NATIONAL CRIDIT UNTON ADMINISTRATION
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Mr. Roy D. High

Administrator

Credit Union Division

North Carolina Department of Commerce
430 North Salisbury Street

Raleigh, North Carolina 27611

Dear Mr. High:

This is in response to your letters of March 2, 1987, and May 28,
1987, in which you questioned whether the NCUA has the authority
to apply the proposed rule on member business loans to federally-
insured state credit unions (FISCU's).

On April 9, 1887, the NCUA adopted final rules concerning
business loans and preferential treatment and prohibited fees on
business and other lcans made by federally-insured credit
unions. Enclosed is a copy of the final rules.

The preamble to the final member business loan rule, 52 Fed. Regqg.
12365, April 16, 1987, addresses the issue of applying the rules
to FISCU's., It provides that:

Some commenters ‘ave questioned NCUA's
authority to extend the rule to federally-
insured state credit unions. They argue that
the Board's general rulemaking authority in
Section 209(a) (11) of the FCU Act (12 U.S.C.
Section 1789 (a) (11)) does not empower NCUA to
promualgate a rule such as this, The Board
does not agree. The objective of these rules
is to ensure that lending practices are
conducted in a safe and sound manner. Unsafe
business lending practices by federally-
insured state credit unions directly affect
the risk of loss to the NCUSIF and in fact
have resulted in many millions of dollars of
losses in the last several years. Similarly,
instances of preferential and substandard
lending to insiders have resulted in very
severe losses., Thus the application of these
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rules to federally-insured state credit
unions is not a matter of unconstitutional
overreaching, but instead is simply a matter
of meeting certain minimum standards as a
condition of Federal insurance. 1In this
connection, Section 201(b) (9) of the Act (12
J.5.C., 1781(b)(9)) provides that insured
credit unions agree "to comply with the
requirements of [Title II of the FCU Act] and
of the regulations prescribed by the Board
pursuant thereto.” The record reflects that
NCUA has used this authority only when
necessary to establish minimum safety and
soundness standards as a condition of Federal
insurance,.

Under Section 741.3 of the final rules, a state regulatory
authority that adopts regulations which are substantially
equivalent to the NCUA final rules may be exempted from Sections
701.21(c) (8), (d)(5), and (h).

You have taken the position that Title II of the Federal Credit
Union Act (FCU Act), which is contained in Sections 201 thru 211
of the FCU Act, 12 U.S.C. §§1781-1790, doces not provide the NCUA
with the statutory authority to issue a business loan rule that
would apply to FISCU's., You further argue that the rules violate
the principles of federalism, and may also violate Executive
Order No. 12291 and Office of Management and Budget Circular A-
19, -

As stated in the preamble to the rule, the statutory basis for
extending the rules to FISCU's is Sections 209(a) (11) and

201 (b) (9) of the FCU Act, 12 U.S8.C. Sections 1789 (a) (11) and
1781 (b) (9). Section 1789(a) (11) provides that the NCUA Board may
prescribe such rules and regulations as it may deem necessary or
appropriate to carry out Title II of the FCU Act. As you Xnow,
Title II contains the provisions regarding share insurance.

Section 201(a) of the FCU Act, 12 U.S.C. Section 1781(a), a Title
II provision, states that:

The Board, as hereinafter provided, shall
insure the member accounts of all Federal
credit unions and it may insure the member
accounts of (1) credit unions organized and
operated according to the laws of any State,
the District of Columbia, the several
territories, including the trust territories,
and possessions of the United States, the
Panama Canal Zone, or the Commonwealth of
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Puerto Rico, and (2) credit unions organized
and operating under the jursidiction of the
Department of Defense if such credit unions
are operating in compliance with the
requirements of Title I of this Act and the
requlations issued thereunder.

