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NATIONAL CREDIT UNION ADMINISTRATION
‘ Washington, D.C. 20456

October 10, 1986

: GC/HMU: >
Office of General Couasel ‘I (\OC! 3

Steven E. Noack, Esq.
Assistant Attorney General
State of North Dakota
State Capitol

Bismark, ND 58505

Dear Mr. Noack:

This is in response to your letter to Ms. Hattie Ulan of this
Office concerning credit union service organizations' (CUSO's)
involvement with trust companies. You advised Ms. Ulan in a
telephone conversation not to respond to your inquiry until the
NCUA Board adopted the new CUSO regulation.

On March 18, 1986, the NCUA Board adopted a new regulation
entitled "Investments in and Loans to CUSO's." (Section 701.27
of the NCUA Rules and Regulations, 12 C.F.R. §701.27) The
regulation was published in the Federal Register on March 26,
1986, and became effective on May 27, 1986. A copy of the
Federal Register publication is enclosed for your review.

The Federal Credit Union (FCU) Act authorizes FCU investments in
and loans to CUSO's. (See Sections 107(7) (I) and 107 (5) (D) of
the FCU Act, 12 U.S.C. §§1757(7) (I) and 1757(5) (D).) The FCU Act
provides only limited statutory guidance as to the nature of a
CUSO. For example, the Act provides that CUSO's must provide
services "associated with the routine operations of credit
unions"; that they be established "primarily to serve the needs
of . . . member credit unions"; and that a CUSO's business
"[relate] to the daily operations of . . . credit unions." . (See
Sections 107(7) (I) and 107(5) (D) of FCU Act.)

The first CUSO regulation was promulgated by the NCUA Board in
1979. This rule placed many restrictions and controls on an
FCU's involvement with CUSO's. The rule was substantially
deregulated in 1982. As part of its regulatory review process,
the NCUA Board reevaluated the rule in 1985, and published a
revised final rule (after notice and comment) in March of this
year. The new rule expands and clarifies the permissible
services and activities of a CUSO, while maintaining safety and
soundness controls on FCU involvement with CUSO's.
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As noted in the new regulation (see subsection 701.27(a)- and the
preamble thereto), NCUA does not ~directly regulate CUSO's, but
rather, establishes conditions for Federal credit union (FCU)
investments in and loans to such organizations. An FCU may only
invest in or loan to CUSO's that meet the regulatory requirements
set forth in Section 701.27. Section 701.27(d) (5) of the new
regulation (12 C.F.R. 701.27(d) (5)) now sets forth an exclusive
listing of activities in which a CUSO can engage.

You presented four questions in your letter. A restatement of
your questions and our responses follow.

1. Has NCUA's position changed regarding the trust services
which a CUSO may perform under 12 C.F.R. §701.27(b) (2)? (Section
701.27(b) (2) refers to the old CUSO regulation.) [See Section
701.27(d4) (5) of the new regulation.]

Yes. The structure of the regulation has changed. The old
regulation contained a non-exclusive listing of activities that a
CUSO could perform. The trust services noted in the prior
regulation were "family financial services including but not
limited to . . . developing and administering IRA and Keogh
plans and other personnel benefit plans, and provision of trust
services including acting as Trustee or in other similar
fiduciary capacities." (See Section 701.27(b) (2) of old
regulation.) '

The new regulation contains an exclusive llst1ng,of activities
that a CUSO can perform. The list includes "acting as
administrator for prepaid legal service plans; developing and

~administering IRA, Keogh, deferred compensation, and other

personnel benefit plans; trust services; acting as trustee,

guardian, conservator, estate administrator, or in any other
fiduciary capacity. . . ." (See Section 701.27(d) (5) of new

regulation.)

The new regulation does not expressly address the issue of
whether an FCU may invest in a trust company. However, the
statutory prohibition against obtaining control, directly or
indirectly, of another financial institution has been
incorporated into the regulation (see Section 107(7) (I) of FCU
Act and Section 701.27(b) (1) (iii)). As stated in the preamble to
the new regulation, the NCUA Board has chosen not to define
"control" or "financial institution" for purposes of the
prohibition. The NCUA Board has interpreted financial
instituition to be a "deposit taking organization," among other
things. Hence, it is our present policy that, if a trust company
is not a "deposit taking organization" pursuant to state law, an
FCU may invest in it without violating Section 107 (7) (I) of the
FCU Act and Section 701.27(b) (1) (iii)). If a trust company is a
"deposit taking organization" pursuant to state law, an FCU may
invest in it as long as it does not obtain control of the trust
company.
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2. Does labeling the particular organization .in issue here as a
general business corporation (it was a general corporation
initially under state law) exempt it from regulations governing
Cuso's?

No. As noted above, NCUA does not regulate CUSO's, We do,
however, regulate FCU's and the types of organizations they may
invest in and loan to (e.g., cuso's). 1If an FCU wishes to make
an investment in or loan to an organization providing services to
credit unions and/or their members, the organization must meet
the standards set forth in the regulation. Pursuant to Section

- 701.27(d) (2) of the regulation, the service organization must be
organized either as a corporation or a limited partnership.
Either a general corporation or a general business corporation is
acceptable.

3. Are the interlocking directors and officers among the Credit
Union, CUSO, and Trust Company violating the Federal Depository
Institution Management Interlocks Act ("Interlocks Act")?

The Interlocks Act and its implementing regulations (Part 711 of
NCUA Regqulations, 12 C.F.R. Part 711) prohibit a management
official (includes directors, see Section 711.2(h) (1) of NCUA
Regulations) of a depository organization (includes credit unions
and trust companies, and may include a CUSO if it meets the
definitions in Sections 711.2(f) and (g)) from serving at the
same time as a management official of another depository
organization not affiliated with it if both institutions are
located in the same community (see Section 711.3(a)). Affiliated
is defined in the Interlocks Act (see 12 U.S.C. §3201(3)).
Section 3201(3) (B) defines affiliate as two corporations where 50
percent of the voting stock of each corporation is owned by the
same person Or persons. 1f the definition of affiliated is met,
the common directors of the credit union and the trust company
may be in violation of the Interlocks Act. You will note that a
trust company is included within the definition of a "depository
institution" for purposes of the Interlocks Regulation (12 C.F.R.
§711.2(f)). However, this definition does not apply for purposes
of determining whether a trust company is a financial institution
for purposes Of FCU investment therein under Section 107(7) (I) of
the FCU Act. See question and answer 1. above. ‘

4. Does the Credit Union's present ownership of the CUSO stock
and its financial investment in the Trust Company violate Federal
law? In relation to this, does a loan constitute an "jnvestment"
as contemplated by statute?

As explained in the answer to question 1. above, an FCU may
invest in a trust company CUSO without violating Section
107(7) (1) of the FCU Act if, under state law, the trust company
is not a "deposit taking organization." If, under state law, a
trust company is a "deposit taking organization," an FCU can
invest in it but cannot gain control of the organization.
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If the PCU is in compliance with the various aspects of-the CUSO
regulation (e.g., appropriate customer base, accounting
procedures, services and activities, etc.), the FCU that has
invested in a trust company CUSO may be in compliance with the
FCU Act and the NCUA Rules and Regulations.

The NCUA Board has interpreted the authority for FCU's to invest
in service organizations (see Section 107(7) (I) of the FCU Act,
12 U.S.C. §1757(I)) and the authority to loan to service
organizations (see Section 107(5) (D) of the FCU Act, 12 U.S.C.
§1757(5) (D)) as applying to the same type of organization. (See
preamble to new rule, 51 Fed. Reg. 10353, March 26, 1986, Section
entitled "Background.") , If investment in Trust Company stock is
permissible under the rule, then a loan to the Trust Company
would also be permissible. Of course, the FCU is limited by both
the FCU Act and NCUA Regulations to investments in CUSO's of no
more than 1% of the FCU's paid-in and unimpaired capital and
surplus. Loans to CUSO's are subject to the same limitation.

I hope that we have been of assistance and apologize for -the

delay in responding. If further questions arise, please contact
me or Hattie Ulan of this Office.

