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TO: Regional Director, Region II (Capital)
Harvey J. Baine, III

FROM: Assistant General Counsel
Steven R. Bisker

SUBJ: Franklin Mint Employees FCU - Charter No. 20042

DATE: March 9, 1987

This is in response to your memorandum of October 10, 1986,
concerning two FCU loans made to nonnatural person members
(partnerships) in excess of the partnerships' shareholdings in
the FCU.

‘ Enclosed with your memorandum were, among other documents, two
attorneys' opinions stating that the loans in question are not
subject to Article XII, Section 1 of the Standard FCU Bylaws,
which limits loans to nonnatural persons to their shareholdings
in the FCU. The first opinion was written by a partner in the
law firm to which one of the loans in question was made. It
states that loans to partnerships should be treated as loans to
individual partners rather than to the partnership since a
partnership is not a separate legal entity under the common
law. It has been NCUA's longstanding position that the FCU Act
recognizes a distinction between an account held by a natural
person and one held by an unincorporated association such as a
partnership. The first legal opinion misstates our position on
the issue., A loan to a partnership is not automatically treated
as a loan to the natural person partners in the partnership for
purposes of the restriction contained in Article XII, Section 1.
of the Bylaws.

The second legal opinion submitted (written by Bruce Jolly)

| better addresses issues we have dealt with concerning the bylaw
provision. However, we do not necessarily concur with its

‘ conclusion that the loans are not subject to, and hence not in

| violation of, the bylaw provision. Mr. Jolly's opinion relies on
several of GC's opinions. None fit the facts of the two loans in
question. Opinion EI-5-104 (attached) concerned three loans to

' natural person members. The proceeds were used for each member's

i closely held nonmember business. The loans were secured by

‘ business assets. We concluded that such loans were legal based
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on the closeness of the member-borrower and his nonmember ‘
business and the lack of a sham transaction. We did not address
the bylaw issue. In opinion EI-11-12 (attached), loans were made
to natural person members and their closely held corporations.
Both parties signed the notes and security agreements. We
concluded again that these loans were legal based on the
closeness of the two parties and that the natural person member
remains primarily liable on the note. The bylaw provision was
not addressed since these were regarded as loans to natural
person members. However, it is noted in the opinion that if
these were loans to nonnatural person members, they would be
subject to the bylaw provision. The last opinion upon which

Mr. Jolly relies (dated 4/7/77, attached) concerns 650 individual
loans. The members formed a limited partnership and obtained
individual loans so that the partnership could purchase an
airplane. We stated that such loans would be legal loans to
natural person members and not an illegal loan to a nonmember
organization (general partner of partnership did not qualify for
membership) if certain conditions were met., The individual
borrowers had to be independently and unconditionally liable for
their loans, and security other than the airplane had to be
obtained.

The loans here in question were made to two partnerships; the
first to a law firm and the second to an accounting firm. The
loans were not made jointly to the partners and partnerships.
All of the partners qualified for membership. Hence, the firms ‘
(organizations of such persons) also qualified. The loan to the
law firm specifically limits the liability of individual
partners. The individual partners are not personally liable on
the loan. The loan to the accounting firm also appears to be
made to the firm only (see loan note, attached to incoming).
According to Mr. Jolly's letter, the loan is guaranteed by the
individual partners of the firm., It is not clear whether or not
the partners are primarily liable on this loan. The note is
signed by the individual partners for the partnership. There is
no limit on personal liability as in the law firm loan.

It is my conclusion, based on our prior opinions, that in order
to be considered a loan to the natural person members and not the
partnership (hence, not subject to the Article XII, Section 1
restriction) that (1) the natural person members and the
organization must be very closely tied and the benefits of the
loan proceeds must flow to both; and (2) the natural person
members must be primarily liable on the loan. The first criteria
is satisfied by both loans. The second criteria is not satisfied
by the first loan and may not be satisfied by the second loan.

Lastly, it should be noted that the newly proposed business

lending regulation, if finalized, will amend Article XII, §1 of

the Bylaws. The amended bylaw will provide an exception for

loans that are made jointly to one or more natural person members ‘
and a business organization in which they have a majority

ownership interest. It would permit the loan to exceed shares of



‘ the nonnatural person in the credit union if all of the borrowers
are jointly and severally liable on the full loan amount. The
exception to the bylaw does not fit either of the loans in

question.