Section 201(c) (2) of the FCU Act, 12 U.S.C. Section 1781 (c) (2)
provides that:

The Board shall disapprove the application of
any credit union for insurance of its member
accounts if it finds that its reserves are
inadequate, that its financial condition and
policies are unsafe or unsound, that its
management is unfit, that insurance of its
member accounts would otherwise involve undue
risk to the fund, or that its powers and
purposes are inconsistent with the promotion
of thrift among its members and the creation
of a source of credit for provident or
productive purposes,

Pursuant to Section 1781(a) as cited above, the Board is
authorized to insure credit union member accounts under the
prescribed statutory and regulatory requirements. However, as
stated in Section 1781(c) (2) above, the Board cannot insure a
credit union if it finds that its financial policies are unsafe
or unsound, or that insurance of its member accounts would
involve an undue risx to the NCUSIF. The NCUA Board determined
that, due to the losses sustained by the NCUSIF as a direct or
indirect result of business lending and preferential and
substandard lending to insiders, regulation was required to
protect the NCUSIF. Therefore, consistent with its authority to
insure credit unions and the prohibition against insuring credit
unions that would create an undue risk to the NCUSIF, the NCUA
Board adopted the subject rules. The rules were promulgated
under the Board's Section 209(a)(11), 12 U.S.C. §1789(a) (11),
rulemaking authority with the purpose of fulfilling its
responsinbilities under Section 201 of the FCU Act, 12 U.S.C.
§1781.

You further argue that the final rule violates orinciples of
federalism. NCUA is not attempting to regulate all state-
chartered credit uanions. Instead, the rule provides for minimum
safety and soundness standards for state-chartered credit unions
that have contracted with the NCUA for Federal insurance. As
stated in the preamble, this is not a guestion of constitutional
overreaching, but rather is a contract question.
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State-chartered credit unions are not required by NCUA or Federal ®
law to have Federal insurance. If they apply to be federally
insured, there are certain conditions they must meet. Pursuant
to 12 U.S.C. §1781(b)(9), as a prerequisite to obtaining Federal
insurance, they must comply with Title II and the regulations
prescribed thereto.

You relied on Executive Order No, 12291 and Office of Management
and Budget (OMB) Circular A-19 in support of your federalism
argument, Executive Order No. 12291 pertains to the procedural
requirements certain agencies must follow in issuing a
regulation. It does not apply to the NCUA. OMB Circular A-19
pertains to the procedures for the coordination and clearance by
the OMB of agency recommendations for proposed, pending, and
enrolled legislation, ULegislation is not at issue here.

As stated previously, the final rules provide an exemption for
FISCU's in states that adopt substantially equivalent
regulations. The NCUA Board will make the determination as to
whether the state regulations are "substantially equivalent."
The guidelines the NCUA Board will look to in making this
determination are set forth in the preamble to the final rules.
On June 30, 1887, the NCUA Board was presented with the State of
North Carolina's proposed rules on prohibited fees,
nonpreferential treatment, and menmber business loans. The Board
delegated to the Regional Director, Region ITI, the authority to
grant to North Carolina's state-chartered federally-insured
ccedit unions an exemption from Sections 701,21 (c) (8),

701.21(4) (5), and 701.21(h) of NCUA's Rules and Regulations,
provided any reguired reviews are made and approvals granted only
after consultation with NCUA., The exemption will take effect on
the effective date of final rules that are consistent with the
proposed rules submitted to NCUA.

We trust this has been of assistance.

Sincerely,
7 ' -

- N e .
xS~ S T —

Enclosure
JT:sg

c.c E&I
RD, Region III (Atlanta)
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PART 73—PHYSICAL PROTECTION OF
PLANTS AND MATERIALS

W

1. The authonty citation for Part 73
continues to read as follows:
Authority: Sec. 181, 88 Stat. 348 a»

amended (42 U S.C. 2201} sec. 201, 88 Stat.
1242, as amended (42 U 5.C. 3841].

2.In § 73.55. paragraph (e){1) is
revised to read as follows:

$ 73.58 Requlremants for physical
protection of licenssd sctivities In nuclear
power reactors agsinst radiological
sabotage.

. . . . .

{e) Detection aids. (1} All alarms
required pursuant to this part must
annunciate in a continuously manned
central alarm station located within the
protected area and in at least one other
continucusly manned station not
necessarily onsite. so that a single act
cannot remove the capability of calling
for assistance or otherwise responding
to an alarm. The onsite central alarm
station must be considered a vital area
and its walls. doors, ceiling, floor, and
any windows in the walls and in the
doors must be bullet-resisting. The
onsite central alarm station must be
located within a building in such a
manner that the interior of the central
alarm station is not visible from the
perimeter of the protected area. This
station must not contain any operational
activities that would interfere with the
execution of the alarm response
function. Onsite secondary power
supply systems for alarm annunciater
equizment and non-portable
communications equipment as required
in paragraph (f) of this section must be
located within vital areas.

