capital accounts issued be-
fore January 18, 2011. However, nonperpetual
capital that is used to cover losses in a cal-
endar year previous to the year of liquida-
tion has no claim against the liquidation es-
tate.

(7) Where the corporate credit union is
merged into another corporate credit union,
the nonperpetual capital account will trans-
fer to the continuing corporate credit union.
For notice accounts, the five-year notice pe-
riod for withdrawal of the nonperpetual cap-
ital account will remain in effect. For term
accounts, the original term will remain in
effect.

(8) If a term certificate—: The nonper-
petual capital account is a term certificate
that will mature on—(date)—(insert date
with a minimum five-year original matu-
rity).

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 nonperpetual capital ac-
count.

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 nonperpetual
capital accounts. The certification must be
maintained in the corporate credit union’s
files and be available for examiner review.

Model Form E

Terms and Conditions of Paid-In Capital

NOTE: This form is for use before October
20, 2011 in the circumstances where the cred-
it union has determined NOT to give newly
issued capital priority over older capital as
described in Part I of this Appendix.
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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 deposit insurer.

(2) A paid-in capital account is not releas-
able due solely to the merger, charter con-
version 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 con-
version, the paid-in capital account transfers
to the new institution. In the event of lig-
uidation, 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 op-
tion of the corporate credit union and only if
the corporate credit union meets its min-
imum required capital and NEV ratios after
the funds are called. The corporate must also
obtain NCUA’s approval before the corporate
calls any paid-in capital.

(4) Paid-in capital cannot be used to pledge
borrowings.

(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 obli-
gations to shareholders 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 corporate 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 an-
nual notice of terms and conditions of the
paid-in capital instrument.

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.

Model Form F

Terms and Conditions of Paid-In Capital

NoTE: This form is for use before October
20, 2011 in the circumstances where the cred-
it union has determined THAT IT WILL give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.

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 deposit insurer.

(2) A paid-in capital account is not releas-
able due solely to the merger, charter con-
version or liquidation of the member credit
union. In the event of a merger, the paid-in
capital account transfers to the continuing
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credit union. In the event of a charter con-
version, the paid-in capital account transfers
to the new institution. In the event of lig-
uidation, 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 op-
tion of the corporate credit union and only if
the corporate credit union meets its min-
imum required capital and NEV ratios after
the funds are called. The corporate must also
obtain NCUA’s approval before the corporate
calls any paid-in capital.

(4) Paid-in capital cannot be used to pledge
borrowings.

(5) Availability to cover losses.

(a) Paid-in capital issued before January
18, 2011 is available to cover losses that ex-
ceed retained earnings. Any such losses must
be distributed pro rata, at the time the loss
is realized, among holders of paid-in capital
issued before January 18, 2011. To the extent
that paid-in capital funds are used to cover
losses, the corporate credit union is prohib-
ited from restoring or replenishing the af-
fected accounts under any circumstances.

(b) Paid-in capital issued on or after Janu-
ary 18, 2011 is available to cover losses that
exceed retained earnings and any contrib-
uted capital issued before January 18, 2011.
Any such losses must be distributed pro rata,
at the time the loss is realized, among hold-
ers of paid-in capital issued on or after Janu-
ary 18, 2011. To the extent that paid-in cap-
ital funds are used to cover losses, the cor-
porate credit union is prohibited from restor-
ing or replenishing the affected accounts
under any circumstances.

(c) Attached to this disclosure is a state-
ment that describes the amount of perpetual
capital the credit union has with the cor-
porate credit union in each of the categories
described in paragraphs (5)(a) and (5)(b)
above.

(6) Where the corporate credit union is lig-
uidated:

(a) Paid-in capital accounts issued on or
after January 18, 2011 are payable only after
satisfaction of all liabilities of the liquida-
tion estate including uninsured obligations
to shareholders and the NCUSIF, but not in-
cluding contributed capital accounts issued
before January 18, 2011. However, paid-in
capital that is used to cover losses in a cal-
endar year previous to the year of liquida-
tion has no claim against the liquidation es-
tate.

(b) Paid-in capital accounts issued before
January 18, 2011 are payable only after satis-
faction of all liabilities of the liquidation es-
tate including uninsured obligations to
shareholders and the NCUSIF, nonperpetual
accounts issued before January 18, 2011 and
contributed capital accounts issued on or
after January 18, 2011. However, paid-in cap-
ital that is used to cover losses in a calendar

609



Pt. 704, App. A, Nt.

year previous to the year of liquidation has
no claim against the liquidation estate.

(7) Where the corporate credit union is
merged into another corporate credit union,
the paid-in capital account will transfer to
the continuing corporate 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 an-
nual notice of terms and conditions of the
paid-in capital instrument.

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.

Model Form G

Terms and Conditions of Perpetual
Contributed Capital

NoTE: This form is for use on and after Oc-
tober 20, 2011 in the circumstances where the
credit union has determined NOT to give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.
Also, capital previously issued under the no-
menclature “paid-in capital” is considered
perpetual contributed capital.

(1) A perpetual contributed capital account
is not subject to share insurance coverage by
the NCUSIF or other deposit insurer.

(2) A perpetual contributed capital account
is not releasable due solely to the merger,
charter conversion or liquidation of the
member credit union. In the event of a merg-
er, the perpetual contributed capital account
transfers to the continuing credit union. In
the event of a charter conversion, the per-
petual contributed capital account transfers
to the new institution. In the event of lig-
uidation, the perpetual contributed capital
account may be released to facilitate the
payout of shares with the prior written ap-
proval of NCUA.

(3) The funds are callable only at the op-
tion of the corporate credit union and only if
the corporate credit union meets its min-
imum required capital and NEV ratios after
the funds are called. The corporate must also
obtain the prior, written approval of the
NCUA before releasing any perpetual con-
tributed capital funds.

(4) Perpetual contributed capital cannot be
used to pledge borrowings.

(5) Perpetual contributed capital is per-
petual maturity and noncumulative divi-
dend.

(6) Perpetual contributed capital is avail-
able to cover losses that exceed retained
earnings. Any such losses must be distrib-
uted pro rata among perpetual contributed
capital holders at the time the loss is real-
ized. To the extent that perpetual contrib-
uted capital funds are used to cover losses,
the corporate credit union is prohibited from

12 CFR Ch. VII (1-1-11 Edition)

restoring or replenishing the affected ac-
counts under any circumstances.

(7) Where the corporate credit union is liq-
uidated, perpetual contributed capital ac-
counts are payable only after satisfaction of
all liabilities of the liquidation estate in-
cluding uninsured obligations to share-
holders and the NCUSIF, and nonperpetual
capital holders. However, perpetual contrib-
uted capital that is used to cover losses in a
calendar year previous to the year of liquida-
tion has no claim against the liquidation es-
tate.

I have read the above terms and conditions
and I understand them. I further agree to
maintain in the credit union’s files the an-
nual notice of terms and conditions of the
perpetual contributed capital instrument.

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.

Model Form H

Terms and Conditions of Perpetual
Contributed Capital

NoTE: This form is for use before October
20, 2011 in the circumstances where the cred-
it union has determined THAT IT WILL give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.
Also, capital previously issued under the no-
menclature “paid-in capital” is considered
perpetual contributed capital.

(1) A perpetual contributed capital account
is not subject to share insurance coverage by
the NCUSIF or other deposit insurer.

(2) A perpetual contributed capital account
is not releasable due solely to the merger,
charter conversion or ligquidation of the
member credit union. In the event of a merg-
er, the perpetual contributed capital account
transfers to the continuing credit union. In
the event of a charter conversion, the per-
petual contributed capital account transfers
to the new institution. In the event of lig-
uidation, the perpetual contributed capital
account may be released to facilitate the
payout of shares with the prior written ap-
proval of NCUA.

(3) The funds are callable only at the op-
tion of the corporate credit union and only if
the corporate credit union meets its min-
imum required capital and NEV ratios after
the funds are called. The corporate must also
obtain the prior, written approval of the
NCUA before releasing any perpetual con-
tributed capital funds.

(4) Perpetual contributed capital cannot be
used to pledge borrowings.

(5) Perpetual contributed capital is per-
petual maturity and noncumulative divi-
dend.

(6) Availability to cover losses.

(a) Perpetual contributed capital issued be-
fore January 18, 2011 is available to cover
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losses that exceed retained earnings. Any
such losses must be distributed pro rata, at
the time the loss is realized, among holders
of perpetual contributed capital issued be-
fore January 18, 2011. To the extent that per-
petual contributed capital funds are used to
cover losses, the corporate credit union is
prohibited from restoring or replenishing the
affected accounts under any circumstances.

(b) Perpetual contributed capital issued on
or after January 18, 2011 is available to cover
losses that exceed retained earnings and any
contributed capital issued before January 18,
2011. Any such losses must be distributed pro
rata, at the time the loss is realized, among
holders of perpetual contributed capital
issued on or after January 18, 2011. To the ex-
tent that perpetual contributed capital funds
are used to cover losses, the corporate credit
union is prohibited from restoring or replen-
ishing the affected accounts under any cir-
cumstances.

(c) Attached to this disclosure is a state-
ment that describes the amount of perpetual
capital the credit union has with the cor-
porate credit union in each of the categories
described in paragraphs (6)(a) and (6)(b)
above.

(7) Where the corporate credit union is lig-
uidated:

(a) Perpetual contributed capital accounts
issued on or after January 18, 2011 are pay-
able only after satisfaction of all liabilities
of the liquidation estate including uninsured
obligations to shareholders and the NCUSIF,
but not including contributed capital ac-
counts issued before January 18, 2011. How-
ever, perpetual contributed capital that is
used to cover losses in a calendar year pre-
vious to the year of liquidation has no claim
against the liquidation estate.

(b) Perpetual contributed capital accounts
issued before January 18, 2011 are payable
only after satisfaction of all liabilities of the
liquidation estate including uninsured obli-
gations to shareholders and the NCUSIF,
nonperpetual capital accounts issued before
January 18, 2011, and all contributed capital
accounts issued on or after January 18, 2011.
However, perpetual contributed capital that
is used to cover losses in a calendar year pre-
vious to the year of liquidation has no claim
against the liquidation estate.

I have read the above terms and conditions
and I understand them. I further agree to
maintain in the credit union’s files the an-
nual notice of terms and conditions of the
perpetual contributed capital instrument.

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.