Please contact Hattie Ulan of this Office if further questions
rise,

Attachments
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1. Thess comwents concern Gesa FCU and three loans made Yy it that were
characterissd by our examiner as illegals. The Regional Office has concurred in
this sssessment and has sought the input of the Washingtom Office. II has
stated that in its opinfioa the loans are not illegsal.

2. Cartain characteristics common to each of the thres loans ia question
prompted the examiner's sssessment. In. se, an iadiv neader of the
credit union and a nopmsmber corporation or bysisess partss 4 Alg

is affiliated are the i{ntarested parties. In two of the enuo., assets’ heloy
to a corporation formed by the sember have been pledged to secure th.f’_‘ Ip
is not cleay whether the SFVCB partnership has pledged partnership allclg; :
secure the third (Mech) loan. Howvaver, the sxaminer has stated that {i ol
three cases, proceads from the loans have been ut{llied By these. ﬁn‘xh-glb
entities and that in each case the nsmed Sor¥ower'd AWility to repay $#50°2
dipapdant upon the success of the business ventures In viev of the faek:

suggests that ggcl”lesa 1in 1illegal.

3. Ia addressing the question of {llegality, we first make note of the fact

that none of these cases raigses a question of fraud or vilful misspplication of
credit union funds. In other words, we 8se no evidencea to indicate that these <
loans were sade. nizh,nnx~1nt¢a£ to harm the crcdlg ‘union. There {s no

1BLQ*Ilkiﬂx,Aﬁﬁbggﬂtrlnltction,"1th s nominal 'duqux,”bot:nlcx.uhn.hns»no
relationship with the ultimate user of the fuands. Tha ¢redit unioa was, {n each
case, fully aware of the relationship between {ts member and his business
enterprise. This {s evidenced by the fact that, {n at_ least tvo of the three
cases, pledges of business assets were obtained. In the third cane, it is clear
that &hﬂ.c:nd&&.nlinl_did,knnl of the affiliation between Hoch and the SFEB
aartnntbatya‘, »7;‘

4. Bven thacah tl&l case does not involva a fraudulent misapplication of credit
union.ftadi. a questi gi{sed regarding whether thera has been a

£c prohibition againat lending monay to nonmembers.

Essentially, tha question is whether the fact that these nonmember business
venturss obtained the benefit of these loan proceeds requires us to treat the
loans as having been illegally made dirsctly to the nonmember business. In ocur
opinion, the question should be ansvered in the negative. We recently coemented
upon a factually similar case {nvolving Citizens FCU (sea GC Comments to EI-ll=-
12, dated Pebruary, 1980). A copy of thase coamants is attached for your

bee: EI
3/13/80
filename: BI-5-104
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reference. Our. comments there concerning the closeness of identity between the
individusl member and his closely held corporation apply to this case as well.
We noted that because of the _functional-identity of .the membar_and his
corporation, benefit from the lcaa proceeds must be deemed to flow to both
entities. We also noted the praatical difficulty a credit union has in
controlling the ultiaate use to which thia Zunds it lends to a member are put.
In addition, we stated that recent opinions rendersd in the area of noumember
usage of member credit cards and share drafts indicated s relaxation on the
prohibition of noumember access to credit uniom fuands. Our conclusion was that
vhere a aeaber who is in businsss for himself incorporates the business_but
: rol _over ix, & loan made to the member by the gredit umion
should 2ot be viewed as 1llegal because the proceeds thereof are. utilized by or
benefit the corporation. Although each of the corporations iavolved ia thae .
case vas within the field of membarship, we 4o not believe that faet ulg«" AN
determinative of the {ssue based upon our asalyeis in this zemoranduns: We weke-
that the businesses involved hers are equally small and closely helds WK alie 7
would reach the same conclusiocn that we did {a that case. o BT
Aol ':"&‘ l\'