Sincggely, y

Py

STEVEN R. BISKER
Assistant General Counsel

HMU:cch

Enclosure



Rules and Regulations |

* Federsl Rogiosee

Vol. 51. Ne. s
Wednesday, March 28, 1908

This section of the FEDERAL REGISTEA
containg

the Code of Federal Reqguiations, which is

published under 50 tties pursuant 10 ¢4

FARM CREDIT ADMINISTRATION
12CFR Part 611

Farm Credit System Capital
Corporation; Organization

Correction

In FR Doc. 86-3133 beginning on page
8GB5 in the issue of Thursday, March 13,
1986, mauke the following correction:

On page 8668, in the second column,
in the fifth line of § 811.1141(b). “but"
should read “out".

SILLING COOR 1908-01-0
%__———_—

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 701

Investments in and Loans to Credit
Union Service Organizations

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

SUMMARY: The Federal Credit Union Act
{Act) authorizes Federal credit unions
(FCU's), under certain limitations. to
invest in and make loans to credit union
service organizations (CUSO's) and
subjects Federal credit union CUSO
activity to National Credit Union
Administration Board approval. The
NCUA Board has determined to address
Federal credit union involvement and
the Board’s own spproval authority
through the regulation process. This rule
reflects the Board's determination on
these matters and revises the NCUA's
eisting rule concerning CUSQ's. The
final rule expands and clarifies the
permissible services and activities of
CUSQO's and provides a specific
mechanism for the sddition of new
services and activities. The rule
interprets the limitations of the Act, and

ses safety and soundness
:g::.ms. through provisions related to
organizational structure. customer base,
conflicts of interest. accounting
practices. and NCUA access to CUSO
books and records. .

' EFPECTIVE DATE: May 27, 1906.

AOORESS: National Credit Union
Administration. 1778 G Street NW.,
Washington, D.C. 20¢36.

FOR FURTNER INCORMATION CONTACT:
Rabert M. Fenner. General Counsel,
Steven R. Bisker, Assistant General
Counsel, or Hattie Ulan, Staff Attorney,
Office of General Counsel. at the above
address or telephone: (202) 387-1030. -

SUPPLEMENTARY mmn

Background

The Federal Credit Union Act
authorizes Federal credit union
investments in (sec. 107({7)(l), 12 U.8.C.
1757(7)(1)) and loans to (sec. 107{3)(D).
12 U.S.C. 1757(S)(D)) what have come to
be known as credit union servics.
organizations. Pursuant to the Act. the
National Credit Union Administration
Board is required to determina the types
of organizations eligible to receive loans
and investments from FCU’s. The NCUA
Board has interpreted sections 107(7)1)
and 107(S)(D) as applying to the same
type of organizations. The Act provides
only limited guidance as to the natuce of
these organizations. For example,
section 107(7)(1) specifies that CUSO's
provide services “associated with the
routine operations of credit unions.” and
section 107($)(D) requires that CUSO's
be established “primarily to serve the
needs of . . . member credit unions” and
that a CUSO’s business “{relate] to the
daily operations of . . . credit unions.”

The first CUSO regulation was
promulgated in 1979. The rule placed
many controls and restrictions on FCU
involvement with CUSQ's. The rule
required NCUA approval prior to
formation of a CUSO, and limited
CUSO's to six specific activities. In 1982,
NCUA substantially deregulated the
CUSO rule. eliminating provisions with
respect to issues such as organizational
structure. customer base. and NCUA
access to books and records. The 1982
rule also failed to provide clear
guidelines concerning the permissible
services and activities of CUSO's. In
January, 1983, the Board determined that
& reevaluation was necessary because
of the lack of guidance provided by the

regulation and the existence of
significant supervisory problems -
involving CUSQO's. .

On January 24, 1988, the NCUA Board
issued a proposed rule requesting public
comment on several issuss concerning
the CUSO regulation (see 50 FR 4098.
February 1, 1988). The January. 1988,
proposal did not contain specific
regulatory language. Some 90 comment
letters were received. After reviewing
the comments, on September 3, 1968, the
NCUA Board issued

Sixty-ef
receiv
comment period on November 8. 108S.
Overall, the response to the proposed
regulation was positive. Comment
letters were received from: 31 Pederal
credit unions: ¢ state-chartered credit

* unions: 8 CUSO’s: 8 credit union trade

associations and state leagues: and 19
others. including severs| law firms
representing FCU"s and CUSO"s, & credit
union mutual insurance company, trade
§roups representing insurers

reaitors, & Congressman. and an
economist.

The September $ proposed rule
conulm four sections (proposed
§§ 701.27(a)-(d)) Involving the scope.
statutory limitations and limited
applicability of the regulation. The
remainder of the proposal addressed the
following six substantive CUSO issues:
Structure and capitalization {proposed
§ 701.27(e)): customer base (proposed
§ 701.27(f)); services and activities
(proposed § 701.27(g)); insider dealing
(proposed § 701.27(h)); sccounting
procedures and NCUA access to
information (proposed § 701.27(i)): and
preexisting CUSO's (proposed
§ 701.27(})).

The format of the final rule has been
revised in order to shorten and fusther
clarify the rule. The firet four sections of
the proposed rule (proposed
§4 701.27(a)4{d)) have been consolidated
into two sections in the final rule
§§ 701.27 (a) and (b)) Section 701.27(c),
a definitional section. has been sdded.
A new § 701.27(d) sets lorth the six
substantive issues praviously addressed
in proposed §§ 701.27(e)-(j). in additivn
to the changes in form, the Board has
made certain substantive revisions to
the rule in responsa to the commants
received.
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The following is @ mtiogl-by-ucﬂon.
analysis of the final rule with 8
discussion of the comments received
and the changes that have been mads.

Section-by-Sectica Analysis

Section 701.27(o)=-Scope

Section 701.27{a) sets forth the scope
of the regulation. It cities that stutulory
authority for FCU investments in and
loans to CUSO's. The Board has
clarified that § 701.27 does not directly
regulate CUSO's but ratber establishes
conditions of FCU investments in and
loans to such organizations. ln general.
the commenters found the provisions
now contained in this section to be
helpful.

Section 701.27{b}~Limits Imposed by
the Federal Credit Union Act

This new subsection sets forth the
CUSO lending and investment
provisions of the FCU Act. The section
is divided into two parte—§ 701.27(bj(1)
addresses the provisions found in
section 107{7){1) of the Act (investment
authority) and § 701.27{b)(2) addresses

| ‘ the provisions found in section 107(S){D)

of the Act (lending authority).

The information in this new section
was set forth in three separate
provisions of the proposed rule—

§§ 701.27 (b). (c). and (g}(3). The
commenters generally found a
restatement of the statutory limitations
to be helpful. One commenter suggested
that the Board define what is meant by
“controi” and "financial institution” in
the restatement (now found at

§ 701.27{b)(1)(iii)} of the statutory
prohibitions against an FCU using the
CUSO investment authority to acquire .
controt of another financial institution.
In view of the limited experience with
this aspect of the CUSO authority. the
Board has decided not to define these
terms at this time. Regulatory definitions
might not adequately address issues that
arise in the future. The Board has
previously stated a policy, however, that
this authority may aot be used to

.. purchase shares of stockin other
. deposit taking institutions, and that

°

policy will continue to apply.
Section 701.27(c)—Definitions

This section is new. All four of the
definitions in this section appeared in
various sections of the proposed rule.
They have been consolidated in a
“definition" section in order to improve
the organization of the rule. One
commenter suggested that the Board
expand upon the definition of “paid-in
and unimpaired capital and surplue.”
The definition remains as “shares and
undivided earnings.” A further

ion is found in Article XVIIL

cxplmltm, and (h) of each FCU's

sections-
Bylaws.

Section 701.27(d)—Regulatory

. Provisions

This section contains the provisions
found in §§ 710.27(¢}=701.27(j) of the
proposed rule. The section is divided
into eight numbered parts. each
addressing s specific substantive issue.
Each part is discussed separately below.