2. At 75 FR 71528, Nov. 24, 2010, appendix A
to part 704 was amended by revising the in-
troductory note in Model Form H, effective
Jan. 18, 2011. For the convenience of the user,
the revised text is set forth as follows:

Pt. 704, App. B

APPENDIX A TO PART 704—CAPITAL
PRIORITIZATION AND MODEL FORMS

* * * * *

Model Form H

NoOTE: This form is for use on or after Octo-
ber 20, 2011 in the circumstances where the
credit union has determined that it will give
newly issued capital priority over older cap-
ital as described in Part I of this Appendix.
Also, capital previously issued under the no-
menclature “paid-in capital” is considered
perpetual contributed capital.

* * * * *

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 appendix if it meets the applicable re-
quirements of part 704 and appendix B, ful-
fills additional management, infrastructure,
and asset and liability requirements, and re-
ceives NCUA’s written approval. Additional
guidance is set forth in the NCUA publica-
tion Guidelines for Submission of Requests
for Expanded Authority.

A corporate credit union seeking expanded
authorities must submit to NCUA a self-as-
sessment plan supporting its request. A cor-
porate credit union may adopt expanded au-
thorities when NCUA has provided final ap-
proval. If NCUA denies a request for ex-
panded authorities, it will advise the cor-
porate 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 indi-
cates a significant deficiency. NCUA will no-
tify the corporate credit union in writing of
the identified deficiency. A corporate credit
union may request, in writing, reinstate-
ment of the revoked authorities by providing
a self-assessment plan detailing how it has
corrected the deficiency.

Minimum Requirement

In order to participate in any of the au-
thorities set forth in Base-Plus, part I, part
II, part III, part IV, and part V of this appen-
dix, 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).

BASE-PLUS

A corporate that has met the requirements
for this Base-plus authority may, in per-
forming the rate stress tests set forth in
§704.8(d)(1)(i), allow its NEV to decline as
much as 20 percent.
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PART I

(a) A corporate credit union that has met
the requirements for this Part I may:

(1) Purchase investments with long-term
ratings no lower than A- (or equivalent);

(2) Purchase investments with short-term
ratings no lower than A-2 (or equivalent),
provided that the issuer has a long-term rat-
ing no lower than A- (or equivalent) or the
investment is a domestically-issued asset-
backed security;

(3) Engage in short sales of permissible in-
vestments to reduce interest rate risk;

(4) Purchase principal only (PO) stripped
mortgage-backed securities to reduce inter-
est 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 cor-
porate credit union that has met the require-
ments of this Part I may decline as much as:

(1) 20 percent;

(2) 28 percent if the corporate credit union
has a b 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 un-
secured 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 100 percent of the
corporate credit union’s capital. The board
of directors must establish the limit, as a
percent of the corporate credit union’s cap-
ital plus pledged shares, for secured loans
and lines of credit.

PART II

(a) A corporate credit union that has met
the requirements for this part II may:

(1) Purchase investments with long-term
ratings no lower than BBB (flat) (or equiva-
lent). 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),
provided that the issuer has a long-term rat-
ing no lower than BBB (flat) (or equivalent)
or the investment is a domestically issued
asset-backed security;

(3) Engage in short sales of permissible in-
vestments to reduce interest rate risk;

(4) Purchase principal only (PO) stripped
mortgage-backed securities to reduce inter-
est rate risk; and

(5) Enter into a dollar roll transaction.

(b) Aggregate investments in repurchase
and securities lending agreements with any
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one counterparty are limited to 400 percent
of capital.

(c) In performing the rate stress tests set
forth in §704.8(d)(1)(i), the NEV of a cor-
porate credit union which has met the re-
quirements of this part II may decline as
much as:

(1) 20 percent;

(2) 28 percent if the corporate credit union
has a b 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 un-
secured 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 100 percent of the
corporate credit union’s capital. The board
of directors must establish the limit, as a
percent of the corporate credit union’s cap-
ital plus pledged shares, for secured loans
and lines of credit.

PART IIT

(a) A corporate credit union that has met
the requirements of either part I or part II of
this appendix and the additional require-
ments for part III may invest in:

(1) Debt obligations of a foreign country;

(2) Deposits and debt obligations of foreign
banks or obligations guaranteed by these
banks;

(3) Marketable debt obligations of foreign
corporations. This authority does not apply
to debt obligations that are convertible into
the stock of the corporation; and

(4) Foreign issued asset-backed securities.

(b) All foreign investments are subject to
the following requirements:

(1) Investments must be rated no lower
than the minimum permissible domestic rat-
ing under the corporate credit union’s part I
or part IT authority;

(2) A sovereign issuer, and/or the country
in which an obligor is organized, must have
a long-term foreign currency (non-local cur-
rency) debt rating no lower than AA- (or
equivalent);

(3) For each approved foreign bank line,
the corporate credit union must identify the
specific banking centers and branches to
which it will lend funds;

(4) Obligations of any single foreign obligor
may not exceed 50 percent of capital; and

(5) Obligations in any single foreign coun-
try 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 derivative transactions specifically ap-
proved by NCUA to:

(1) Create structured products;

(2) Manage its own balance sheet; and
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(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 com-
parable term permissible investments; and

(ii) If the counterparty is foreign, the cor-
porate must have part IIT expanded author-
ity and the counterparty rating must be no
lower that the minimum permissible rating
for a comparable term investment under part
IIT 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 re-
quirements 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 re-
quired for derivative transactions with:

(i) Domestically chartered credit unions;

(ii) U.S. government sponsored enterprises;
or

(iii) Counterparties if the transaction is
fully guaranteed by an entity with a min-
imum permissible rating for comparable
term investments.

PART V

A corporate credit union that has met the
requirements 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
participation loans with any one member
credit union must not exceed 25 percent of
capital; and

(b) The maximum aggregate amount of
participation loans with all member credit
unions will be determined on a case-by-case
basis by the OCCU Director.

[67 FR 65658, Oct. 25, 2002]

EFFECTIVE DATE NOTE: At 75 FR 64851, Oct.
20, 2010, appendix B to part 704 was revised,
effective Jan. 18, 2011. For the convenience of
the user, the revised text is set forth as fol-
lows:

APPENDIX B TO PART 704—EXPANDED
AUTHORITIES AND REQUIREMENTS

A corporate credit union may obtain all or
part of the expanded authorities contained in
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this Appendix if it meets the applicable re-
quirements of Part 704 and Appendix B, ful-
fills additional management, infrastructure,
and asset and liability requirements, and re-
ceives NCUA'’s written approval. Additional
guidance is set forth in the NCUA publica-
tion Guidelines for Submission of Requests
for Expanded Authority.

A corporate credit union seeking expanded
authorities must submit to NCUA a self-as-
sessment plan supporting its request. A cor-
porate credit union may adopt expanded au-
thorities when NCUA has provided final ap-
proval. If NCUA denies a request for ex-
panded authorities, it will advise the cor-
porate 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 indi-
cates a significant deficiency. NCUA will no-
tify the corporate credit union in writing of
the identified deficiency. A corporate credit
union may request, in writing, reinstate-
ment of the revoked authorities by providing
a self-assessment plan detailing how it has
corrected the deficiency.

A state chartered corporate credit union
may not exercise any expanded authority
that exceeds the powers and authorities pro-
vided for under its state laws. Accordingly,
requests by state chartered corporate credit
unions for expansions under this part must
be approved by the state regulator before
being submitted to NCUA.

Minimum Requirement

In order to participate in any of the au-
thorities set forth in Base-Plus, Part I, Part
II, Part III, or Part IV of this Appendix, a
corporate credit union must evaluate month-
ly, including once on the last day of the
month, the changes in NEV, NEV ratio, NII,
WAL, and duration as required by para-
graphs (d)(1)(d), (e), (f), (g), and (i) of §704.8.

Base-Plus

A corporate that has met the requirements
for this Base-plus authority may, in per-
forming the rate stress tests set forth in
704.8(d)(1)(i), allow its NEV to decline as
much as 20 percent.

Part I

(a) A corporate credit union that has met
all the requirements established by NCUA
for this Part I, including a minimum capital
ratio of at least six percent, may:

(1) Purchase investments with long-term
ratings no lower than A — (or equivalent);

(2) Purchase investments with short-term
ratings no lower than A—-2 (or equivalent),
provided that the issuer has a long-term rat-
ing no lower than A — (or equivalent) or the
investment is a domestically-issued asset-
backed security;
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(3) Engage in short sales of permissible in-
vestments to reduce interest rate risk;

(4) Purchase principal only (PO) stripped
mortgage-backed securities to reduce inter-
est rate risk; and

(5) Enter into a dollar roll transaction.

(b) In performing the rate stress tests set
forth in §704.8(d), 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 seven percent minimum capital ratio
and is specifically approved by NCUA; or

(3) 35 percent if the corporate credit union
has an eight percent minimum capital ratio
and is specifically approved by NCUA.

(c) The maximum aggregate amount in un-
secured 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 100 percent of the
corporate credit union’s capital. The board
of directors must establish the limit, as a
percent of the corporate credit union’s cap-
ital plus pledged shares, for secured loans
and lines of credit.

(d) The aggregate total of investments pur-
chased under the authority of Part I (a)(1)
and Part I (a)(2) may not exceed the lower of
500 percent of the corporate credit union’s
capital or 25 percent of assets.

(e) On or after October 20, 2011, corporate
credit unions will substitute “leverage ratio”
for “capital ratio” wherever it appears in
Part I.

Part IT

(a) A corporate credit union that has met
the requirements of Part I of this Appendix
and the additional requirements established
by NCUA for Part II may invest in:

(1) Debt obligations of a foreign country;

(2) Deposits and debt obligations of foreign
banks or obligations guaranteed by these
banks;

(3) Marketable debt obligations of foreign
corporations. This authority does not apply
to debt obligations that are convertible into
the stock of the corporation; and

(4) Foreign issued asset-backed securities.

(b) All foreign investments are subject to
the following requirements:

(1) Investments must be rated no lower
than the minimum permissible domestic rat-
ing under the corporate credit union’s Part I
authority;

(2) A sovereign issuer, and/or the country
in which an obligor is organized, must have
a long-term foreign currency (non-local cur-
rency) debt rating no lower than AA— (or
equivalent);

(3) For each approved foreign bank line,
the corporate credit union must identify the
specific banking centers and branches to
which it will lend funds;
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(4) Obligations of any single foreign obligor
may not exceed 25 percent of capital or $5
million, whichever is greater; and

(5) Obligations in any single foreign coun-
try may not exceed 250 percent of capital.