L] . * . .

Dated at Bethesda, Maryland this 3th day
of Apnl. 1987,

For the Nuclear Regulatory Commission.
Victor Stello, Jr.,

Executive Director for Cperations.
{FR Doc. 87-8807 Filed $-15-87, 8:45 am|

LSRG COOE T440-01-M

RATICNAL CREDIT UNION
ADHIRISTRATION

12CFR Parls 701 and 749

Organizstion and Cperations of
Federal Credit Unions; and
Requirements for insuranca and
Yoduntary Termination of Insurance

AGERCY: National Credit Union
Administration,

ACTION: Final rule.
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73 | Thursday, April 18, 1987 / Rules and Regulations .

summarY: The NCUA Bosrd has
adopted final rules concerning business
loans made by federally-insured credit
unions and concerning preferential
treatment and prohibited fees on
business and other lcans. These final
rules are based on a proposed rule
issued by the NCUA Board on June 19,
1988 {see 51 FR 23234, June 28, 1988), and
a revised proposed rule issued by the
NCUA Board on December 17, 1988 {see
51 FR 48869, December 29, 1988). These
final rules incorporate many of the
recommended changes and amendments
submitted by commenters on the prior
proposals. Major revisions involve the
definition of member business loans

(8 701 21(h){1}{1)), wntten business loan
policies {§701.21(h}(2)). prohibited fees
and preferential loan ‘reatment

{8 701 21({<}(8) and {d}(S)), and minimum
loan oolicy requirements for federally-
insured credit unions (§ 741.3).
EFFECTIVE DATE: July 1, 1987.

ADORESS: National Credit Union
Administration, 1778 G Street, NW,,
Washington, DC 20458,

FOR FURTHER IKFOPMATION CONTACT:

J. Leonard Skiles. Regional Director,
Region V {Austin}, 811 East 6th Street,
Suite 407, Austin, TX 78701; or D.
Michael Riley, Director, Office of
Examination and Insurance, or Steven R,
Bisker, Assistant General Counsel, 1778
G St.. NW., Washington, DC 20458, or
telephone: [512) 482-5131 (Mr. Skiles):
{202) 357-1085 (Mr. Riley}); or (202} 357~
1030 [Mr. Bigker).

SUPPLEMENTARY INFORMATION!

Background and General Comments

Approximately 350 comment letters
were submitted on the June 1598
proposal and approximately 85 lelters
were submitted on the December
proposal. A majonily of the commenters
on the second proposal either expressed
support for the rules. or expressed
appreciation of NCUA's responsiveness
and recommended additional changes.
Some of the commenters, although
recognizing the present need for a rule,
urged the NCUA Beard to commit to
review the rule in one to two years.
NCUA has already begun to cellect data
on business leans in conjunction with
the Semiannual Report {Form 3300) and
will review the data over a period of
three years or tess. This process will
kelp the NCUA Board determine the
effectiveness of and the continued need
for this final rule.

‘While the process of public debate
and comment on this rule has been
relatively long, with numerous
discussions, lectures, and articles
addressing the subject, there continues
lo be some misunderstanding about the

F4700.FMT..{18.32}...4-08-87

objectives of the provisions concerning
member business loans. The Board
wants to stress that it {s nof its intent to
prohibit commercial lending. Rather. the
objective of the rule is to help establish
a framework 1o ensure that business
loans are made in a way that will reduce
the nsk inheren® in such loanswand
provide for adequate financial backup
{reserves) in the event that losses are
incurred. The Board's goal is to provide
the basis for a system of business
lending that is consistent with safe and
sound practices and that will help to
reduce losses to federally-insured credit
unions and the National Credit Union
Share Insurance Fund {"NCUSIF"). This
is the principal reason for bringing o//
federally-insured credit unions within
the scope of the rule.