Section ro{.zrrd)( 1)=Limits on Funding

The first sentence of this section
clarifies that FCU's may invest in or
loan to CUSO's in participution with
other credit unions and non-credit unioa
parties. This provision was set forth in
the proposal as the first sentence of
§ 701.27(e). The provision has been
reworded to clarify that an FCU need
not invest in @ CUSO ULefore it can lend
to it. The remainder of this section
clarifies the point of time use to
determine an FCU's unimpaired capital
and surplus. for purposes of ascertaining
compliance with the 1% limits on loans
and investments. [n response to the
comments received. the rule provides
that the figures reflected in the last
calendar year-end financial report shall
be used.

Section 701.27(d)(2)=-Structure

The contents of this section were
contained in § 701.27(e} of the proposed
rule. As proposed. the final rule limits
CUSO structure to either a corporation
or a limited partnership (with FCU's
serving only as limited partners). Also
as proposed. CUSO's are required to be
adequately capitalized and operated as
separate entities. The Board believes
that these requirements ace the
minimum necessary to ensure that
FCU's will not be exposed to potential
losses in excess of their funds invested
in or lent to the CUSO. Twenty-ons
commenters specifically addressed this
subsection of the proposal. with 14
basically agreeing with the subsection
and oniy 3 totally opposed to it. The
three in opposition believed that there
should be no limit on CUSQ structure.

Two other commenters believed that &
corporation should be the only
permitted CUSO strurture. One of these
commenters stated that an FCU limited
partner can easily. and perhaps
inadvertently. take part in the control of
the business of the CLSO and thus iose
it limited liability. While limited
partnership CUSO's wiil be permitted, it
is emphasized that FCU's must take care
to limit their involvement and activities
to those permitted under the law (State
law) for limited partners. The rule sets
forth a nonexclusive list of examples of

| Wednesduy. March 28, 1980 |/ Rules and Regulations
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those activities which. if engaged inhv 8
limited partner. may cause the loss of
the limited partner status and result in
the partner being treated as a general
partner with unlimited ligbility.

Several commenters asked who can
be the general partner in a limited
partnership CUSO. since FCU's are
prohibited from sarving as the genetal
partner. The Board has not limited whv.
other than FCU's. may serve as the
general partner. The general partner
may. for example. be a credit union
league. rade association. insurance
company, or an individual. etc.
Participating FCU's should ensure that
the general partner has adequate cupitul
and management capabilities. .

One commenter suggested that
CUSQO's be permitted to have a
cooperstive corporate structurs. This
commaenter reasoned that, since FCU's
are financial cooperatives and
cooperatives have the same \imited
liability as corporations, the cooperative
corporate structure would be
spproprists for CUSO’s: The Board
agrees. Statutes suthvrizing the
€00 tive te structure exist in
all states and. for the most part. limit the

liability of stockholders or members to

the same extent as in @ regular stock
corporation. The cooperative corporate
<'-ucture is a permissible one for

..SO’s providad that appropriate state ;
iaws provide for limited liability of the .
members (owners) of the cooperative
corporation.

At least three commenters, including
one trade association, suggested that
insurance coverage be obtained by the |
CUSO in order to protect affiliated |
FCU's and the Nationasl Credit Union |
Share Insurance Fund (NCUSIF).
Property and cusualty insurance should
be obtained in the ordinary course of
business. Other insurance. for example.
against loss caused by mismanagement.
may be impossible to obtain or
prohibitively sxpensive. Accordingly.
NCUA is not requiring such insurance at
this time. The other safeguards of this
regulation should provide sdequate
protection to the credit union. its
members and the NCUSIF.
Several commenters stated their

concern that a court will look to all the
requirements that NCUA places on
FCU's involvement with CUSO's and
treat CUSO's as mere extensions of their
investing FCU's, thus removing limited
liability. As previously explained. the
Board has revised the rule to make it
clear that it places conditions on FCU
loans and investments. rather than
directly regulating CUSO's. A court
decision to look past the CUSO and to
the FCU would depend upon such
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factors as: Inadequate capitslization:  and the membership of such credit m c’:ﬂ ‘:' c: mi:‘rodinn is &ot deemed
::‘ocnl:u‘::n bocrduof dmcﬂ::: ﬂum ; “{%}':'m-m comments were recsived  § 701.27(d)(4) reiterates t'ho statutory

employees: control of one corporation
over another: and lack of separate books
and records. These factors. s well as
others. may be relied on by & court in
deciding whether to pierce the corporate
structure and hold the stockholders
personaily liable. if the CUSO is
adequately capitalized and maintained
as a separate entily, and the above
conditions are avoided. a court is not
likely to pierce the corporate veil. Of
rourse, the courts and not the NCUA
Board will be the ultimate arbiters of
this issue.

Another issue addressed in the
comments was whether CUSO's. once
estublished. could form subsidiary
corporations and partnerships. While
CUSO’s may establish corporstions and
partnerships, they may not be used as
vehicles by which to circumvent thie
regulation. FCU's investing in or making
loans to a CUSO that is merely a shell
corporation for the purpose of forming
other corporations with which to
circumvent the regulation will be -
required to divest their investments and
loans. The formation. by a CUSO. of &
subsidiary corporation or a partnership
should be done only in connection with
c:rryilng out permissible activities under
the rule.

Section 701.27(d)(3}—Lega! Opinion

Language similar to that found in this
new section appeared in § 701.27{¢) of
the proposal. Federal credit unions must
obtain written legal advice to help
ensure that they are meeting the goal of
limited liability in their investments in
CUSQ's. Since the factors to be
considered may vary from state to state,
itis advisable that FCU's obtain the
opinion of local counsel on the issue of
limited liability. While NCUA
recognizes that it will not be possible to
obtain a legal opinion providing
absoiute assurances against FCU
liability. obtaining legal advics should
help FCU's determine whether they have
taken reasonable steps in light of :
applicable state law. One commenter
asked how often an FCU should obtain
or update this advics. FCU's should.
obtain a legal opinion prior to their
initial investment in ¢ CUSO and should
update this information as conditions
change or as otherwise warranted.

Section 701.27(d}(4}=~Customer Base

Section 701.27(M) of the proposed rule
limited the customer base of 3 CUSO to
primurily affiliated credit unions
{defined as those credit uninns that have
invesied in or made loans to g CusQo)

tomer base issue. Eight
:,‘,‘,,“:.f,‘::.. agreed with the section as
written. ,
Sixteen commenters stated that CUSO’s
should be able to serve both affiliated
end nonaffillated credit unions. These
commenters believed that the p&o:o«d
rule was too restrictive and would not .
be beneficial to the credit union
community. As an example, they argued
that & smaill FUC should not be
prevented from obta services rom
e CUSO specializing in data processing
services because it has not invested in
or made s loan to the CUSO. Other
commenters pointed out that the
“affiliated” restriction could be easily
circumvented by an FCU making a de
minimys investment in or loan to ¢
CUSO- "

Some of the commenters suggested
that CUSQ's "'primarily serve credit
unions and the membership of affiliated
credit unions.” Others urged that ¢
broader customer base be adopted that
would leave out any reference to '
“affiliation" and have CUSQ's serve
primarily credit unions and their
memberships. One commenter suggested
that CUSQ's also be permitted to serve
primarily other CUSO's. Only four
commenters requested that “primarily”
be defined in the regulation. However, &
workable definition was not suggested.

The Board has modified the customer
base subsection in the final rule. now
§ 701.27(d)(4), to enable CUSO's to serve
both affiliated and nonaffiliated credit
unions. Thus in the language of the final
rule. FCU's may invest in and lend to
CUSQ’s that serve “primarily credit
unions and/or the membership of
affiliated credit unions.” FCU's are
authorized to invest in snd loan to a
CUSQ that serves other CUSO's
financial institutions and their
customaers, other organizations,
members of nonaffiliated credit unions,
otc.. provided the CUSO primerily
serves credit unions and members of
affiliated credit unions. FCU's cannot
invest in or loan to CUSO's that
primarily serve nonaffiliated credit
union members. The Board believes that
if any FCU's members seek the services
of & CUSQ. the FCU can either establish
its own CUSO or becoms sffilisted with
an existing CUSO.