Part III

(a) A corporate credit union that has met
the requirements established by NCUA for
this Part III may enter into derivative trans-
actions specifically approved by NCUA to:

(1) Create structured products;

(2) Mitigate interest rate risk and credit
risk on 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 intended counterparty is domes-
tic, the counterparty rating must be no
lower than A— (or equivalent) by every
NRSRO that provides a publicly available
long-term rating on the counterparty;

(ii) If the intended counterparty is foreign,
the corporate must have Part II expanded
authority and the counterparty rating must
be no lower than the minimum permissible
rating for a comparable term investment
under Part IT Authority;

(iii) The corporate must identify the rat-
ing(s) relied upon to meet the requirements
of this part at the time the transaction is en-
tered into and monitor those ratings for as
long as the contract remains open; and

(iv) The corporate credit unions must com-
ply with §704.10 of this part if any rating re-
lied upon to meet the requirements of para-
graphs (b)(1)(i) or (ii) of this part is down-
graded below the minimum rating require-
ments.

(2) Exceptions. Credit ratings are not re-
quired for derivative transactions with:

(i) Domestically chartered credit unions;

(ii) U.S. government sponsored enterprises;
or

(iii) Counterparties where the transaction
is fully guaranteed by an entity with a min-
imum permissible rating for comparable
term investments.

Part IV

A corporate credit union that has met all
the requirements established by NCUA for
this Part IV may participate in loans with
member natural person credit unions as ap-
proved by the NCUA and subject to the fol-
lowing:

(a) The maximum aggregate amount of
participation loans with any one member
credit union must not exceed 25 percent of
capital; and

(b) The maximum aggregate amount of
participation loans with all member credit
unions will be determined on a case-by-case
basis by the NCUA.
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APPENDIX C TO PART 704—RISK-BASED
CAPITAL CREDIT RISK-WEIGHT CAT-
EGORIES

TABLE OF CONTENTS

I. Introduction
(a) Scope
(b) Definitions
II. Risk-Weightings
(a) On-balance sheet assets
(b) Off-balance sheet activities
(c) Recourse obligations, direct cred-
it substitutes, and certain other po-
sitions
(d) Collateral

PART I: INTRODUCTION

(a) Scope

(1) This Appendix explains how a cor-
porate credit union must compute its
risk-weighted assets for purposes of de-
termining its capital ratios.

(2) Risk-weighted assets equal risk-
weighted on-balance sheet assets (com-
puted under Section II(a) of this Ap-
pendix), plus risk-weighted off-balance
sheet activities (computed under Sec-
tion II(b) of this Appendix), plus risk-
weighted recourse obligations, direct
credit substitutes, and certain other
positions (computed under Section II(c)
of this Appendix).

(3) Assets not included (i.e., deducted
from capital) for purposes of calcu-
lating capital under part 704 are not in-
cluded in calculating risk-weighted as-
sets.

(4) Although this Appendix describes
risk-weightings for various assets and
activities, this Appendix does not pro-
vide authority for corporate credit
unions to invest in or purchase any
particular type of asset or to engage in
any particular type of activity. A cor-
porate credit union must have other
identifiable authority for any invest-
ment it makes or activity it engages
in. So, for example, this Appendix de-
scribes risk weightings for subordi-
nated securities. Section 704.5, how-
ever, prohibits corporate credit unions
from investing in subordinated securi-
ties, and so a corporate credit union
cannot invest in subordinated securi-
ties.
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(b) Definitions

The following definitions apply to
this Appendix. Additional definitions,
applicable to this entire Part, are lo-
cated in §704.2 of this Part.

Cash items in the process of collection
means checks or drafts in the process
of collection that are drawn on another
depository institution, including a cen-
tral bank, and that are payable imme-
diately upon presentation; U.S. Gov-
ernment checks that are drawn on the
United States Treasury or any other
U.S. Government or Government-spon-
sored agency and that are payable im-
mediately upon presentation; broker’s
security drafts and commodity or bill-
of-lading drafts payable immediately
upon presentation; and unposted deb-
its.

Commitment means any arrangement
that obligates a corporate credit union
to:

(1) Purchase loans or securities;

(2) Extend credit in the form of loans
or leases, participations in loans or
leases, overdraft facilities, revolving
credit facilities, home equity lines of
credit, eligible ABCP liquidity facili-
ties, or similar transactions.

Depository institution means a finan-
cial institution that engages in the
business of providing financial serv-
ices; that is recognized as a bank or a
credit union by the supervisory or
monetary authorities of the country of
its incorporation and the country of its
principal banking operations; that re-
ceives deposits to a substantial extent
in the regular course of business; and
that has the power to accept demand
deposits. In the United States, this def-
inition encompasses all federally in-
sured offices of commercial banks, mu-
tual and stock savings banks, savings
or building and loan associations
(stock and mutual), cooperative banks,
credit unions, and international bank-
ing facilities of domestic depository in-
stitutions.

Bank holding companies and savings
and loan holding companies are ex-
cluded from this definition. For the
purposes of assigning risk-weights, the
differentiation between OECD deposi-
tory institutions and non-OECD deposi-
tory institutions is based on the coun-
try of incorporation. Claims on
branches and agencies of foreign banks
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located in the United States are to be
categorized on the basis of the parent
bank’s country of incorporation.

Direct credit substitute means an ar-
rangement in which a corporate credit
union assumes, in form or in substance,
credit risk associated with an on-bal-
ance sheet or off-balance sheet asset or
exposure that was not previously
owned by the corporate credit union
(third-party asset) and the risk as-
sumed by the corporate credit union
exceeds the pro rata share of the cor-
porate credit union’s interest in the
third-party asset. If a corporate credit
union has no claim on the third-party
asset, then the corporate credit union’s
assumption of any credit risk is a di-
rect credit substitute. Direct credit
substitutes include:

(1) Financial standby letters of credit
that support financial claims on a
third party that exceed a corporate
credit union’s pro rata share in the fi-
nancial claim;

(2) Guarantees, surety arrangements,
credit derivatives, and similar instru-
ments backing financial claims that
exceed a corporate credit union’s pro
rata share in the financial claim;

(3) Purchased subordinated interests
that absorb more than their pro rata
share of losses from the underlying as-
sets, including any tranche of asset-
backed securities that is not the most
senior tranche;

(4) Credit derivative contracts under
which the corporate credit union as-
sumes more than its pro rata share of
credit risk on a third-party asset or ex-
posure;

(5) Loans or lines of credit that pro-
vide credit enhancement for the finan-
cial obligations of a third party;

(6) Purchased loan servicing assets if
the servicer is responsible for credit
losses or if the servicer makes or as-
sumes credit-enhancing representa-
tions and warranties with respect to
the loans serviced. Servicer cash ad-
vances as defined in this section are
not direct credit substitutes;

(7) Clean-up calls on third-party as-
sets. However, clean-up calls that are
10 percent or less of the original pool
balance and that are exercisable at the
option of the corporate credit union
are not direct credit substitutes; and
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(8) Liquidity facilities that provide
support to asset-backed commercial
paper (other than eligible ABCP liquid-
ity facilities).

Exchange rate contracts means Cross-
currency interest rate swaps; forward
foreign exchange rate contracts; cur-
rency options purchased; and any simi-
lar instrument that, in the opinion of
the NCUA, may give rise to similar
risks.

Face amount means the notational
principal, or face value, amount of an
off-balance sheet item or the amortized
cost of an on-balance sheet asset.

Financial asset means cash or other
monetary instrument, evidence of debt,
evidence of an ownership interest in an
entity, or a contract that conveys a
right to receive or exchange cash or an-
other financial instrument from an-
other party.

Financial standby letter of credit
means a letter of credit or similar ar-
rangement that represents an irrev-
ocable obligation to a third-party bene-
ficiary:

(1) To repay money borrowed by, or
advanced to, or for the account of, a
second party (the account party); or

(2) To make payment on behalf of the
account party, in the event that the
account party fails to fulfill its obliga-
tion to the beneficiary.

OECD-based country means a member
of that grouping of countries that are
full members of the Organization for
Economic Cooperation and Develop-
ment (OECD) plus countries that have
concluded special lending arrange-
ments with the International Monetary
Fund (IMF) associated with the IMF’s
General Arrangements To Borrow. This
term excludes any country that has re-
scheduled its external sovereign debt
within the previous five years. A re-
scheduling of external sovereign debt
generally would include any renegoti-
ation of terms arising from a country’s
inability or unwillingness to meet its
external debt service obligations, but
generally would not include renegoti-
ations of debt in the normal course of
business, such as a renegotiation to
allow the borrower to take advantage
of a decline in interest rates or other
change in market conditions.

Original maturity means, with respect
to a commitment, the earliest date
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after a commitment is made on which
the commitment is scheduled to expire
(i.e., it will reach its stated maturity
and cease to be binding on either
party), provided that either:

(1) The commitment is not subject to
extension or renewal and will actually
expire on its stated expiration date; or

(2) If the commitment is subject to
extension or renewal beyond its stated
expiration date, the stated expiration
date will be deemed the original matu-
rity only if the extension or renewal
must be based upon terms and condi-
tions independently negotiated in good
faith with the member at the time of
the extension or renewal and upon a
new, bona fide credit analysis utilizing
current information on financial condi-
tion and trends.

Performance-based standby letter of
credit means any letter of credit, or
similar arrangement, however named
or described, which represents an irrev-
ocable obligation to the beneficiary on
the part of the issuer to make payment
on account of any default by a third
party in the performance of a non-
financial or commercial obligation.
Such letters of credit include arrange-
ments backing subcontractors’ and
suppliers’ performance, labor and ma-
terials contracts, and construction
bids.

Prorated assets means the total assets
(as determined in the most recently
available GAAP report but in no event
more than one year old) of a consoli-
dated CUSO multiplied by the cor-
porate credit union’s percentage of
ownership of that consolidated CUSO.