3« EI's response to the Region tends to {ndicate that the fagt that the nomi
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borrower was a member settles entirely the question of legality. In'ozs'*
opiniom, this sweeps too bdroadly. We can concaive of a case ia which ¢ svedd
--union-menber as nominal borrower funnels funds to an unrelated th : .
has no intention of providing for the loan's repayment. It is the ¢loseness of
the_member and his business enterprise, together with the lack of aay suggestion

of fraud, that lesads us to accept these loans, EI_alse discounts the issue of

the pledging 6f corporste assets as irrelevant becsuse loans of less than 12
years need not be secured. In our opinion, this discussicn provides little
guidance. Instead, we would indicate that the fact the loans have been secured .
solidifies the tie batween the member and his business and is, therefore, an .. _
important aspect of our determination that the loans are legal. EI dces

ind{cate that loans of this type require a good desl of expertise in the

making. With this we concur. W{thout further explanatioa as to the basis of

your reasoning, however, we would not concur in your characterization of the

loans as unsafe or unsound. Prior to making of such an assessment, we would

expect to see some recitation of facts and criteria which form the basis of such

a coaclusion,

«

JOHR L. OSTAY
General Counsel

by: JAMES J. ENGEL
Assistant Caneral Counsel
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l. Citizsens FCU #10170 was informed during its most recent examination
that several of {ts cutstanding loans are illegal. This characteri{zation
was based almost axclusively on the fact that corporatione are parties to
the loans. The credit union has challenged this characterization and {n
support of its position has submitted argunents to Regioa V, which in turn
forwarded them to the Washington Office. El's preliminary thoughts have
been routed here for comnent.

2, The particular facts of this case have significant bearing on our —
assessment of {t. Citizens PCU has made several loans to corporations. ~ -

e

formed and run by {ndividuals who are either members of the credit uafen
who are within its field of nemberships. In each case, except that of g
Faith Baptist Church, the corporations are snall, privately owned e
businesses. Most have be?:::f; up by individual businessmen for legi¥

tax and related reasons. he corporation shareholders and offies;
within the FOM of the creditf union. Nommember outside parties have T, T
igvolvenment with any of the corporations. In the case of each loan; bolleda T v gic
the corporation and its shareholders/members have signed the nots and th N A ‘gl
security agreenent, The nmembers have aigned the notes as principals whesd: ~ ' . Wy
liability is direct and shared jointly with the corporation, as opposed te 'ﬁ

aizning as accomodation parties. In most cases, security pledzed to assure .
the repayment of the loan is assets owned by the corporation and not the .
individual members., o

Jo £I sugzests that one {ssue for resolution here. i3 whether these
corporations are eligible for membership in the credit union. 3agsed on our
ceview of the relevant background materials, it 1{s our understanding that
aslde from the Faith Baptist Church, none of these corporations has joined
the credit union as yet. Since all are conprised exclusively of persons
within) the credit union's FOM, our opinion {s that each could be admitted
‘to membarship on the stréngth of the "organizations of such persons®
language. Once admitted, such "other than natural person” nembers would be
linitad to borrow{ng amounts less than or equal to their share account
balance (Artiele XII, §1).

4, As El's nemo points out, the remaining {ssuae concerns the appropriate
characterizatica of the loans that are currently ocutstanding. The
exaniner's character{zation of these loans as {1legal was based on his

opinion that the proceeds of the loans went primarily to the benefit of the
corporations and not the fndividual cesbers. The credit union has taken
the position that each of these corporations (excluding the Church) 13 a
~“ere extension of the menber who organized it and that {t 4{a therefore

unrealistic to look upon the two as separable. In effect, the credit union .
bee: EI 1
2/19/80 EI-11-12

filename: ei-11-12
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invites us te “pierce the corporate veil” and recognize that these are
nerely loans to member/bdusinessmen who happen to be incorporatad.

S. BEI suggests that the {ssue to resolve here is whether these lcans
amount to a "circumvention” of the statutory and regulatory requirements
that govcrn YCU lending. It is clear that if each of these corporations

{fﬁi:égxxnling_inwcxeccc.ntﬁwts shate account balance, Equally cleat 1s o
the fact that as nonmembers none vould be permitted to obtain a loam \
directly from the credit union. However, it 48 not clear to us that the \

merq fact that some portion of the proceads of these loans found its way

either to the bencfit of or the cutright uge by these corpot&tlo‘”‘“iiacr:L///// S
the loans 1llegai. -