In light of the commaents, the Board
again considered providing s definiticn
of the term “primarily.” As it had
concluded in the proposed rule, the
Board believes that defining the term ss
8 percentuge of business or percentage
of customers served would be arbitrary,

- requirement and will provided the Board

with s sufficient basis to deal with any
clear abuses.

Section 701.27(d)(3) Permissible

Services and Activities
~ Section 701.27(d)($) is & revised and.

smended version of § 701.27(g) in the

propased rule. As proposed. the

subsection contained five subparts.

gi:“ of %‘;bum appear hm‘.! Local
posed J}=—=State an

Law, has been :;?:(d to the end of the

an,ll.:l‘:ﬂ (s00 § 701'.27(“ of this finsl

rule proposed § 701.27(g)(S)—

Statutory Prohibitions, is now found in

§ 710.27(b)a)lif).

The first two subparts of § 710.271d)(S)
provide an exclusive listing of services
and activities that CUSO may perform.
Section 701.27(d)(8){i) lists operational
services and § 701.27(d)(8)(ii) lists
financial services, Sectio

on
701.27(d{8)lii) sets forth the procedure
for approval of edditional services and
activities not listed in the regulation.

Almost all of the commentars
addressed the activities subsection in
their letters. The vast majority of these
commenters were in favor of a listing of
CUSOQ activities. Several commenters
suggested that the list be nonexclusive.
Only twelve of the commaenters
suggested eliminating the activities list.
Some of these commenters stated that o
CUSO should be able to provide any
service or activity that would benefit
credit unions and their members. Other
commenters argued that each FCU
should be authorized to determine what
is within {ts routine operations and its
CUSOQ(s) should be authorized to
provide those services. The majority of
the commenters, however. preferred an
expanded, exclusive list of sesvices and
activities.

It is important to note that sections
107(5)(D) and 107(7)(1) of the FCU Act
place limits on the types of services &
CUSO may provide. By etatute. Federal
credit unions may not invest in and lend
to CUSQ's that offer services beyond
the limits of the Act. The final rule
contains en expanded. exclusive list of
service and activities. The list
eliminates uncertainty by providing the
NCUA Board's interpretation of the
limits of the Act. All services end
activities listed in the proposed rule
appear in the final rule. Other services
and activities have been added. They
are discussed below.



Section 701.27(d}{SKii}—Opérational
Services

In response to recommendatioas of
many commenters, the Board has added
severul activities to the list of
operational services. The Board believes
that these activities are related to an
FCU's “daily operations” and are
“associuled with their routine
operations” as rcquired by sections
1U71S)1D) and 107(7)(1) of the FCU Act.
The majority of these services are self-
explanatory and do not require further
discussion. They include: Check cashing
and wirs transfers. intermnal audits for
credit unions. shared credit union
Lranch (service center) operstions. sale

-~ of repossessed collatersl. servicing of

- CUSQ's that continue to
~ morigage lending under the prioe grant

compuler hardware or software.
resparch services, record retention and
storage, microfilm and microfiche
services. alarm moniloring and other
security services. and provision of forms
and suppiies.

Two activities added to the list of
operational services do warrant further
discussion. They are addressed below.

The single most requesied activity
was mortgage lending. Fourteen

enters asked that real estate

age origination. processing. service
and sales be added 0 the activities list.
Several reasuns were given for the
requested addition. Some of the
commenters noted that pursuant to the
former pilot program rule (lormer Part
723 of the NCUA Rules and
Regulations), several CUSO's were
approved for consumer mortgege
lending. Under the pilot program. the
consumer mortgage loans could only be
made to members of those credit unions
that hud invested in the CUSO and such
loans had to be made in conformance
with NCUA's mortgage lending
regulation. Although the pilot program
regulation has been eliminated (See 30
FR 27417, July 3. 1985}, there are FCU's
that have investments and loans to
ia

of autharity. These and othee
commenters stated that it is their belief
that mortgage lending is within an FCU's
routine operations and that it meets the
needs of credit union members. They

- stressed that CUSO mortgage lending

produces less liquidity risk and interest

- rate risk to FCU's and less risk to the

lv by the FCU. One commenter
m that a CUSQ enables several
credit unions to join togcther to offer
their members consumer mortgage
luans. Such an srrangement promoles
the economies of scale which are
essential to provide such service in o
cost effective und professional manner.

E\&jl? than if the service is offered
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consideration of the comments. the
Bo!:rd has added “consumer mortgage
losn arigination” to the list of

issible services and acuvlmlc. The

rence t0 consumer mortgage loan

;.r{:mlﬂoa is intended to clarily that the
mortgage loen authority may not be
used to engage in commercial real estate
loans or resl estate development loans.
Also, the autharity to engage in loan
processing, which appesred in the
proposed rule. has been expended to
alluw loan “processing, servicing and
sules.” thus enabling CUSO’s to provide
a full range of support services for
mortguge loans and for other loans
originuted by the credit union.

The second activity added 1o the list
of operational setvicas requiring further
discussion is management. development,
sale or lease of fixed assets. Although
this activity did not appearinthe - -
proposed rule. the preambie to the rule
did discuss sale and leaseback and
CusQ p:nl-ﬂcipatlo? in :hc pun:huo‘.m
sale. and leasing of real property w
affilinted credit unions. At that time, the
Board stated that. aithough such 5
transactions were permissible for FCU's
to enter into with CUSQ's, they were not
placed oa the list of ongoing CUSO
activities since such real property
transuctions can be considered « matter
of general business operation. Credit
unions involved in thess transactions
are subject to the fixed asset regulation
(12 CFR 701.38) and the NCUA
Interpretive Rulin'b.nd Policy Statement
on Sale and Leaseback (IRPS 81-7).
However, the NCUA Board now
believes that these transactions should
be added to the CUSQ regulation both ia
the interest of clarity and for other
reasons explained below.

A few commenters described a
situation where the principal function of
the CUSO is to construct. manage and
maintain an office building to be leased
by an FCU that has invested in and/or
made loans to the CUSO. This
arrangement would be faciliated by the
CUSO (orming a limited partnership,
with the CUSO serving as the general
partner. and credit union members end
others as limited partners. Because of

" the tax shelter aspects of such an

investment, and the small investment
required. it would be of particular
interest to members and other investors.
Limited paftnership interests as weil as
investment by the general partner CUSO
would fund the project. The purpose of
the limited partnership would be to
acquire land. construct a building for the
FCU. and to then lease the building to
the FCU. Other than its involvement in
the limited partnership to construct the
building. and its continuing involvement

1988 / Rules and R.'ul.ﬂom

in m-anagln. and servicing the building.
the CUSO would not bcno.mgin' in any

other significant activities.
Al this CUSO activity may be
‘beneficiul to FCU's and their members.

such & project could result in significant

_losses to the CUSQ and,

correspondingly. to those FCU's that
have invested in oc ignt funds to the
CUSQO. One of the commenters
suggested guidelines which the Board
believes represent necessary safeguards
in order to ensure that an FCU engnging
in this sctivity is in compliance with the
requirements of the FCU Act and basic
standards of salety and soundness.
These requirements are: (1) The overall
development cost of the project {¢.g.. the
building and all attendant costs and
expenses), when added to the fixed
assets of the FCU involved, should not
exceed 3% of the shares and retained
eamings of the FCU. If more than one
FCU is involved. the limit should take
into sccount the ability of those FCU's.
in the te. (0 invest funds up to 5%
of their and retained eamings. in
fixed assets. This would serve
e e
w
general partner with unlimited lisbility)