Qualifying mortgage loan means a loan
that:

(1) Is fully secured by a first lien on
a one-to four-family residential prop-
erty;

(2) Is underwritten in accordance
with prudent underwriting standards,
including standards relating the ratio
of the loan amount to the value of the
property (LTV ratio), as presented in
the Interagency Guidelines for Real Es-
tate Lending Policies, 57 FR 62890 (De-
cember 31, 1992). A nonqualifying mort-
gage loan that is paid down to an ap-
propriate LTV ratio (calculated using
value at origination, appraisal ob-
tained within the prior six months, or
updated wvalue using an automated
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valuation model) may become a quali-
fying loan if it meets all other require-
ments of this definition;

(3) Maintains an appropriate LTV
ratio based on the amortized principal
balance of the loan; and

(4) Is performing and is not more
than 90 days past due.

If a corporate credit union holds the
first and junior lien(s) on a residential
property and no other party holds an
intervening lien, the transaction is
treated as a single loan secured by a
first lien for the purposes of deter-
mining the LTV ratio and the appro-
priate risk-weight under Appendix C.
Also, a loan to an individual borrower
for the construction of the borrower’s
home may be included as a qualifying
mortgage loan.

Qualifying multifamily mortgage loan.
(1) Qualifying multifamily mortgage loan
means a loan secured by a first lien on
multifamily residential properties con-
sisting of 5 or more dwelling units, pro-
vided that:

(i) The amortization of principal and
interest occurs over a period of not
more than 30 years;

(ii) The original minimum maturity
for repayment of principal on the loan
is not less than seven years;

(iii) When considering the loan for
placement in a lower risk-weight cat-
egory, all principal and interest pay-
ments have been made on a timely
basis in accordance with its terms for
the preceding year;

(iv) The loan is performing and not 90
days or more past due;

(v) The loan is made in accordance
with prudent underwriting standards;
and

(vi) If the interest rate on the loan
does not change over the term of the
loan, the current loan balance amount
does not exceed 80 percent of the value
of the property securing the loan, and
for the property’s most recent calendar
year, the ratio of annual net operating
income generated by the property (be-
fore payment of any debt service on the
loan) to annual debt service on the
loan is not less than 120 percent, or in
the case of cooperative or other not-
for-profit housing projects, the prop-
erty generates sufficient cash flows to
provide comparable protection to the
institution; or
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(vii) If the interest rate on the loan
changes over the term of the loan, the
current loan balance amount does not
exceed 75 percent of the value of the
property securing the loan, and for the
property’s most recent calendar year,
the ratio of annual net operating in-
come generated by the property (before
payment of any debt service on the
loan) to annual debt service on the
loan is not less than 115 percent, or in
the case of cooperative or other not-
for-profit housing projects, the prop-
erty generates sufficient cash flows to
provide comparable protection to the
institution.

(2) For purposes of paragraphs (1)(vi)
and (1)(vii) of this definition, the term
value of the property means, at origi-
nation of a loan to purchase a multi-
family property, the lower of the pur-
chase price or the amount of the initial
appraisal, or if appropriate, the initial
evaluation. In cases not involving pur-
chase of a multifamily loan, the value
of the property is determined by the
most current appraisal, or if appro-
priate, the most current evaluation. In
cases where a borrower refinances a
loan on an existing property, as an al-
ternative to paragraphs (1)(iii), (1)(vi),
and (1)(vii) of this definition:

(i) All principal and interest pay-
ments on the loan being refinanced
have been made on a timely basis in ac-
cordance with the terms of that loan
for the preceding year; and

(ii) The net income on the property
for the preceding year would support
timely principal and interest payments
on the new loan in accordance with the
applicable debt service requirement.

Qualifying  residential  construction
loan, also referred to as a residential
bridge loan, means a loan made in ac-
cordance with sound lending principles
satisfying the following criteria:

(1) The builder must have substantial
project equity in the home construc-
tion project;

(2) The residence being constructed
must be a 1-4 family residence sold to
a home purchaser;

(3) The lending entity must obtain
sufficient documentation from a per-
manent lender (which may be the con-
struction lender) demonstrating that
the home buyer intends to purchase
the residence and has the ability to ob-
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tain a permanent qualifying mortgage
loan sufficient to purchase the resi-
dence;

(4) The home purchaser must have
made a substantial earnest money de-
posit;

(5) The construction loan must not
exceed 80 percent of the sales price of
the residence;

(6) The construction loan must be se-
cured by a first lien on the lot, resi-
dence under construction, and other
improvements;

(7) The lending credit union must re-
tain sufficient undisbursed loan funds
throughout the construction period to
ensure project completion;

(8) The builder must incur a signifi-
cant percentage of direct costs (i.e., the
actual costs of land, labor, and mate-
rial) before any drawdown on the loan;

(9) If at any time during the life of
the construction loan any of the cri-
teria of this rule are no longer satis-
fied, the corporate must immediately
recategorize the loan at a 100 percent
risk-weight and must accurately report
the loan in the corporate’s next quar-
terly call report;

(10) The home purchaser must intend
that the home will be owner-occupied;

(11) The home purchaser(s) must be
an individual(s), not a partnership,
joint venture, trust corporation, or any
other entity (including an entity act-
ing as a sole proprietorship) that is
purchasing the home(s) for speculative
purposes; and

(12) The loan must be performing and
not more than 90 days past due.

The NCUA retains the discretion to
determine that any loans not meeting
sound lending principles must be
placed in a higher risk-weight cat-
egory. The NCUA also reserves the dis-
cretion to modify these criteria on a
case-by-case basis provided that any
such modifications are not inconsistent
with the safety and soundness objec-
tives of this definition.

Qualifying securities firm means:

(1) A securities firm incorporated in
the United States that is a broker-deal-
er that is registered with the Securi-
ties and Exchange Commission (SEC)
and that complies with the SEC’s net
capital regulations (17 CFR 240.15c3(1));
and
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(2) A securities firm incorporated in
any other OECD-based country, if the
corporate credit union is able to dem-
onstrate that the securities firm is sub-
ject to consolidated supervision and
regulation (covering its subsidiaries,
but not necessarily its parent organiza-
tions) comparable to that imposed on
depository institutions in OECD coun-
tries. Such regulation must include
risk-based capital requirements com-
parable to those imposed on depository
institutions under the Accord on Inter-
national Convergence of Capital Meas-
urement and Capital Standards (1988,
as amended in 1998).

Recourse means a corporate credit
union’s retention, in form or in sub-
stance, of any credit risk directly or
indirectly associated with an asset it
has sold (in accordance with Generally
Accepted Accounting Principles) that
exceeds a pro rata share of that cor-
porate credit union’s claim on the
asset. If a corporate credit union has
no claim on an asset it has sold, then
the retention of any credit risk is re-
course. A recourse obligation typically
arises when a corporate credit union
transfers assets in a sale and retains an
explicit obligation to repurchase assets
or to absorb losses due to a default on
the payment of principal or interest or
any other deficiency in the perform-
ance of the underlying obligor or some
other party. Recourse may also exist
implicitly if a corporate credit union
provides credit enhancement beyond
any contractual obligation to support
assets it has sold. Recourse obligations
include:

(1) Credit-enhancing representations
and warranties made on transferred as-
sets;

(2) Loan servicing assets retained
pursuant to an agreement under which
the corporate credit union will be re-
sponsible for losses associated with the
loans serviced. Servicer cash advances
as defined in this section are not re-
course obligations;

(3) Retained subordinated interests
that absorb more than their pro rata
share of losses from the underlying as-
sets;

(4) Assets sold under an agreement to
repurchase, if the assets are not al-
ready included on the balance sheet;
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(5) Lioan strips sold without contrac-
tual recourse where the maturity of
the transferred portion of the loan is
shorter than the maturity of the com-
mitment under which the Iloan is
drawn;

(6) Credit derivatives that absorb
more than the corporate credit union’s
pro rata share of losses from the trans-
ferred assets;

(7) Clean-up calls on assets the cor-
porate credit union has sold. However,
clean-up calls that are 10 percent or
less of the original pool balance and
that are exercisable at the option of
the corporate credit union are not re-
course arrangements; and

(8) Liquidity facilities that provide
support to asset-backed commercial
paper (other than eligible ABCP liquid-
ity facilities).

Replacement cost means, with respect
to interest rate and exchange-rate con-
tracts, the loss that would be incurred
in the event of a counterparty default,
as measured by the net cost of replac-
ing the contract at the current market
value. If default would result in a theo-
retical profit, the replacement value is
considered to be zero. This mark-to-
market process must incorporate
changes in both interest rates and
counterparty credit quality.

Residential properties means houses,
condominiums, cooperative units, and
manufactured homes. This definition
does not include boats or motor homes,
even if used as a primary residence, or
timeshare properties.

Residual interest. (1) Residual interest
means any on-balance sheet asset that:

(i) Represents an interest (including
a beneficial interest) created by a
transfer that qualifies as a sale (in ac-
cordance with Generally Accepted Ac-
counting Principles) of financial as-
sets, whether through a securitization
or otherwise; and

(ii) Exposes a corporate credit union
to credit risk directly or indirectly as-
sociated with the transferred asset
that exceeds a pro rata share of that
corporate credit union’s claim on the
asset, whether through subordination
provisions or other credit enhancement
techniques.

(2) Residual interests generally in-
clude credit-enhancing interest-only
strips, spread accounts, cash collateral
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accounts, retained subordinated inter-
ests (and other forms of
overcollateralization), and similar as-
sets that function as a credit enhance-
ment. Residual interests further in-
clude those exposures that, in sub-
stance, cause the corporate credit
union to retain the credit risk of an
asset or exposure that had qualified as
a residual interest before it was sold.
Residual interests generally do not in-
clude assets purchased from a third
party, but a credit-enhancing interest-
only strip that is acquired in any asset
transfer is a residual interest.

(3) Corporate credit unions will use
this definition of the term “residual in-
terests,” and not the definition in
§704.2, for purposes of applying this Ap-
pendix.

Risk participation means a participa-
tion in which the originating party re-
mains liable to the beneficiary for the
full amount of an obligation (e.g., a di-
rect credit substitute), notwith-
standing that another party has ac-
quired a participation in that obliga-
tion.

Risk-weighted assets means the sum
total of risk-weighted on-balance sheet
assets, as calculated wunder Section
II(a) of this Appendix, and the total of
risk-weighted off-balance sheet credit
equivalent amounts. The total of risk-
weighted off-balance sheet credit
equivalent amounts equals the risk-
weighted off-balance sheet activities as
calculated under Section II(b) of this
Appendix plus the risk-weighted re-
course obligations, risk-weighted di-
rect credit substitutes, and certain
other risk-weighted positions as cal-
culated under Section II(c) of this Ap-
pendix.