Seme commenters have questioned
NCUA's authority lo extend the rule to
federally-insured state credit unicns.
They argue that the Board's general
rulemaking authority in section
209(a)(11) of the FCU Act (12 USC.
1789(a)(11)) does not empower NCUA to
promulgate a rule such as this. The
Board does not agree. The objective of
these rules is to ensure that lending
practices are conducted in a safe and
sound manner. Unsafe business lending
practices by federally-insured state
credit unions directly affect the risk of
loss to the NCUSIF and in fact have
resulted in many millions of dellars of
logses in the last several years.
Similarly, instances of preferential and
substandard lending to insiders have
resulted in very severe icsses. Thus the |
application of these rules !o federaily- |
insured state credit unions isnot a :
matter of unconstituticral overreaching,
but instead is simply a natler of meeling
certain minimum standards as a
condition of Federal insurance. In this
connection, section 201{b}{9) of the Act
{12 U.S.C. 1781(b}(9)) provides that
insured credit unions agree “to comply
with the requirements of {Title I of the
FCU Act} and of the regulations
prescribed by the Board pursuant
thereto.” The record reflects that NCUA
has used this authonty only when
necessary to establish minimum safety
and scundness standards 39 a condition
of Federal insurance.

Further, the Board, in this instarce,
has provided exemptions for federally-
insured state credit unions in sta‘es that
adopt rules “substantially equivalent”™ o
NCUA's rules. {Sce discussions under
“Applicability of Rules to Federaily-
{nsured State Credit Unions.” Seicw )

The most frequently received
comments and the changes thathave
been made in the final rule are detarled
below.
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Probibited Fees (Section 701 21(c)(8))

This s one of two sections of the rules
hat apply o o// lcans 1o members by
Federal and federally-insured state
credit umons. This Section of the
proposal would hsve prohibited all
officials and employees. and their
immediate family members. {rom
receiving loan-related commission and
fee income. "Immediate family member”
was very broadly defined. Many
commenters expressed concern about
the breadth of this prohibition. In
response to the comments, the final rule
rarrows the prohibition to directors,
committee members. loan officers. and
senior management employees {defined
essentially to include the CEO and his
ot her top ass.stants), and narrows the
definition of “immediate family
member” to the spouse and other
relatives living in the same household.

The conﬂicts of interest sought to be
eliminated by this Section of the rule
exist principally where the person
involved 13 in a position of authority in
the credit union so as to influence or
make decisions that can affect their
pecunjary interest. Non-senior
employees. therefore, need not be
included in the prohibition.

The definition of “immediate family
member” was amended becauge many
commenters expressed concern that
relatives of directors, committe
members, and employees. previously
included in the definition, were
‘rm'ar'an'ed’y precluded from doing
bSusiness [providin gsenmes in
connechon w"h umemw ing, 1(“3u ing,
servicing, or collecting loans or lines of
credit) with the cr ed tunion. The Beard
agrees that the proh:bition may have
been unnecessanly broad and.
therefore, has limited the definition. It is
expected. however. that any such
dealings wall be at arm's length and in
the best interest of the credit union.

Nonpreferential Treatment (Section
J0121{d}(5))

This is the second provision of the
lending niles that applies to both
Tember business and nonbusiness
‘cans. This section prohibits preferential

ns to directors and committee

members and to their immediate family
membeAs and business associates. As in
the case of the provisicns on prehibited
fees. the definition of (mmedia‘e family
member is limited to the spouse and
o{ Ler fa'mly members living in the same

household. This change has also bexn
made in § ;O‘l 21(h){1iv) {prohibiting
certain business !oans to senijor
management employees. discussed
below), and it is noted that the Board
will. in the near future, review other
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provisions in NCUA's Rules and
Regulations where the term appears and
will consider consistent revisions to
those Sections as well {see e g..

§ 701 27(c)(3) concerming “credit union
service orgenizations.” § 701.36{b}{8)
concerning fixed-assets. §703.2(1}
concerning investment activities. and

§ 721 2(c) concerning insurance and
group purchasing).

Definition of Member Business Loan
(Section 701.21{h){1)(i})

A recommendation contained in
several comment letters was that the
exception from the definition of member
business loans in paragraph {A). for
loans fully secured by alienonalto4
family dwelling, not be {imited to the
.A.ember 3 primary or secondary
residence. The proposed rule was
limited because it was not the Board's
intention to except out from the
definition real estate investment loans
fully secured by such property. The
commenters believed that the propceed
rule was overly restrictive. The Board
has reconsidered its position and has
an.ended the rule to expand the
exception to include a loan or loans
fully secured by (1) the member's
primary residence, or {2} the member’s
secondary residence. or (3} one other 1
1o 4 family dwelling owned by the
member. The change will permit a
member to have a total of three fully
secured loans {primary residence.
secondary residence and one other) that
would not otherwise “e subject to
£ 701.21(h). This change should
accommodate those instances where a
member purchases a new primary
residence and does not sell his prior
residence but, instead. rents it to a
family member or other person. In many
cases. the motivation to maintain the old
residence is not investment oriented but
rather to provide a home for a family
member.