" is unable to reise sufficient fundg to

cumplete the project. the FCU(s) could
purchase the project from the limited
partnonh:g.lnd complete it without
violating the fixed asset regulation (see
§ 701.38 of the NCUA Rules and
Regulations). (2) The maximum amount
of investment by the CUSO. as genersl
partner. should not exceed the amount
of funds available to it from its affiliated
credit unions (i.e.. through their
authority to invest in and make locans to
CUSO's). The minimum level of
investment participation by the limited
partners that shouid be abtained before
the project is started should be that -
amount which, when added to the
amount available to the CUSO general
partner from its affilisted credit unions,
would be sufficient to complete the
project without the necessily of
borrowing funds from outside sources. if
the limited partnership were forced to
borrow additional funds from outside
sources, the cost of the project (because
of added interest costs) would increase
and would impact on the coet
effectiveness and. potentially. the
economic viability of the project.
Additionally, FCU's should be aware
of applicable Federal and state -
securities laws whan they become
involved in these types of projects.
Further. FCU's engaging in sale and
leaseback or straight lease
arrangements with their CUSO must
comply with [RPS 81-7 (Sale and
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Leaseback) and the fixed asset
regulation § 701.38 of the NCUA Rules .
and Regulations). It should be noted that
the fixed asset rule is @ ble to lesss
puyments (e.g.. for the s building,
etc.). Therefore. FCU's entering into
transactions with their CUSO’s, as
discussed above, must ensyre that they
consider their lease payments foe the
space leasad from the CUSO to
determine that they sre within !{u %
limitution of § 701.38. Also. FCU's
shouid be udvised that the Board will
veitically review those instunces where
4 CUSQ is estublished as 8 vehicie tu
circumvent the limitations of the fixed
asset rule. If necessary, appropriate
administrative snforcemeat remedies
will be taken.

Although not a regulatory
requirement. it may be advisable for
FCU's whase CUSO's are cuntemplating
these types of transactions to be in
contact with their NCUA Regional
Office before engaging in such ventures
to review potential safety and
soundness problems. Before contacting
its NCUA Regional Office. an FCU
should have & preliminary plan prepered
for review by the Agency. :

Lastly, one commenter suggested that
the Board add “building maintenance
services” to the list of permissible
operational services. The Board
interprets building maintenanca services
as coming within management of fixed
assets {contained in the list) end.
therefore. has not separately listed this
activity.

Section 701.27(d)(8)(ii}~—Financial
Services

Fewer comments were received with
respect 1o the financial services section
The comments and changes \hat have
heen made are as follows:

Travel agency services have been
adiud 10 the list of permissible
activities. Ten commenters made this
suggestion. Several of these commenters
notod that some CUSO's are already
providing travel agency services for
their affiliated credit union members.
The Board believes that travel agency
servicas are associated with the routine
credit union operutions of making
vacation and travel loans and issuing
and seiling travelers’ checks. Further,
such services are associated with
vacation and travel savings p mae.

Another service added to the list is
acting as administrator {or prepaid legul
service plans. The Board believes that a
plan which provides legal services to
credit unions snd/or credit union
members is within a credit union's
“routine operutions.” As part of their
normal operations. credit unions huve 8
need to obtain legal advice and sarvices.

Members may have such & need in .
connection with their persoaal financial
decisions. This activity will allow &
CUSO to administer s prepaid legul plan
for credit unions and/or for mgan ol
affiliated credit unions providing &
means by which legal services may be
obtained st reduced cost. _

A number of commenters suggested
that "discount brokerage services” was
unnecessarily limited and that FCU's
should be sllowed to participate in

CUSO's offering a full range of securities
‘servicrs to credit unions snd members

of uffiliuted credit unions. The NCUA
Board agrees and has substituted

. “securities brokerage services” for

“discount brokerage services.” CUSO's
that choose to engage in securities
activities should be aware of various
Federal and state securities laws that
may apply.

One commenter requested that “real
estate ugency services” be changed to
“real estate brokerage servicas.”
Brokerage services is the term used in
the industry. A trade association for real
estate brokers commenting oa the rule -
believes that real estate ll"'tn::ﬂiﬂl
shouid be eliminated from the They
reasoned that permitting such sctivity
would produce unfair competition and
tying arrungements. [nasmuch as real
estate brokerage services are associated
with routine credit union operations
(particularly related to FCUs mortgage
lending), it has not been removed from
the permissible list. The Board believes
that there are adequate laws in place to
protect resaltors from unfair competition
and. therefore, does not feel it is
appropriate to prohibit such activity for
CUSQ's. '

Three cummenters representing the
insurance industry recommended that
the authority to act as agent for the sale
of insurance be eliminated from the
permissible list. They argued that -
involement by CUSQ's in this sctivity
was anti-competitive and anti-consumer.
Acting as an agent for the sale of -
insurance is not a new activity for
CUSO's. The Board is not awase of anti-
consuiner or unti-competitive practices
in the sale of insurance either through &
CUSO or through an FCU (pursuant to
Part 721 of the NCUA Regulations). The
sale of insurunce is an area beavily
regulated hy 1he states. and any CUSO
involvement in insurance activities will
be subject 1o applicable state laws and
regulations. Also. it should be noted that
neither FCU's nor CUSO's with whom
they ure affilinted may underwrite
(issue) insurance. This activity is not
authorized for FCU's or CUSO's

There ware a few activities suggested

by commenters that were not edded to .

the permissibia list of services. Sele of

10387

used cars wag suggested by one
commenter. The Bourd believes that this
broad activity does not fall within '
routine credit union activities. Howevne,
sale of repossessed colluteral hus Leen
added to the list. This would include
sale of used cars that huve been
repossessed us a result of defaulls by
credit union members on their auto
loans. Car rentyl was a!so suggested as
a permissible activity. This hus nut hevn
included in the final rule. Huwever.
personal property lnasing (e.g.. wuto
leusing) is in the final rule. While the
courts have reocynized auto leasing as
the functional equivalent of making autn
loans. it does not extend to short-term
car rentuls. One commenter suggestcd
that CUSO's be permitted to ofter ail
financial services allowed by FCU's.
With such authority, « CUSO would. in
effect, become a financial institution.

" The prohbition against an FCU acquiring

rontrol of unother financial institution
(sew sect. 107(7)(1) of the FCU Act and
§ 701.22(b){1)(lii) of this regulation)
would precluds the addition of this
authority to the permissible list.

Finally, with respect to the services
offered by CUSO's, the Board has
coasidered requiring that s formal
business plan be developed both prior to
formation of &« CUSO and prior to
offering any aew service or sctivity. The
Board beligves that this is something
that should always be done in the
normal course of business. and that it
will be dona by any well-planned and
bwell-openrd CUSO. Thus. it need not

e imposed as a regulatory requirement
at this time. The Agency will. however,
as a part of its regular examination of
FCU's involved in CUSO's. determine
whether this practice is followed. and
will consider any necessary regulatory

. amendments if this appears to be a

problem area in the {uture.

_ Section 701.27(d)(8)(iii}~NCUA

Approval of Other Services

Section 701.27(d)(S)(iii) corresponds 10
§ 701.27(g)(4) of the proposed rule and
provides that a request to add a new
service or activity not listed in the .
regulation will be treated as a petitiun to
amend the regulation. The requests are
to be submitied to the appropriate
NCUA Regional Office and NCUA will
request public comment or otherwise act
on the petition within 60 deys after
receipt.

Nine commenters addressed this
section in their comment lejtars. Several
recommended that the time period be
reduced {rom 60 to between 10-30 days.
One commaentar believed that NCUA
stall approval rather than an
smendmaent to the regulation w as all
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at was necessary. Another suggested
thet CUSQ's be able to start up & new
service or activity with the
undersianding that NCUA may object
alter the fact and stop activity. This
commanter reasoned that waiting foe
NCUA approval will cause sto
miss the market foe new services and
Activities. The Board believes that “after

the fact” epproval is insppropriate. it is
recognized that the procedure set forth
in this regulation may cause some
limited time delay in providing new
servicos or activities. However, the
Board believes this is preferable to the
costs and other complications that _
would result if FCU's were to invest in
ot loan to a CUSO engaged in an
Activity that the Agency determined at a
later date to be unauthorized.