Servicer cash advance means funds
that a residential mortgage servicer
advances to ensure an uninterrupted
flow of payments, including advances
made to cover foreclosure costs or
other expenses to facilitate the timely
collection of the loan. A servicer cash
advance is not a recourse obligation or
a direct credit substitute if:

(1) The servicer is entitled to full re-
imbursement and this right is not sub-
ordinated to other claims on the cash
flows from the underlying asset pool;
or
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(2) For any one loan, the servicer’s
obligation to make nonreimbursable
advances is contractually limited to an
insignificant amount of the out-
standing principal amount on that
loan.

Structured financing program means a
program where receivable interests and
asset-or mortgage-backed securities
issued by multiple participants are
purchased by a special purpose entity
that repackages those exposures into
securities that can be sold to investors.
Structured financing programs allo-
cate credit risk, generally, between the
participants and credit enhancement
provided to the program.

Traded position means a position re-
tained, assumed, or issued in connec-
tion with a securitization that is rated
by a NRSRO, where there is a reason-
able expectation that, in the near fu-
ture, the rating will be relied upon by:

(1) Unaffiliated investors to purchase
the security; or

(2) An wunaffiliated third party to
enter into a transaction involving the
position, such as a purchase, loan, or
repurchase agreement.

Unconditionally  cancelable means,
with respect to a commitment-type
lending arrangement, that the cor-
porate credit union may, at any time,
with or without cause, refuse to ad-
vance funds or extend credit under the
facility.

United States Government or its agen-
cies means an instrumentality of the
U.S. Government whose debt obliga-
tions are fully and explicitly guaran-
teed as to the timely payment of prin-
cipal and interest by the full faith and
credit of the United States Govern-
ment.

United States Government-sponsored
agency or corporation means an agency
or corporation originally established or
chartered to serve public purposes
specified by the United States Congress
but whose obligations are not explic-
itly guaranteed by the full faith and
credit of the United States Govern-
ment.
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PART II: RISK-WEIGHTINGS

(a) On-Balance Sheet Assets

Except as provided in Section II(b) of
this Appendix, risk-weighted on-bal-
ance sheet assets are computed by mul-
tiplying the on-balance sheet asset
amounts times the appropriate risk-
weight categories. The risk-weight cat-
egories are:

(1) Zero percent Risk-Weight (Cat-
egory 1).

(i) Cash, including domestic and for-
eign currency owned and held in all of-
fices of a corporate credit union or in
transit. Any foreign currency held by a
corporate credit union must be con-
verted into U.S. dollar equivalents;

(ii) Securities issued by and other di-
rect claims on the U.S. Government or
its agencies (to the extent such securi-
ties or claims are unconditionally
backed by the full faith and credit of
the United States Government) or the
central government of an OECD coun-
try;

(iii) Notes and obligations issued or
guaranteed by the Federal Deposit In-
surance Corporation or the National
Credit Union Share Insurance Fund
and backed by the full faith and credit
of the United States Government;

(iv) Deposit reserves at, claims on,
and balances due from Federal Reserve
Banks;

(v) The book value of paid-in Federal
Reserve Bank stock;

(vi) That portion of assets directly
and unconditionally guaranteed by the
United States Government or its agen-
cies, or the central government of an
OECD country.

(viii) Claims on, and claims guaran-
teed by, a qualifying securities firm
that are collateralized by cash on de-
posit in the corporate credit union or
by securities issued or guaranteed by
the United States Government or its
agencies, or the central government of
an OECD country. To be eligible for
this risk-weight, the corporate credit
union must maintain a positive margin
of collateral on the claim on a daily
basis, taking into account any change
in a corporate credit union’s exposure
to the obligor or counterparty under
the claim in relation to the market
value of the collateral held in support
of the claim.
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(2) 20 percent Risk-Weight (Category
2).

(i) Cash items in the process of col-
lection;

(ii) That portion of assets condi-
tionally guaranteed by the United
States Government or its agencies, or
the central government of an OECD
country;

(iii) That portion of assets
collateralized by the current market
value of securities issued or guaranteed
by the United States government or its
agencies, or the central government of
an OECD country;

(iv) Securities (not including equity
securities) issued by and other claims
on the U.S. Government or its agencies
which are not backed by the full faith
and credit of the United States Govern-
ment;

(v) Securities (not including equity
securities) issued by, or other direct
claims on, United States Government-
sponsored agencies;

(vi) That portion of assets guaran-
teed by United States Government-
sponsored agencies;

(vii) That portion of assets
collateralized by the current market
value of securities issued or guaranteed
by United States Government-spon-
sored agencies;

(viii) Claims on, and claims guaran-
teed by, a qualifying securities firm,
subject to the following conditions:

(A) A qualifying securities firm must
have a long-term issuer credit rating,
or a rating on at least one issue of
long-term unsecured debt, from a
NRSRO. The rating must be in one of
the three highest investment grade
categories used by the NRSRO. If two
or more NRSROs assign ratings to the
qualifying securities firm, the cor-
porate credit union must use the low-
est rating to determine whether the
rating requirement of this paragraph is
met. A qualifying securities firm may
rely on the rating of its parent consoli-
dated company, if the parent consoli-
dated company guarantees the claim.

(B) A collateralized claim on a quali-
fying securities firm does not have to
comply with the rating requirements
under paragraph (a) if the claim arises
under a contract that:
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(1) Is a reverse repurchase/repurchase
agreement or securities lending/bor-
rowing transaction executed using
standard industry documentation;

(2) Is collateralized by debt or equity
securities that are liquid and readily
marketable;

(3) Is marked-to-market daily;

(4) Is subject to a daily margin main-
tenance requirement under the stand-
ard industry documentation; and

() Can be liquidated, terminated or
accelerated immediately in bankruptcy
or similar proceeding, and the security
or collateral agreement will not be
stayed or avoided under applicable law
of the relevant jurisdiction. For exam-
ple, a claim is exempt from the auto-
matic stay in bankruptcy in the United
States if it arises under a securities
contract or a repurchase agreement
subject to Section 555 or 559 of the
Bankruptcy Code (11 U.S.C. 555 or 559),
a qualified financial contract under
Section 207(c)(8) of the Federal Credit
Union Act (12 U.S.C. 1787(c)(8)) or Sec-
tion 11(e)(8) of the Federal Deposit In-
surance Act (12 U.S.C. 1821(e)(8)), or a
netting contract between or among fi-
nancial institutions under Sections
401-407 of the Federal Deposit Insur-
ance Corporation Improvement Act of
1991 (12 U.S.C. 4401-4407), or Regulation
EE (12 CFR part 231).

(C) If the securities firm uses the
claim to satisfy its applicable capital
requirements, the claim is not eligible
for a risk-weight under this paragraph
II(a)(2)(viii);

(ix) Claims representing general obli-
gations of any public-sector entity in
an OECD country, and that portion of
any claims guaranteed by any such
public-sector entity;

(x) Balances due from and all claims
on domestic depository institutions.
This includes demand deposits and
other transaction accounts, savings de-
posits and time certificates of deposit,
federal funds sold, loans to other depos-
itory institutions, including overdrafts
and term federal funds, holdings of the
corporate credit union’s own dis-
counted acceptances for which the ac-
count party is a depository institution,
holdings of bankers acceptances of
other institutions and securities issued
by depository institutions, except
those that qualify as capital;
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(xi) The book value of paid-in Federal
Home Loan Bank stock;

(xii) Deposit reserves at, claims on
and balances due from the Federal
Home Loan Banks;

(xiii) Assets collateralized by cash
held in a segregated deposit account by
the reporting corporate credit union;

(xiv) Claims on, or guaranteed by, of-
ficial multilateral lending institutions
or regional development institutions in
which the United States Government is
a shareholder or contributing mem-
ber;1

(xV) That portion of assets
collateralized by the current market
value of securities issued by official
multilateral lending institutions or re-
gional development institutions in
which the United States Government is
a shareholder or contributing member.

(xvi) All claims on depository insti-
tutions incorporated in an OECD coun-
try, and all assets backed by the full
faith and credit of depository institu-
tions incorporated in an OECD coun-
try. This includes the credit equivalent
amount of participations in commit-
ments and standby letters of credit
sold to other depository institutions
incorporated in an OECD country, but
only if the originating bank remains
liable to the member or beneficiary for
the full amount of the commitment or
standby letter of credit. Also included
in this category are the credit equiva-
lent amounts of risk participations in
bankers’ acceptances conveyed to other
depository institutions incorporated in
an OECD country. However, bank-
issued securities that qualify as capital
of the issuing bank are not included in
this risk category;

(xvii) Claims on, or guaranteed by de-
pository institutions other than the
central bank, incorporated in a non-
OECD country, with a remaining matu-
rity of one year or less;

(xviii) That portion of local currency
claims conditionally guaranteed by
central governments of non-OECD

1These institutions include, but are not

limited to, the International Bank for Re-
construction and Development (World Bank),
the Inter-American Development Bank, the
Asian Development Bank, the African Devel-
opment Bank, the European Investments
Bank, the International Monetary Fund and
the Bank for International Settlements.
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countries, to the extent the corporate
credit union has local currency liabil-
ities in that country.

(3) 50 percent Risk-Weight (Category
3).
(1) Revenue bonds issued by any pub-
lic-sector entity in an OECD country
for which the underlying obligor is a
public-sector entity, but which are re-
payable solely from the revenues gen-
erated from the project financed
through the issuance of the obliga-
tions;

(ii) Qualifying mortgage loans and

qualifying multifamily mortgage
loans;
(iii) Privately-issued mortgage-

backed securities (i.e., those that do
not carry the guarantee of the U.S.
Government, a U.S. government agen-
cy, or a U.S. government sponsored en-
terprise) representing an interest in
qualifying mortgage loans or quali-
fying multifamily mortgage loans. If
the security is backed by qualifying
multifamily mortgage loans, the cor-
porate credit union must receive time-
ly payments of principal and interest
in accordance with the terms of the se-
curity. Payments will generally be con-
sidered timely if they are not 30 days
past due; and

(iv) Qualifying residential construc-
tion loans.