Some commenters asked whether
loans fully secured by condominium or
cooperative apartments or tewnhouses
were included in the exception. The
Board interprets 1 to 4 family dwelling

s including these kinds of residential
croperties,

The Beard also received several
comments askmg that paragraph {B). the
exception for loans fully secured by
s*a‘es in the credit union, be breadened
o inciude depcsits in other financial
institutions such as banks, savings and
loan zssociations. and other credit
unions. The Budl’d s initial reason for
limiting the exclusion to shares in the
credit union was its concern that credit
unions would fail to take the steps
recessary to properly obtain a fully
secured interes! in deposits held at other

financ:al institutions. The Beard has
amended the rule to include deposits in
other financial institutions but cautions
credit unions that. for the exception to
apply. they must have completed all
necessary agreements. filings.
notifications. etc.. required under state
law to fully secure (perfect) their
interest in such deposits.

A number of commenters urged the
Beoard to raise the $25,000 trigger amount
specified in paragraph {C) {loans less
than $25.000 are not subject to
§$ 701.21(h)) to 850.000. The Board has
'uo( increased the trigger amount

ecause it would remove many loans
f om coverage under §701 21¢{h) that. for
safety and soundress reasons. need ‘o
Ye underwnitten, monitored, a,.d
serviced in conformance with this rule.
it is apparent from some of the
commen!s that there 13 still confusion as
to the effect of the $25.000 trigger

amount. Simply stated, paragraph (C)
excludes all loans under $25.000 that,
but for the amount of the lcan. would
otherwise be subject to the member
buginess loan rule § 701.21(h)). It is not a
ceiling on the dollar amount that can be
extended {or a business loan. Further,
the fact that a loan is excluded from
coverage under § 701.21(h) does not
mean that the loan is not subject to
other applicable provisions of §701.21 or
other applicable sections of the NCUA
Rules and Regulations and the FCU Act.

from 'be Small Business %um ‘,As’.r tien
{ SBA™) concernirg the exclusion in
paragraph (D) for icans fuily insured or
guaranted by an agency of the Federal
government. The SBA stressed that the
requirements in §‘01 21(h} are
consistent with the types of
requirements follcwed by lenders
participating in SBA's business loan
guaranty program. Any credit ynion that
‘s not conforming to these standards will
iikely nct be approved by SBA.
Therefore, while paragraph (D) provides
credit unions with an exclusion for
"*.a“datory coverzge under the ruje. the
ovisions in the mule woufd generally
meed to e follcwed to satis{ly SBA

where the term
"eru,ed a“l,ea 3, it means
ests cbtained by a ¢ -rnd tunion in
he speaific ¢ o“a‘” I sufficientto give
‘}‘e credit union an arimpaired nght,
free from the right of subsequent
credilors liernholders, receivers, frus‘ees
in bankruptey. elc.. to foreclose {take)
the collateral in the event of default by
the borrower.

q
Las(}y. the BFa'4 nctes thatin =ach
5
U

ooy
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Wreitten Loan Policies (Section
Tor 21(hH2)1))

Paragraph (H) in §701.21{h){2}(3} of the
propused rule genersled many
cumments. This provision required that
financial statements snd other
documentation. including tax returns be
updated on an annual or more frequent
basis. Several of the commenters stated
that because of the size of certain loans
and the types of smail businesses
involved. the cost to the borrower to
provide the required updated reports
and documentation would be
prohibitive. The same concern was
expressed by the commenters a8 to the
requirements in paragraph {(G) which
call for, among other things. balance
sheet, trend and structure analysis; ratio
analysis of cash flow, income and
expenses, and tax data. Commenters
also argued that these analyses were
unnecessary where the income flow
relied upon to repay the loan is not from
the business.