One commaenter asked that the Board
clarify that requests to add & riew
service or activity are not limited to
FCW's and could also be mads by the
credit union leagues. trade associations
or any other interested parties. Leagues.
tradss, CUSO’s themselves or others
may make such requests. As note in the
proposal and in the final rule, requests
should be submitted to the NCUA

gional Office where the requestor is

ated. Requests should include s full

xplanation and complete

documentation of the service or activity
and how it is associated with routine
credit union operations. Initial review
will be completed by the Regional
Offices. Inasmuch as the addition of o
new activity to the list is a substantive
change in the regulation, the
requirements of the Administrative
Procedure Act must be followed.

Section 701.27/d)(6}~Conflicts of
interest

Section 701.27(h) of the proposed rule
addressed the issue of “insider dealing.”
The corresponding provisions of the
final rule. now contained at
§ 701.27(d}(8), have been retitled
“Contlicts of Interest.” which the Board

believes more accurately describes the
scupe of the provision. -~
The proposed section imposed a broad
prukibition against PCU officials,
employees. and their immediate family
members receiving any type of income ,
or compensation from an affilisted
CUSQ. Over 30 commaenters addressed
this subsection. While many of the
commenters generally agreed with the
posal. there were others that. to ¢
nter or lesser extent. disagreed.
fhuse in agreement with the proposal
stated that to allow FCU directors and
committes members to receive
compensation from a CUSO would serve
as an easy vehicle by which to avoid the
prohibitions on compensation contained

tions 111 and 112 of the FCU Act
::;:fs.c. 1761 and 1761a). They also
agreed that. without 8 prohibition. therse
would be s greater likelihood of
conflicts of interest arising to the
detriment of the FCU's. Decisions to
establish. invest in. or loan to a CUSO,
and the determination of the activities
and services (o be provided would be
more a function of what would be most
lucrative and provide greater
commission income. salaries, etc. for the
officials or employees, ruther than that
which would be most beneficial to the
FCU.
Several commenters. on the other
hand. expressed the view that this
provision was too broad and overly
restrictive. Many urged the Board to
remove all restrictions on compensation.
Those commenters argued that full
disclosure and common law remedies
(e.g.. lawsuits brought against the
officials for misappropriating a
corporate opportunity of the FCU) would
provide adequate protection to FCU's
and their members. Some of the
commenters agreed with the prohibition
with respect to officiale and upper level
(management) employees but believed
that it should not apply to lower level
employees. Other commaenters stated

that the prohibition should not extend to -

family members of the officisls and
employees. Still other commenters noted
that the prohibition should not apply to
newly formed CUSO's.

The Board. after considering the
comments. continues to believe that o
strong prohibition against conflicts of
interest is in the best interest of FCU's,

. their members. and the NCUSIF. It is

axiomatic that the purpose of a CUSO is
to provide services and benefils to
credit'unions and their members.
Individuals who serve as officials and
employees of Federal credit unions have
the responsibility. therefore. when
making decisions concerning the
formation and operation of CUSO's, to
base those decisions on the best
interests of the credit union and its
members. Motivations of personal
financial gein from CUSO activities
would present an inherent conflict of
interest. These types of motivations
have been a factor in most of the
problem-case CUSO's that NCUA has
encountered. Examples have included
personal gain by officials from the sale
and leaseback of an FCU's fixed sssets.
personal receipt of insurance
commission income. preferential loans
to CUSQO's partially owned by credit
union officials. and receipt by credit
union officials, through a CUSO, of
vatious types of fee income, including
income on real estale closings. title
searches and appraisals.

Considering the broad range of
innovative services and activities
permitted by the final rule. including
real estate. insurance and securities
services. the Board beligves it is
essential to ensure that the focus remain
one of benefitting credit unions and their
members. A clear prohibition against
conflicts of interest ig consistent with
the cooperative natyre of credit unions _
and longstanding principles of volunteer”
service by credit union officials. It will
ensure that Federal credit union
involvement with CUSQ's does not lead
to the types of problems that have
arisen in some instances in the pust. and
that have recently marred the thrift
industry in Maryland and elsewhere.
related to self-dealing within affiliated
businesses. At the same time,
nonvolunteer officials and employees of
the credit union properly can and should
be compensated by the credit union
based on their contribution to the
overall performance of the credit union.

Thoﬂoorddoellbmmthonndc:!
CUSO's. especia t are nawly
“:'otub u:,a? ll':pl::d?; Hp.b‘{:,cm
prohibi M
would not preciude an PCU official or
employee from for 8 CUSO.
provided the individual is not
compensated by the CUSO. Purther. the
n:!e would not bar the CUSO from
re mbursing the FCU for the services
provided to it by such individual(s).
Language has been added to the final
rule clarifying this point. With respect to
such practices. it should be noted that
care should be taken to ensure that an '
official or employee that works for the
CUSO is responsible to and takes
direction from the CUSQ's management
when working at the CUSO.

The conflict of interest provision has
been slightly modified to close some
potential loopholes. The rule now
provides that officials and employees
may not receive direct or indirect
compensation [rom the CUSO and that
they may not receive compensation frum
persons being served through the CUSO.
Thus. the rule now clearly prohibits
credit union officials and employees.
and their family members. from
receiving commission or fee income or
other compensation from the credit
union’s members in connection with the
members' use of the CUSO.

Section 701.27(d)(7}=Accounting
Procedures: Access to Information

The provisions contained in this
section appeured in §§ 701.27(i)(1)~{4) of
the proposed ryle. The section has been
reorganized bul the requirements remain
essentially unchanged.
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The proposed and final regulation 'ofmn-;'nmbwm (Emphasis
follow generally " added.
::qc:p‘?m principles (CAAP) it is clear that FCU investments in and
in connection with involvement loans to CUSO's are umn within the
with CUSO's, Additionally, PCU'e are “affairs of the credit union.” Pursuant to
required to obtain quarterly financial sections 204 (a) and (b) of the Act,
statements and an annual certified NCUA is suthorized to examine such

public accountant (CPA} audit report
from CUSQ's in which they have an
outstanding investment ot loan. The rule
further requires that affilisted FCU's
obtain written agresments from their
CUSQO's that they will lollow GAAP and
arnnt NCUA accuss to theie books and
records. The preamble to the proposed
discussed certain requirements of CAAP
(r.g.. when filing of consolidated
finnnciul stutements is necensury).

A total of twenly-thres commenters
addressed this subsection. The majority
of the commaenters agreed with the rule.
Several commenters stated that the
requirements of this subsection would
provide protection for FCU's and the
NCUSIF. but some feit that not all of the
tequirements were necessary (e.g. they
agreed with the CAAP requirements, but
believed the submission of quarterly
financial reports was unnecessary). The
provision of the proposed rule related to
NCUA access to CUSO books and
records engendered substantial
controversy. Several commenters
questioned the Board's authority to
require access to a CUSQ's books and
records. One commenter inquired as to
who will bear the cost of examination.
Two commenters suggested that NCUA
should only have access to CUSO
records to the extent that they have

_access to records of other FCU

investments.

The NCUA Board considers the
requirements set forth in the rule to be
necessary for the safety and soundness
of FCU's and ultimately the NCUSIF.
The Board believes that it has properly
exercised its authority in reserving
access o & CUSQ's books and record.
Section 204(a) of the FCU Act. 12 U.S.C.
1784{a), authorizes the NCUA Board to
examine any insured credit union.
Examiners are suthorized to "make 8
thorough examinatioa of all the affairs
of the credit union. . . . " Section 204(b)
of the FCU Act. 12 U.S.C. 1784(b), further
authorizes the NCUA Board or its
representatives to “take and preserve
testimony under oath as to any motter in

. respect to the affairs of any such

linsured] credit union, and to issue
subpenas and subpenas duces

tecum. . . ." (Emphasis added.) Such
sulipenas are (o be enforced by the
United States District Court “whaere the
principal office of the credit union is
located o in which the witness resides

credit union affairs. and if testimony
and records cannot be obtained through
such examination. to issue subpenas -

. and subpenas duces tecum. This

authority extends to those individuals
{entities) who ere involved with insured
credit unions, a8 avidoneed by the
relerence to “principal offics. . . In
which the wilness. . . carries on
business” in section 204(b). Therefore. in
cunjunction with the Buard's authority
to promulgate regulations (see sections
120(a) and 209(s)(11) of the Act),
examine insured credit unions. and iseue
subpenas and subpenas duces tecum,
the Board is within its suthority to
require. by regulation. the PCU’s with
investments in or loans to a CU!‘g‘
obtain & written agreement gran

NCUA access to the CUSO's books and -
records. .