(4) 100 percent Risk-Weight (Category
4).
All assets not specified above or de-
ducted from calculations of capital
pursuant to §704.2 and §704.3 of this
part, including, but not limited to:

(i) Consumer loans;

(ii) Commercial loans;

(iii) Home equity loans;

(iv) Non-qualifying mortgage loans;

(v) Non-qualifying multifamily mort-
gage loans;

(vi) Residential construction loans;

(vii) Land loans;

(viii) Nonresidential
loans;

(ix) Obligations issued by any state
or any political subdivision thereof for
the benefit of a private party or enter-
prise where that party or enterprise,
rather than the issuing state or polit-
ical subdivision, is responsible for the
timely payment of principal and inter-
est on the obligations, e.g., industrial
development bonds;

construction
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(x) Debt securities not specifically
risk-weighted in another category;

(xi) Investments in fixed assets and
premises;

(xii) Servicing assets;

(xiii) Interest-only strips receivable,
other than credit-enhancing interest-
only strips;

(xiv) Equity investments;

(xv) The prorated assets of subsidi-
aries (except for the assets of consoli-
dated CUSOs) to the extent such assets
are included in adjusted total assets;

(xvi) All repossessed assets or assets
that are more than 90 days past due;
and

(xvii) Intangible assets not specifi-
cally weighted in some other category.

(5) Indirect ownership interests in
pools of assets. Assets representing an
indirect holding of a pool of assets, e.g.,
mutual funds, are assigned to risk-
weight categories under this section
based upon the risk-weight that would
be assigned to the assets in the port-
folio of the pool. An investment in
shares of a mutual fund whose portfolio
consists primarily of various securities
or money market instruments that, if
held separately, would be assigned to
different risk-weight categories, gen-
erally is assigned to the risk-weight
category appropriate to the highest
risk-weighted asset that the fund is
permitted to hold in accordance with
the investment objectives set forth in
its prospectus. The corporate credit
union may, at its option, assign the in-
vestment on a pro rata basis to dif-
ferent risk-weight categories according
to the investment limits in its pro-
spectus. In no case will an investment
in shares in any such fund be assigned
to a total risk-weight less than 20 per-
cent. If the corporate credit union
chooses to assign investments on a pro
rata basis, and the sum of the invest-
ment limits of assets in the fund’s pro-
spectus exceeds 100 percent, the cor-
porate credit union must assign the
highest pro rata amounts of its total in-
vestment to the higher risk categories.
If, in order to maintain a necessary de-
gree of short-term liquidity, a fund is
permitted to hold an insignificant
amount of its assets in short-term,
highly liquid securities of superior
credit quality that do not qualify for a
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preferential risk-weight, such securi-
ties will generally be disregarded in de-
termining the risk-weight -category
into which the corporate credit union’s
holding in the overall fund should be
assigned. The prudent use of hedging
instruments by a mutual fund to re-
duce the risk of its assets will not in-
crease the risk-weighting of the mu-
tual fund investment. For example, the
use of hedging instruments by a mu-
tual fund to reduce the interest rate
risk of its government bond portfolio
will not increase the risk-weight of
that fund above the 20 percent cat-
egory. Nonetheless, if the fund engages
in any activities that appear specula-
tive in nature or has any other charac-
teristics that are inconsistent with the
preferential risk-weighting assigned to
the fund’s assets, holdings in the fund
will be assigned to the 100 percent risk-
weight category.

(6) Derivatives. Certain transactions
or activities, such as derivatives trans-
actions, may appear on a corporate’s
balance sheet but are not specifically
described in the Section II(a) on-bal-
ance sheet risk-weight categories.
These items will be assigned risk-
weights as described in Section II(b) or
II(c) below.

(b) Off-Balance Sheet Items

Except as provided in Section II(c) of
this Appendix, risk-weighted off-bal-
ance sheet items are determined by the
following two-step process. First, the
face amount of the off-balance sheet
item must be multiplied by the appro-
priate credit conversion factor listed in
this Section II(b). This calculation
translates the face amount of an off-
balance sheet exposure into an on-bal-
ance sheet credit-equivalent amount.
Second, the credit-equivalent amount
must be assigned to the appropriate
risk-weight category using the criteria
regarding obligors, guarantors, and col-
lateral listed in Section II(a) of this
Appendix.2 The following are the credit

2The sufficiency of collateral and guaran-
tees for off-balance sheet items is deter-
mined by the market value of the collateral
or the amount of the guarantee in relation
to the face amount of the item, except for
derivative contracts, for which this deter-
mination is generally made in relation to the
credit equivalent amount. Collateral and
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conversion factors and the off-balance
sheet items to which they apply.

(1) 100 percent credit conversion fac-
tor (Group A).

(i) Risk participations purchased in
bankers’ acceptances;

(ii) Forward agreements and other
contingent obligations with a certain
draw down, e.g., legally binding agree-
ments to purchase assets at a specified
future date. On the date a corporate
credit union enters into a forward
agreement or similar obligation, it
should convert the principal amount of
the assets to be purchased at 100 per-
cent as of that date and then assign
this amount to the risk-weight cat-
egory appropriate to the obligor or
guarantor of the item, or the nature of
the collateral;

(iii) Indemnification of members
whose securities the corporate credit
union has lent as agent. If the member
is not indemnified against loss by the
corporate credit union, the transaction
is excluded from the risk-based capital
calculation. When a corporate credit
union lends its own securities, the
transaction is treated as a loan. When
a corporate credit union lends its own
securities or is acting as agent, agrees
to indemnify a member, the trans-
action is assigned to the risk-weight
appropriate to the obligor or collateral
that is delivered to the lending or in-
demnifying institution or to an inde-
pendent custodian acting on their be-
half; and

(iv) Unused portions of ABCP liquid-
ity facilities that do not meet the defi-
nition of an eligible ABCP liquidity fa-
cility. The resulting credit equivalent
amount is assigned to the risk cat-
egory appropriate to the assets to be
funded by the liquidity facility based
on the assets or the obligor, after con-
sidering any collateral or guarantees,
or external credit ratings under para-
graph II(c)(3) of this Appendix, if appli-
cable.

(2) 50 percent credit conversion factor
(Group B).

i) Transaction-related contin-
gencies, including, among other things,
performance bonds and performance-

guarantees are subject to the same provi-

sions noted under paragraph II(d) of this Ap-
pendix C.
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based standby letters of credit related
to a particular transaction;

(ii) Unused portions of commitments
(including home equity lines of credit
and eligible ABCP liquidity facilities)
with an original maturity exceeding
one year except those listed in para-
graph II(b)(5) of this Appendix. For eli-
gible ABCP liquidity facilities, the re-
sulting credit equivalent amount is as-
signed to the risk category appropriate
to the assets to be funded by the liquid-
ity facility based on the assets or the
obligor, after considering any collat-
eral or guarantees, or external credit
ratings under paragraph II(c)(3) of this
Appendix, if applicable; and

(iii) Revolving underwriting facili-
ties, note issuance facilities, and simi-
lar arrangements pursuant to which
the corporate credit union’s CUSO or
member can issue short-term debt obli-
gations in its own name, but for which
the corporate credit union has a legally
binding commitment to either:

(A) Purchase the obligations the
member is unable to sell by a stated
date; or

(B) Advance funds to its member, if
the obligations cannot be sold.

(3) 20 percent credit conversion factor
(Group C). Trade-related contingencies,
i.e., short-term, self-liquidating instru-
ments used to finance the movement of
goods and collateralized by the under-
lying shipment. A commercial letter of
credit is an example of such an instru-
ment.

(4) 10 percent credit conversion factor
(Group D). Unused portions of eligible
ABCP liquidity facilities with an origi-
nal maturity of one year or less. The
resulting credit equivalent amount is
assigned to the risk category appro-
priate to the assets to be funded by the
liquidity facility based on the assets or
the obligor, after considering any col-
lateral or guarantees, or external cred-
it ratings under paragraph II(c)(3) of
this Appendix, if applicable;

(5) Zero percent credit conversion
factor (Group E). (i) Unused portions of
commitments with an original matu-
rity of one year or less, except for eligi-
ble ABCP liquidity facilities;

(ii) Unused commitments with an
original maturity greater than one
year, if they are unconditionally
cancelable at any time at the option of
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the corporate credit union and the cor-
porate credit union has the contractual
right to make, and in fact does make,
either:

(A) A separate credit decision based
upon the borrower’s current financial
condition before each drawing under
the lending facility; or

(B) An annual (or more frequent)
credit review based upon the bor-
rower’s current financial condition to
determine whether or not the lending
facility should be continued; and

(iii) The unused portion of retail
credit card lines or other related plans
that are unconditionally cancelable by
the corporate credit union in accord-
ance with applicable law.

(6) Off-balance sheet derivative con-
tracts; interest rate and foreign ex-
change rate contracts (Group F).

(i) Calculation of credit equivalent
amounts. The credit equivalent
amount of an off-balance sheet deriva-
tive contract that is not subject to a
qualifying bilateral netting contract in
accordance with paragraph II(b)(6)(ii)
of this Appendix is equal to the sum of
the current credit exposure, i.e., the re-
placement cost of the contract, and the
potential future credit exposure of the
contract. The calculation of credit
equivalent amounts is measured in
U.S. dollars, regardless of the currency
or currencies specified in the contract.

(A) Current credit exposure. The cur-
rent credit exposure of an off-balance
sheet derivative contract is determined
by the mark-to-market value of the
contract. If the mark-to-market value
is positive, then the current credit ex-
posure equals that mark-to-market
value. If the mark-to-market value is
zero or negative, then the current ex-
posure is zero. In determining its cur-
rent credit exposure for multiple off-
balance sheet derivative contracts exe-
cuted with a single counterparty, a
corporate credit union may net posi-
tive and negative mark-to-market val-
ues of off-balance sheet derivative con-
tracts if subject to a bilateral netting
contract as provided in paragraph
II(b)(6)(ii) of this Appendix.

(B) Potential future credit exposure.
The potential future credit exposure of
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an off-balance sheet derivative con-
tract, including a contract with a nega-
tive mark-to-market value, is esti-
mated by multiplying the notional
principal by a credit conversion fac-

12 CFR Ch. VII (1-1-11 Edition)

tor.3 Corporate credit unions, subject
to examiner review, should use the ef-
fective rather than the apparent or
stated notional amount in this calcula-
tion. The conversion factors are: 4

Remaining maturity

Foreign
exchange rate
contracts

Other derivative

Interest rate contracts

contracts (percent)

One year or less .