o st

6. Cases of this nature sddressed in tha past by NCUA were resolved Wy
exanining the underlying facts of a given case in an attempt to determins .
who the “real borrcwer®” was. Where the nominal bdorrower acted purbly’u &
conduit, funnelling the proceeds of the lcan to a third party while ... < . e
receiving little or no benefit himself, our view was that the loam vas i*'gﬂj¢£
1illegali "If, on the other hand, some bencfit flowed to the noeminal = 3, fﬁggg .
borrower from the transaction, then our view was that the loan was .7, Pt
fl1legal. This test has worked well in the obvious cases, a.g., vh.tt tenx
nembers of Self Reliance FCU each sought to borrow $100,000 to turh-ovey t&
the use of an Ukranian Association. Howaver, its application in this case .
yields less than clear results. Simply put, benefit from these loang glowa\\
to both the member and to_his corporation. Due to the closenasa of their
association, benefit flowing to the corporation cannot but bcla_hsaslli~5hc«
member/incorporator.. . We note in passing that in addition to_this
obdervation, a credit union can<exercise onIy a ainimal amount of control
over which particular individual receives a "banefit” from the grentiag of
a pi{ven loan, 1f a member decides £0 purchasse a gift for a friend with the
proceéds of a loan, and yet continues to repay his debt according to ite
terms, it would be difficult for us to say that the loan was illegal D
because & nonmember received some benefit from it. In fact, except in the
egregious case, the concern of the credit union in making loans extends to
whethar the particular borrower is sufficiently able, either in his own ; )
right or with the aid of a comaker, to make the repayments according to the e Toow
terms of the loan. What he does with the proceeds is essentially beyond e
the scope of the crcdif“ﬁtun*t*coutrot _or_concern, “provident and g
productive purposes” notwithntanding.

g

7. In the area of credit cards, GC has stated that the authorized use by a
nonmember of a member's credit card does not amount to an extension of

cradit to a noumember. This position rested on the obsarvation that
permitting the menber to let his card be used by another i3 providing a
service to the member. The benefit gained by the nonmember was regarded as
incidentals Algo significant was the fact that the member remasined liable
to the credit union for the authorized charges incurraed by noumember

ra
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special loan plans. In our opinion, the rationale underlying these
decisions should be extended to cover the issues presented here. Thus,
where a member who {s in business for himself incorporates that business
but still retains control over {t, a loan nmade to him by the credit union
should not be viewed as illegal bacause the proceeds thereof ara utilized
by or benefit the corporation.

8+ We feel that the conditions set forth in El's memo to cover thesq types
of cases ara reasonable. First, El states that all shareholders or
association members oust be within the FOM and be able to legally dorrow
from the credit uanion. This condition tends to assure that the corporat

in question will truly be a closely held, local business and not a pub
corporation in which a mamber happens to own several shares. The sec
EIl's criteria is that all the owners of the corporation or all nenberi
the association also sign the note. In our opinion, it {s unnecessary:
require everyone to sign.. Since we gather that the corporatioa is b
nede a party to the loan primarily because title to the assets that
actuslly secure the loan is held i{in its name, no further protection t
credit union would result by requiring all the shareholders to sign t
note (unless each signatory were actually pladging some of his own
assets), Vs would, however, recommend that the signature of the credit
union member who also appears to be the primary personality behind the
corporation, e.8., the ma jority shareholder, be obtained.

9. To summarize our opinion briefly, it t{s the closeness of the
relatfonghip between member and corporation that induces us to view these
loans as legal. We note that the membar remaing personally liable on the L
loan and that the pladge of corporate assets is obtained primarily for the
protection of the credit union. This case exhibits none of the
characteristics of the typical sham transactfon. lere thera is no
funnelling of funds from the member through to a disinterested or unrelated
third party. Tha corporations here are closely held and within tha fileld
of nembarahips Benefits.that accrue to the corporation must be viewed as
benefits likowis pcgruing.ta the membar/incorporator. We fiad no evidence
of an atti-!u&ﬁﬂkﬁircu-vant statutory or regulatory prohtibitions.

5 R &Y s -
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10. We: ur« thf tho loan made to the Faith Baptiast Church {s
distioguishable from the other loans in question here. 'a have no problan
with EI's suggestion to merely let this loan run its course and to obtain
from the credit union an agreement not to refinance it.

JOHN L, OSTBY
Ceneral Counsel

/5/




GC/EJD:1tm
FCU #2042
DATE: April 7, 1977

FROM : General Counsel

TO : Regional Director
Region III (Atlanta)

SUB] : Eastern Airlines Employees FCU #2042

e REF : (a) RD Region III memo III/FCB:jj 4td March 28, 1977,

B same subj., with enclosures.

(b) RD Region III memo III/FCB:3jj dtd March 30, 1977,
same subj., with enclosures.

(c) RD Region III memo III/FCB:jj 4td March 31, 1977,
same subj., with enclosures.