(n response to the issues raised by the
commenters. the cost of an examinatioa
of a CUSO's books and records would
be borne by NCUA. The indirect effect,
of course, is that the cost is borne by
insured credit unions through the '
operating fess (FCU's) and insurance
fees (all insured credit unions) assessed
by the Agency. With respect to the issue
of different treatment for this investment
as compared to other FCU investments.
the Board notes that the CUSO may be
integrally invoived in the daily
operations of the investing credit
union(s) and therefore. the CUSO's
sound and efficient operation has
significant implications for those credit
unions with whom it does business. For
these reasons. and others, the Board
believes that dilferent treatment ig
justified.

As to the requirement of {ollowing
GAAP. the Board sgain notes that
GAAP requires that entities {(FCU's)
holding a fifty percent or greater
financial interest in another company
(e.g.. a CUSO) file consolidated financial
statements with their subsidiary (e.g..
CUSO). FCU's that do not control more
than a fifty percent interest but that
have sufficient control to influence the

.operation of financial decisions of &

CUSO are advised to use the equity
method of accounting. In both cases
lgomlidmd ﬁn;ncill statements and
the equity method), inter-com
transactions should be tuwnm
While these specific requirements are
not made & part of the final rule, they
are nqu.an under CAAP. They are

noted here because of their importance
in representing the relationship between -
@ CUSO and its affiliated FCU(s).

Section 701.27(d)(8)—Preexisting Credit
Union Service Orgonizations

The proposed regulation (§ 701.27(j})
stated that FCU's affilisted with CUSO's
that were not in compliance with the
new final rule would have one year to
come into compliance with it.

Only three commenters addressed this
subsection. Two of the commenters
suggesied thel the pf:‘mhioncl‘n changed
to & permanent ather clause
rather than o m';nm phase out. The
third commenter suggested that the
subsection contain & specific provision
for bardship cases.

The subsection has been slightly
modified. It now provides for & one year
phase out and an extension for hardship
cases with prior Board approval.
Further, the rule differentiates between
FCU investments in and loans to ~
CUSQ's. Section 701.27(d)(8) has been
divided Into two subparts. subpart (i)
eddressing PCU investments in CUSO's
gwm () eddressing FCU loans to

'Y

If an PCU's investments in « CUSO
wers in conformance with the prioe
CUSO regulation, but are not in
conformance with the new final rule
(0.g.FCUls o partnerola
CUSQ), the must divest within one

ear of the effective date of the new

nal rule or the investment must come
into compliance within the year unless
the FCU applies for and is granted an
extension by the NCUA Board within
the one year period. FCU loans to
CUSQ's madas prioe to the effective date
of this final rule must conform with the
rule unless the FCU applies for approval
to extend the loan and such approval is
granted by the NCUA Board, ar the FCU
caanot accelerats payment of the loan
without breaching its loaa contract with
the CUSOQ. It is not the Board's intent to
force FCU's to breach their loan
contracts with CUSQO"s. A provision has
been added to the final rule to clarify
this pasition. PCU's are, however,
required to accelerate repayment of
these loans,. if at all possible, within the
terms and conditions of their loan
contracts.

Section 701.27(e)}~Other Laws

Section 701.27(g)(3) of the proposed
rule stated that CUSO services and
activities wouid be subject to
compliance with applicable state snd
local laws. Several commenters noted
that CUSO compliance with other laws,
in addition to the FCU Act and the
NCUA Rules and Regulations, is not



only relevant to services and activities,
but to all aspects of CUSO operation
(.g.. complisncs with chartering:
procedure under a state corporation law
for & corporate CUSO). For this reason,
the provision has been removed from
the services and sctivities section and is
now in & separate section. § 701.27(e),
which applies to all sspects of the final
rule. Commenters also noted that other
Federal laws, in sddition to state and
local laws, would be applicable to
CUISO's. For exumple, CUSQO's invulved
in brokersge services must comply with
Federal. as wall as state, securities laws.
The Board agrees and has revised the

rule accordingly.

Federally Insured Stots Chartered
Credit Unions

Although this rule has direct
applicability only to Federal credit
unions, it may indirectly affect federally
insured state chartered credit unions
(FISCU's). as explained below.

Several states have provisions in their

" credit union statutes or regulations that

allow their state chartered credit unions
ske loans and/or investments that
Qurm with the FCU Act and
ulations. FISCU's chartered under
state acts having such a “wildcard"”
provision wiil. in most instances, be
required under operation of state law to
comply with this CUSO regulation.
A secoad instance where this rule
may be applicable to FISCU's involves
the Agresment for Insurance of
Accounts (Agreement) that all FISCU's
enter into with NCUA to obtain shars
insurancs from the NCUSIF. Paragraph 8
of the Agreement requires that & FISCU
establish and maintain an Investment
Valuation Ressrve Account for all of its
investments except loans to its members
or obligations or investments expressly
authorized in Title [ of the FCU Act. The
Agreement specifies that the Reserve.
Account must be in an amount at least
equal to the net excess of book value
over current markst vaiue of the
investments. If the market value cannot
be determined. the Agreement requires
that an amount equal to the full book
value be established. FISCU’s making

loans to and investments in CUSO's that’

are not in conformance with this

regulation (which implements sections

107 (S)(D} and (7)(1) of Title | of the FCU
{) must establish and maintain such
erve Accounts.

Regulatory Procedures
Regulatory Flexibility Act

The NCUA Board hersby certifies that
the final rule will not have e significant

impact on & substantial number of small
credit unions. According to information
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NCUA. less than 300 FCU’s
:::ill:‘?oll.v:.d in CUSO's. Accordingly.
the Board has determined that a
Regulatory Flexibility Analysis is not
required.

Paperwork Reduction Act

The preamble to the proposed
regulation noted the collection of
information requirements found in the
proposal (“agree in writing"—proposal
§§ 701.27(i) 3) and (4): in the final rule.
the requircments are “obtain written
agreements| —final rule
§ 701.27(d)(7)tii)). The collection
requirsments were submitted to the
Office of Managemant and Budget
{OMB). The NCUA received notification
from OMB that the requirements are
exampt from the Paperwork Reduction
Act and implementing regulation due to
that fact that they are affirmations that
entail no burden. (See 8 CFR
1320.7(k)(1).}

List of Subjects in 13 CFR Part 701

Credit unions, Credit union service
organizations. .

By the National Credit Union
Administration Board on March 18 1988,
Rosemary Brady,

Secretary of the Board.

PART 701--{AMENOED]

Accordingly, NCUA has amended Part
701 as follows:

1. Authority: The authority citation for
Part 701 Is revised to read as:{ollows
and the authority citations following all
the sections in Part 701 are removaed:

Authority: 12U.8.C. 1738, 12 U.S.C. 1758, 12
U.S.C. 1787, 12 U.S.C. 1730, 12 U.S.C. 1781a. 12
US.C.1781h. 12US.C. 1708, 12 U.S.C. 1787, 12
US.C 1782 12US.C. 1784. 12 US.C. 1787, 12
US.C. 1780, and 12 U.S.C. 1798,

In addition. § 701.31 is also authorized by
15 U.S.C. 1001. et seq.. 42 U.S.C. 1961 and 42
U.S.C. 2001-2010.

2. Section 701.27 is revised {0 read as
follows:

§ 70127 Investments in and Loans te
Credit Union Service Organizations.