Over one year but less than five years

Over five years

(percent) (percent)
0.0 1.0 10.0
0.50 5.0 12.0
....... 0.50 5.0 15.0

(ii) Off-balance sheet derivative con-
tracts subject to bilateral netting con-
tracts. In determining its current cred-
it exposure for multiple off-balance
sheet derivative contracts executed
with a single counterparty, a corporate
credit union may net off-balance sheet
derivative contracts subject to a bilat-
eral netting contract by offsetting
positive and negative mark-to-market
values, provided that:

(A) The bilateral netting contract is
in writing;

(B) The bilateral netting contract
creates a single legal obligation for all
individual off-balance sheet derivative
contracts covered by the bilateral net-
ting contract. In effect, the bilateral
netting contract provides that the cor-
porate credit union has a single claim
or obligation either to receive or pay
only the net amount of the sum of the
positive and negative mark-to-market
values on the individual off-balance
sheet derivative contracts covered by
the bilateral netting contract. The sin-
gle legal obligation for the net amount
is operative in the event that a
counterparty, or a counterparty to
whom the bilateral netting contract
has been validly assigned, fails to per-
form due to any of the following
events: Default, insolvency, bank-
ruptcy, or other similar circumstances;

3For purposes of calculating potential fu-
ture credit exposure for foreign exchange
contracts and other similar contracts, in
which notional principal is equivalent to
cash flows, total notional principal is defined
as the net receipts to each party falling due
on each value date in each currency.

4No potential future credit exposure is cal-
culated for single currency interest rate
swaps in which payments are made based
upon two floating rate indices, so-called

(C) The corporate credit union ob-
tains a written and reasoned legal
opinion(s) representing, with a high de-
gree of certainty, that in the event of
a legal challenge, including one result-
ing from default, insolvency, bank-
ruptcy or similar circumstances, the
relevant court and administrative au-
thorities would find the corporate cred-
it union’s exposure to be the net
amount under:

(I) The law of the jurisdiction in
which the counterparty is chartered or
the equivalent location in the case of
noncorporate entities, and if a branch
of the counterparty is involved, then
also under the law of the jurisdiction
in which the branch is located;

(2) The law that governs the indi-
vidual off-balance sheet derivative con-
tracts covered by the bilateral netting
contract; and

(3) The law that governs the bilateral
netting contract;

(D) The corporate credit union estab-
lishes and maintains procedures to
monitor possible changes in relevant
law and to ensure that the bilateral
netting contract continues to satisfy
the requirements of this section; and

(E) The corporate credit union main-
tains in its files documentation ade-
quate to support the netting of an off-
balance sheet derivative contract.®

floating/floating or basis swaps; the credit
equivalent amount is measured solely on the
basis of the current credit exposure.

5By netting individual off-balance sheet
derivative contracts for the purpose of calcu-
lating its credit equivalent amount, a cor-
porate credit union represents that docu-
mentation adequate to support the netting
of an off-balance sheet derivative contract is
in the corporate credit union’s files and

626



National Credit Union Administration

(iii) Walkaway clause. A bilateral
netting contract that contains a
walkaway clause is not eligible for net-
ting for purposes of calculating the
current credit exposure amount. The
term “walkaway clause” means a provi-
sion in a bilateral netting contract
that permits a nondefaulting
counterparty to make a lower payment
than it would make otherwise under
the bilateral netting contract, or no
payment at all, to a defaulter or the es-
tate of a defaulter, even if the de-
faulter or the estate of the defaulter is
a net creditor under the bilateral net-
ting contract.

(iv) Risk-weighting. Once the cor-
porate credit union determines the
credit equivalent amount for an off-
balance sheet derivative contract, that
amount is assigned to the risk-weight
category appropriate to the
counterparty, or, if relevant, to the na-
ture of any collateral or guarantee.
Collateral held against a netting con-
tract is not recognized for capital pur-
poses unless it is legally available for
all contracts included in the netting
contract. However, the maximum risk-
weight for the credit equivalent
amount of such off-balance sheet deriv-
ative contracts is 50 percent.

(v) Exceptions. The following off-bal-
ance sheet derivative contracts are not
subject to the above calculation, and
therefore, are not part of the denomi-
nator of a corporate credit union’s
risk-based capital ratio:

(A) A foreign exchange rate contract
with an original maturity of 14 cal-
endar days or less; and

(B) Any interest rate or foreign ex-
change rate contract that is traded on
an exchange requiring the daily pay-
ment of any variations in the market
value of the contract.

(C) Asset-backed commercial paper
programs.

(I) A corporate credit union that
qualifies as a primary beneficiary and

available for inspection by the NCUA. Upon
determination by the NCUA that a corporate
credit union’s files are inadequate or that a
bilateral netting contract may not be legally
enforceable under any one of the bodies of
law described in paragraphs II(b)(5)(ii) of this
Appendix, the underlying individual off-bal-
ance sheet derivative contracts may not be
netted for the purposes of this section.
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must consolidate an ABCP program
that is a variable interest entity under
Generally Accepted Accounting Prin-
ciples may exclude the consolidated
ABCP program assets from risk-
weighted assets if the corporate credit
union is the sponsor of the ABCP pro-
gram.

(2) If a corporate credit union ex-
cludes such consolidated ABCP pro-
gram assets from risk-weighted assets,
the corporate credit union must assess
the appropriate risk-based capital re-
quirement against any exposures of the
corporate credit union arising in con-
nection with such ABCP programs, in-
cluding direct credit substitutes, re-
course obligations, residual interests,
liquidity facilities, and loans, in ac-
cordance with Sections II(a), II(b), and
II(c) of this Appendix.

(3) If a corporate credit union has
multiple overlapping exposures (such
as a program-wide credit enhancement
and a liquidity facility) to an ABCP
program that is not consolidated for
risk-based capital purposes, the cor-
porate credit union is not required to
hold duplicative risk-based capital
under this part against the overlapping
position. Instead, the corporate credit
union should apply to the overlapping
position the applicable risk-based cap-
ital treatment that results in the high-
est capital charge.

(c) Recourse Obligations, Direct Credit
Substitutes, and Certain Other Positions

(1) In general. Except as otherwise
permitted in this Section II(c), to de-
termine the risk-weighted asset
amount for a recourse obligation or a
direct credit substitute (but not a re-
sidual interest):

(i) Multiply the full amount of the
credit-enhanced assets for which the
corporate credit union directly or indi-
rectly retains or assumes credit risk by
a 100 percent conversion factor (For a
direct credit substitute that is an on-
balance sheet asset (e.g., a purchased
subordinated security), a corporate
credit union must use the amount of
the direct credit substitute and the full
amount of the asset it supports, i.e., all
the more senior positions in the struc-
ture); and
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(ii) Assign this credit equivalent
amount to the risk-weight category ap-
propriate to the obligor in the under-
lying transaction, after considering
any associated guarantees or collat-
eral. Section II(a) lists the risk-weight
categories.

(2) Residual interests. Except as oth-
erwise permitted under this Section
II(c), a corporate credit union must
maintain risk-based capital for resid-
ual interests as follows:

(i) Credit-enhancing interest-only
strips. A corporate credit union must
maintain risk-based capital for a cred-
it-enhancing interest-only strip equal
to the remaining amount of the strip
even if the amount of risk-based cap-
ital that must be maintained exceeds
the full risk-based capital requirement
for the assets transferred.

(ii) Other residual interests. A cor-
porate credit union must maintain
risk-based capital for a residual inter-
est (excluding a credit-enhancing inter-
est-only strip) equal to the face
amount of the residual interest, even if
the amount of risk-based capital that
must be maintained exceeds the full
risk-based capital requirement for the
assets transferred.

(iii) Residual interests and other re-
course obligations. Where a corporate
credit union holds a residual interest
(including a credit-enhancing interest-
only strip) and another recourse obli-
gation in connection with the same
transfer of assets, the corporate credit
union must maintain risk-based capital
equal to the greater of:

(A) The risk-based capital require-
ment for the residual interest as cal-
culated under Section II(c)(2)(1)
through (ii) of this Appendix; or

(B) The full risk-based capital re-
quirement for the assets transferred,
subject to the low-level recourse rules
under Section II(c)(5) of this Appendix.

(3) Ratings-based approach—(i) Cal-
culation. A corporate credit union may
calculate the risk-weighted asset
amount for an eligible position de-
scribed in Section II(c)(3)(ii) of this
section by multiplying the face amount
of the position by the appropriate risk-
weight determined in accordance with
Table A or B of this section.

12 CFR Ch. VII (1-1-11 Edition)

TABLE A
Long term rating category Ffr']sgev:fgé%r:)t
Highest or second highest investment grade 20
Third highest investment grade ... 50
Lowest investment grade ............ . 100
One category below investment grade ......... 200
TABLE B
Short term rating category (Fli'!‘sl;::gé%rt\)t
Highest investment grade 20
Second highest investment grade 50
Lowest investment grade 100

(ii) Eligibility.

(A) Traded positions. A position is el-
igible for the treatment described in
paragraph II(c)(3)(i) of this Appendix if:

(I) The position is a corporate debt
obligation with a remaining maturity
of 120 days or less, a recourse obliga-
tion, a direct credit substitute, a resid-
ual interest, or an asset- or mortgage-
backed security and is not a credit-en-
hancing interest-only strip;

(2) The position is a traded position;
and

(3) The NRSRO has rated a long term
position as one grade below investment
grade or better or a short term position
as investment grade. If two or more
NRSROs assign ratings to a traded po-
sition, the corporate credit union must
use the lowest rating to determine the
appropriate risk-weight category under
paragraph (3)(i).

(B) Non-traded positions. A position
that is not traded is eligible for the
treatment described in paragraph(3)(i)
if:

(I) The position is a recourse obliga-
tion, a direct credit substitute, a resid-
ual interest, or an asset- or mortgage-
backed security extended in connection
with a securitization and is not a cred-
it-enhancing interest-only strip;

(2) More than one NRSRO rate the
position;

(3) All of the NRSROs that rate the
position rate it as no lower than one
grade below investment grade (for long
term position) or no lower than invest-
ment grade (for short term invest-
ments). If the NRSROs assign different
ratings to the position, the corporate
credit union must use the lowest rating
to determine the appropriate risk-
weight category under paragraph (3)(i);
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(4) The NRSROs base their ratings on
the same criteria that they use to rate
securities that are traded positions;
and

(5) The ratings are publicly available.