1. Our understanding of the partnership proposal outlined

in enclosure (1) to reference (¢) is as follows. A partner-
ship will be created consisting of 650 limited partners (who
are all employees of Eastern Airlines and within the FOM of
the subject FCU) and, as general partner, E.F. Hutton (who is '
not within the subject FCU's FOM). The partnership contem-
plates the purchase of an airplane with the intent of leasing
that airplane to Eastern Airlines. A substantial portion of
the purchase price for the plane will be obtained by the

650 limited partners via loans from the FCU (650 loans of
$12,500 each, totalling 8.1 million dollars). Each of

these 650 loans will be secured by the airplane.

2. Given the fact that E.F. Hutton is to be a general partner
of the proposed partnership, such partnership is not an
"organization of such persons" as contemplated in Article XVIII,
Section 2(b) of the FCU Bylaws. Thus, under such an arrange-
ment, the subject FCU maynot lend its funds to the partnership.

3. Nor would the partnership be an "organization of such
persons" if an FCU member is named the general partner and

he contracts to E.F. Hutton his responsibilities of management
and E.F. Hutton assumes the liability for such responsibilities.

e - Such a "straw man" relationship would, in our view, make E.F.
i Hutton the general partner in fact, and therefore, the partner-
‘j ship would not qualify as an "organization of such persons."

i
b |
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4. In the event that the FCU intends to make 650 loans to
650 individuals (total of $8.1 million), the question arises
as to whether such a scheme is, in essence, a "constructive"
organization, i.e., whether, in the eyes of the FCU, the 650
individuals should be treated, along with E.F. Hutton, as

an organization, which, in order to be eligible for the
loan(s), must meet the requirements of Article XVIII, Section
2(b), of the FCU Bylaws. )

5. The answer to the gquestion stated above is dependent upon
the circumstances of the making of the 650 loans. It is our
opinion that such loans may be granted, if the following
conditions are met, and, if the FCU demonstrates to NCUA how
such conditions will be met.

(a) The FCU must make an independent determination of
the creditworthiness of each of the 650 borrowers;

(b) Each borrower must be independently and unconditionally
liable for his $12,500 loan, (i.e., upon default, he cannot
assert as a defense the fact that the loan was made to an
organization and that the organization is therefore liable
for repayment); and

(c) The FCU must obtain adequate security for each loan.
What constitutes adequate security is, of course, a matter for
the FCU's Credit Committee, limited by safe and sound policy.
However, we believe that security in the form of each borrower's
share in the airplane is not sufficient, for the following
reasons: :

(1) Loans secured solely by the airplane lends further
support for the fact that the loan is, in effect, a loan to
an organization. This is not to say that the FCU cannot
accept the plane as security. Only that other collateral on
each notemust be sufficient to adequately secure the loan. The
FCU can, of course, oversecure each loan by securing the airplane;

(2) In the event that the plane is the sole security
and a borrower defaults, there may be much difficulty in liqui-
dating the security to cover the loan. Even if the partnership
will assume the defaulted payments in such a situation, (thus
obviating the need of liquidation), the factor of lending to
an organization would reappear.



6. Note that the FCU mustsubmit to NCUA evidence that it will
and can meet the above stated conditions. When such a proposal
is forthcoming, NCUA will then make a determination of whether
or not the contemplated loans are proper.

7. In regard to the impending legislation (i.e., 12 year loan
limit), NCUA has not yet decided on whether it will regulate
security requirements for various types of loans. When that
determination has been made, and if such regulations are
promulgated, NCUA will examine the FCU's proposal accordingly.

8. Finally, the March 29, 1977, letter from FCU's DeRusso to
RD Ganzfried states that "the lease payments will be made
directly to the Credit Union. Any funds not required for
debt service will then be forwarded to the partnership."

It is our view that such action casts the FCU in prohibited
agency relationship with both Eastern and the Partnership.
The FCU may receive the loan payments from a person other
than the borrower, but it may not transmit excess funds to
the Partnership. 1In addition, such an arrangement would
indicate that the loan is one to an organization. The FCU
must receive only the loan payments, and devise a way to
apply them to each individual loan. In short, all aspects of
the loan transaction must be done on an individual basis and
must meet all applicable requirements of the FCU Act,

NCUA Regulations, and FCU Bylaws.

9., Inform subject FCU accordingly, and advise that, if the

officials desire to meet with NCUA Washington Staff to discuss
the matter, we would be happy to do so.

JOHN L. OSTBY