(a) Scope. Sections 107(7)(]) and
107(5)(D) of the Federal Credit Union
Act (12U.S.C. 1757()(1) and 1787(3)(D))
authorize Federul credit unions to invest
in and make loans to credit union
service organizations. This regulation
implements those sections by
addressing various 1ssues, including
monetary limits on loans and
investments. the structure of credit
union service organizations, theie

‘customer base. and the range of services.

and activities that they may provids.
The regulation also establishes
prudential standards for Federal credit
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union involvement with credit union
service organizations, through
provisions concerning conflicts of
interest. accounting practices. and
NCUA access o books and records. The
regulation applies only in cases where
one or mote Federal credit ynions have
invested in or made loans to un
organization pursuant to section
107(?)(1) or 107(SHD). The regulation
does not ate credit union service
organizations direcily byt rather
establishes conditions of Faderal credit
union investments in und luyns to such
organizstions. -

(b) Limits imposed by the Federal
Credit Union Act. (1) Section 107(7)(1) of
the Act:

(i) Authorizes & Federsl credit union
to invest in shares. stock or abligations
of credit union service organizations in
amounts not exceeding, in the aggregate.
1% of the credit unions's paid-in and
unimpaired capital and surplus;

(ii) Limits credit unimuviu
organizations to provi secvices
associaled with the routine operations
of credit unions: and

(iii) Prohibits & Federal credit union
from utilizsing this authority to acquire
control. directly or indirectly, of another
financial institution. or to invest in
shares, stocks or obligations of an
insurance company, trade association,
liquidity facility, or other similar
orzanization.

2} Section 107(3)(D) of the Act:

(i) Authorizes a Federal credit union
to make loans to credit union service
organizations in amounts not exceeding.
in the aggregate. 1% of its paid-in and
unimparied capital and surplus (this is
independent of the 1% investment limit
pursuant to section 107(7){1)):

(ii) Requires that credit union servics
organizations exist primarily to meet the
no:dn of their member credit unions;
an

(iii) Limits credit union service
arganizations to business relating to the
daily operations of the credit unions
they serve.

(c) Definitions.— (1) Affiliated credit
unions means those credit unions that
have either invested in or made loans to
a credit union service organization.

(2) Official means any director o
commities member.

(3) Immedicte family member means
a spouse. or a child, parent. grandchild,
grandparent. brother or sister, or the
spouse of any such individual.

(4) Paid-in ond unimpaired capital
and surplus means shares and
undivided earnings.

(d) Regulatory provisions.—{1) Limits
on funding. A Federal credit union by
itself, with other credit unions and/or
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with non-credit anion perties. mey
invest in and/or loaa to & credit unicn
service tion. A Feders! credit
union's investments ia credit union
service organizations may not exceed. in
the aggregate. 1% of the Federal credit
union's paid-in and unimpaired capital
and surplus as of its last calendar year-
end financial report. A Federal credit
union’s loans to credit union service
organizations may not exceed, in the
aggregute. 1% of the Federal credit -
uniun’'s paid-in and unimpaired capital
and surplus as of its last calendar year-
end financial report.

(2} Structure. A Federa!l credit union
muyy invest in or loan to & credit union
service organization only if the
organization is structured as either a
corporation or limited partnership. '

(i) Corporation. A credit union service
organization chartered as a corporution
must be adequately capitalized and
operated as a separate entity. A Federal
credit union investing in or making loans
to such a corporation must take those
steps necessary to ensure that it will not
be held liable for obligations of the
corporstion. ’

- [ii) Limited partnership. A Federal
credit union may participate only as a
limited partner in & credit union service
organization structured as a limited
partnership. As g limited partner. the
Federal credit union must not engage in
those activities (e.g.. control,
management, decisionmsking). which,
under state law. would cause the credit
union to lose its status as limited
partner. and correspondingly its limited
liability. and be treated as & general
partner.

(3) Legul opinion. A Federal credit
uniun making an investment in or loan

to a credit union service organization
must abtain written legal advice as to
whether the credit union service
urginization is established in a manner
that will limit the credit union's
potential exposure to no more than the
loss of funds invested in or lent to the
credit union servics organization.

(4) Customer base. A Federal credit
union may invest in or loan to a credit
union service organization only if the

organization primarily serves credit
unions and/or the membership of
affiliated credit unjons (as defined in
paragraph (c)(1) of this section).

(8) Permissible services and
activities. A Federsl credit union may
invest in and/or loan to those cradit
union service organizations thut provide
only one or more of the following
services and activities:

Uil Operational services. Credit card
and debit card services; check cashing
and wire transfers: internal sudits for
credit unions: ATM services: EFT

s; accounting services: date
;.mingz shnndn'cudit union branch
(servics center) operations: sale of
repossessed collateral: management,
development. sale o lease of fixed
assets: sale, lease or servicing of

. computer hardware or software;

management and personnel training and
support: payment item processing;
Ioglptor services; marketing services;
research services: record retention and
storsge: microfilm and microfiche
services: alearm-monitoring and other
security services: debt collection
services: credit analysis: consumer

- mortgage loan origination: loan

processing, servicing and sales: coin and
currency sarvices: provision of formg
and supplies.

(ii) Financial services. Finsncial
planning and counseling; retirement
counseling: investment counseling:
securities brokerage services: estate
planning: income tax preparation: acting
as administrator for prepaid legal
service plans; developing and
administering [RA, K deferred

. compensation. and other personnel

benefit plans; trust services: acting as
trustee. guardian. conservator. estate
administrator. or in any other fiduciary
capacity: real estate brokerage services:
travel agency services: ayent for sale of
insurance: personal property leasing;
and provision of vehicle warranty
programs.

(i11) NCUA approval of other services.
Any service or activity which is not
authorized in paragraph (d)(5)(i) or (ii) of
this section must receive NCUA Board
approval before a Federal credit union
may invest in and/or loan to the credit
union service organization that offers
the service or activity. Any request for
NCUA Board approval of a new service
or activity should include a full
explanation and complete
documentation of the service or activity
and how that service or activity is
associated with routine credit unioa
operations. The request should be
submitted to the appropriate NCUA
Regionai Office. The request will be
treated as a petition to amend para ph
(d)(SHi) or (ii) of this section and NCUA
will request public comment or
otherwise act on the petition within )
days after recespt.

(8) Conflict of interest. Individuals
who serve as officisls of, or are
employed by. an affiliated Federal credit
union (as defined in (c)(1)), and
immediate family members of such
individuals, may not receive any salary,
commission. investment income, or
other income or compensation from a
credit union service organization either
directly or indirectly. or from any person
being served through the credit union

service organization. This provision .
does not prohibit an official or employee
of & Federal credit union from assisting
in the operation of & credit union service
organization. provided the individual is
not compensated by the credit union
service organization. Further. the credit
union service organization may
reimburse the Federal credit union for
the services provided by the individual.
(7) Accounting Procedures: Access to
information.—(i) Federa/ credit union
accounting. A Federal credit union must
follow generally accepted accounting
principles (GAAP) in its involvement
with credit union dervice organizations.
(li) Credit union service organization
Accounting: audits and financial
statements: NCUA access to books and
Records. An affiliated Pederal credit
union must obtain written agreements
from s credit union service organization,
prioe to investing in or lending to the
organization, that the organization will:
(A) Follow GAAP,
(B) Render financial statements

. (balance sheet and income statement) at

least quarterty and obtain e Certified |
Public Accountant sudit annually end
provide copies of such to the affiliated
Federal credit union, and

(C) Provide the NCUA Board. or its
representatives, with complets access to
any books and records of the credit
union urvi;: &umnaaon;lr:. as deemed
necsssary by the carrying out
its responsibilities under the Federal
Credit Union Act,

(8) Preexisting credit union service
organizations. (i) Any Federal credit
union investments in existence prior to
the effective date of this regulation. May
27, 1988, must conform with this
regulation not later than May 27, 1987,
unless the NCUA Board grants its prior
approval to continue such investment
for a stated period.

(ii) Any Federal credit union loans in
existence prior to the effective date of
this regulation must conform with this
regulation not later than May 27, 1987,
unless:

(A) The NCUA Board grants its prior
approval to continue the loan for g
stated period, or

(B) Under the terms of its loan
agreement the Federal credit union
cannot require accelerated repayment
without breaching the agreement.

(¢) Other laws. A credit union service
organization must comply with
spplicable Federal, state and local laws.
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