(C) Unrated senior positions. If a re-
course obligation, direct credit sub-
stitute, residual interest, or asset- or
mortgage-backed security is not rated
by an NRSRO, but is senior or pre-
ferred in all features to a traded posi-
tion (including collateralization and
maturity), the corporate credit union
may risk-weight the face amount of
the senior position under paragraph
(3)(1) of this section, based on the rat-
ing of the traded position, subject to
supervisory guidance. The corporate
credit union must satisfy NCUA that
this treatment is appropriate. This
paragraph (3)(i)(c) applies only if the
traded position provides substantive
credit support to the unrated position
until the unrated position matures.

(iii) Consistent use of Ratings Based
Approach. A corporate credit union
that determines to use the ratings
based approach must do so in a con-
sistent manner. For example, if the
corporate credit union employs the rat-
ings based approach on at least one se-
curity or position on a given call re-
port, the credit union must use the rat-
ings based approach on that call report
for every security and position that is
eligible for the ratings based approach.

(4) Certain positions that are not
rated by NRSROs. (i) Calculation. A
corporate credit union may calculate
the risk-weighted asset amount for eli-
gible position described in paragraph
II(c)(4)(ii) of this section based on the
corporate credit union’s determination
of the credit rating of the position. To
risk-weight the asset, the corporate
credit union must multiply the face
amount of the position by the appro-
priate risk-weight determined in ac-
cordance with Table C of this section.

TABLE C
Rating category Er;sg:r’gé%r:)t
Investment grade ........ccccceeeiiiieninineee 100
One category below investment grade ......... 200

(ii) Eligibility. A position extended
in connection with a securitization is
eligible for the treatment described in
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paragraph II(c)(4)(i) of this section if it
is not rated by an NRSRO, is not a re-
sidual interest, and meets the one of
the three alternative standards de-
scribed in paragraphs (A), (B), or (C)
below:

(A) Position rated internally. A di-
rect credit substitute, but not a pur-
chased credit-enhancing interest-only
strip, is eligible for the treatment de-
scribed under paragraph II(c)(4)(i) of
this Appendix, if the position is as-
sumed in connection with an asset-
backed commercial paper program
sponsored by the corporate credit
union. Before it may rely on an inter-
nal credit risk rating system, the cor-
porate must demonstrate to NCUA’s
satisfaction that the system is ade-
quate. Acceptable internal credit risk
rating systems typically:

(I) Are an integral part of the cor-
porate credit union’s risk management
system that explicitly incorporates the
full range of risks arising from the cor-
porate credit union’s participation in
securitization activities;

(2) Link internal credit ratings to
measurable outcomes, such as the
probability that the position will expe-
rience any loss, the expected loss on
the position in the event of default,
and the degree of variance in losses in
the event of default on that position;

(3) Separately consider the risk asso-
ciated with the underlying loans or
borrowers, and the risk associated with
the structure of the ©particular
securitization transaction;

(4) Identify gradations of risk among
“pass” assets and other risk positions;

() Use clear, explicit criteria to clas-
sify assets into each internal rating
grade, including subjective factors;

(6) Employ independent credit risk
management or loan review personnel
to assign or review the credit risk rat-
ings;

(7) Include an internal audit proce-
dure to periodically verify that inter-
nal risk ratings are assigned in accord-
ance with the corporate credit union’s
established criteria;

(8) Monitor the performance of the
assigned internal credit risk ratings
over time to determine the appro-
priateness of the initial credit risk rat-
ing assignment, and adjust individual
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credit risk ratings or the overall inter-
nal credit risk rating system, as need-
ed; and

(9) Make credit risk rating assump-
tions that are consistent with, or more
conservative than, the credit risk rat-
ing assumptions and methodologies of
NRSROs.

(B) Program ratings.

(I) A recourse obligation or direct
credit substitute, but not a residual in-
terest, is eligible for the treatment de-
scribed in paragraph II(c)(4)(i) of this
Appendix, if the position is retained or
assumed in connection with a struc-
tured finance program and an NRSRO
has reviewed the terms of the program
and stated a rating for positions associ-
ated with the program. If the program
has options for different combinations
of assets, standards, internal or exter-
nal credit enhancements and other rel-
evant factors, and the NRSRO specifies
ranges of rating categories to them,
the corporate credit union may apply
the rating category applicable to the
option that corresponds to the cor-
porate credit union’s position.

(2) To rely on a program rating, the
corporate credit union must dem-
onstrate to NCUA’s satisfaction that
that the credit risk rating assigned to
the program meets the same standards
generally used by NRSROs for rating
traded positions. The corporate credit
union must also demonstrate to
NCUA’s satisfaction that the criteria
underlying the assignments for the
program are satisfied by the particular
position.

(3) If a corporate credit union partici-
pates in a securitization sponsored by
another party, NCUA may authorize
the corporate credit union to use this
approach based on a program rating ob-
tained by the sponsor of the program.

(C) Computer program. A recourse
obligation or direct credit substitute,
but not a residual interest, is eligible
for the treatment described in para-
graph II(c)(4)(i) of this Appendix, if the
position is extended in connection with
a structured financing program and the
corporate credit union uses an accept-
able credit assessment computer pro-
gram to determine the rating of the po-
sition. An NRSRO must have developed
the computer program and the cor-
porate credit union must demonstrate

12 CFR Ch. VII (1-1-11 Edition)

to NCUA’s satisfaction that the ratings
under the program correspond credibly
and reliably with the rating of traded
positions.

(5) Limitations on risk-based capital
requirements—

(i) Low-level exposure rule. If the
maximum contractual exposure to loss
retained or assumed by a corporate
credit union is less than the effective
risk-based capital requirement, as de-
termined in accordance with this Sec-
tion II(c), for the assets supported by
the corporate credit union’s position,
the risk-based capital requirement is
limited to the corporate credit union’s
contractual exposure less any recourse
liability account established in accord-
ance with Generally Accepted Account-
ing Principles. This limitation does not
apply when a corporate credit union
provides credit enhancement beyond
any contractual obligation to support
assets it has sold.

(ii) Mortgage-related securities or
participation certificates retained in a
mortgage loan swap. If a corporate
credit union holds a mortgage-related
security or a participation certificate
as a result of a mortgage loan swap
with recourse, it must hold risk-based
capital to support the recourse obliga-
tion and that percentage of the mort-
gage-related security or participation
certificate that is not covered by the
recourse obligation. The total amount
of risk-based capital required for the
security (or certificate) and the re-
course obligation is limited to the risk-
based capital requirement for the un-
derlying loans, calculated as if the cor-
porate credit union continued to hold
these loans as an on-balance sheet
asset.

(iii) Related on-balance sheet assets.
If an asset is included in the calcula-
tion of the risk-based capital require-
ment under this Section II(c) and also
appears as an asset on the corporate
credit union’s balance sheet, the cor-
porate credit union must risk-weight
the asset only under this Section II(c),
except in the case of loan servicing as-
sets and similar arrangements with
embedded recourse obligations or di-
rect credit substitutes. In that case,
the corporate credit union must sepa-
rately risk-weight the on-balance sheet
servicing asset and the related recourse
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obligations and direct credit sub-
stitutes under this section, and incor-
porate these amounts into the risk-
based capital calculation.

(6) Obligations of CUSOs. All re-
course obligations and direct credit
substitutes retained or assumed by a
corporate credit union on the obliga-
tions of CUSOs in which the corporate
credit union has an equity investment
are risk-weighted in accordance with
this Section II(c), unless the corporate
credit union’s equity investment is de-
ducted from the credit union’s capital
and assets under §704.2 and §704.3.

(d) Collateral. The only forms of col-
lateral that are recognized for risk-
weighting purposes are cash on deposit
in the corporate credit union; Treas-
uries, U.S. Government agency securi-
ties, and U.S. Government-sponsored
enterprise securities; and securities
issued by multilateral lending institu-
tions or regional development banks.
Claims secured by cash on deposit are
assigned to the zero percent risk-
weight category (to the extent of the
cash amount). Claims secured by secu-
rities are assigned to the twenty per-
cent risk-weight category (to the ex-
tent of the fair market value of the se-
curities).

[75 FR 64852, Oct. 20, 2010]

EFFECTIVE DATE NOTE: At 75 FR 64852, Oct.
20, 2010, appendic C of part 704 was added, ef-
fective Jan. 18, 2011.

PART 705—COMMUNITY DEVELOP-
MENT REVOLVING LOAN PRO-
GRAM FOR CREDIT UNIONS

Sec.
705.0
705.1
705.2
705.3
705.4
705.5
705.6
705.7

Applicability.

Scope.

Purpose of the program.
Definitions.

Program activities.
Application for participation.
Community needs plan.

Loans to participating credit unions.
705.8 State-chartered credit unions.
705.9 Application period.

705.10 Technical assistance.

AUTHORITY: 12 U.S.C. 1772c-1; 42 U.S.C. 9822
and 9822 note.

SOURCE: 58 FR 21646, Apr. 23, 1993, unless
otherwise noted.

§705.3

§705.0 Applicability.

Monies from the Community Devel-
opment Revolving Loan Fund for Cred-
it Unions are governed by this part.

§705.1 Scope.

(a) This part implements the Com-
munity Developments Revolving Loan
Program for Credit Unions (Program)
under the sole administration of the
National Credit Union Administration.

(b) This part establishes the fol-
lowing:

(1) Definitions;

(2) The application process and re-
quirements for qualifying for a loan
under the program;

(3) How loan funds are to be made
available and their repayment; and

(4) Technical assistance to be pro-
vided to participating credit unions.

§705.2 Purpose of the program.

(a) The Community Development Re-
volving Loan Program for Credit
Unions is intended to support the ef-
forts of participating credit unions
through loans and technical assistance
to those credit unions in:

(1) Providing basic financial and re-
lated services to residents in their
communities; and

(2) Stimulating economic activities
in the communities they service which
will result in increased income, owner-
ship and employment opportunities for
low-income residents, and other com-
munity 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 bparticipating credit unions as
possible.

§705.3 Definitions.

(a) The term “low-income members”
means those members defined in §701.34
of this chapter.

(b) For purposes of this part, a par-
ticipating 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 membership consists of
predominantly low-income members as
defined in paragraph (a) of this section
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