In response to these concerns, the
Board has combined parts of paragraphs
{G) and {H) to form 3 new paragraph
{H). The new paragraph states that a
credit union’s written loan policy shall
provide for the analysis and updating of
documentation specified in the
paragraph unless the credit union's
board of directors finds that it is npt
appropriate for a particular type of
business loan and sta'es the reascns for
those findings in the credit union’s
wnitten policies. These reasons must be
bhased on sound busiress lendin
practices and be clear as to the Sasis for
exceptirg out a particular type of
business ioan. NCUA 2xaminers wil] be
instructed to carefully review the credit
union’s board of directors findings in
this regard. Lastly. the new paragraph
requires “perniodic’” updating instead of
yearly or more {requent updating. The
larger and the more complex the loan,
the more documentation is required and
the more frequently it must be updated.

Paragraph (L), which had required the
periodic disclosure to members of the
number and aggregate dellar amount of
business loans made to efficials. and
employees, has been amended 1o require
only the periodic disclosure of the
number and aggrega‘e dollar amount of
member business loans. Commenters
siressed that the privacy of credit urion
officials and employees could be
infringed by such disclosures. The Board
believes that there are sufficient
szfeguarda in the final mule to protect
against instder dealing and conflicts of
interest. The Board has determined that
these additional disclesures are not
necessary and has amended the final
rule.
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Locns to One Borrower (Section
;o121 2) 1))

Several commenters ought 1o have Lhe
20% (of reserves) loan-to-one-borrower
limitincreased and to have the rule
specify the criteria to be evaluated by
the Board in considering whether to
approve a credit union’s request to raise
the limit. Additionally. some
commenters sought an exception from
inclusion in the 20% limit of that portion
of a member business loan that is fully
secured by a 1 to 4 family dwelling that
is the member’s primary residence,
secondary residence, or one other such
dwelling cwrned by the member.

The Board continues to believe that
‘he 20% limitation 13 necessary for safety
and soundness reasons and is
comparable ‘o limits established by
sther Federal financial institution
regulators. The 20% limit remains
inchanged in the final rule. However,
the exclusion for portions of loans fully
secured by the member's 1 to 4 family
dwelling has been added to the rule.

The final rule contains a list of what
the Board will require. at a minimum, in
evaluating a request to raise the limit.
The rule states that credit unions
seeking an exception must present the
Board with: the higher limit scught; an
explanation of the need to raise the
limit; an analysis of the credit union's
prior experience making member
husiness loans; and a copy of its
business lending policy. As an example,
in explaining the need to raise the limit,
an agricuitural type credit union might
note that aimost all of the lcans it
normally makes would fall within the
coverage of the rule and that they are
usually quite large [e.g. for the purchase
of tractors, combines., etc.). The credit
union would need to support this with
actual statistics and provide the Board
with the other items noted n the rule.

Allowance for Loon Losses (Section
701.21(R)(2)(1i1)]

Some commenters continued to voice
objection to the classifying of 1cans that
are not delinquent. if the analysis and
documentation of the loan is inadeguate.
Also, the commenters expressed their
uncertainly as to who makes the initial
determination on the classification of
loans.

Aithough 3 loan may be curent, there
'3 no assurance that payments will

spon hard times. Only through proper
analysis and documentation can the
ioan be properly evalvated. Without
that, the potential for loss increases. [t s
for this and other reasons that the Board
has not amended this provision. The
Board dces want to stress that, although
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the criteria for classifying member
business loans is somewhat different
from that for other credit union loans,
the procedure by which lcans are
classified was not intended 1o be
changed by this rule. Credit unions wll
continye to make the imitial
determination and the examiner wil}
review the classification.

Prohibition on Loans to Senior
Management Employees (Section
701.21(hj(3))

This Section of the rule generated the
most comments. Many of the
commenters urged the Board to exclude
loans to family members of salaried
manragement from the prohibition. As
previously discussed. the Board has
amended the definition of “immediate
family member” (see § 701.21(h){1}{iv}).
Tterefore. the prohibition would now
apply only to the individual's spouse or
other family member living in the same
household.

It should be recognized that the
prohibition is not an absolute ban on
loans to nonvolunteer senior
management employees. These
individuals are still eligible for
consumer loans, including mortgage,
automobile, credit cards, etc. Further,
they may receive loans for business
purposes that are less than $25.000.

A few FISCU commenters noted that,
pursuant to state law, otherwise
uncompensated directors are authorzed
to receive a small stipend for attending
zach board meeting, in addition to their
reimbursement for expenses. These
s':zends, aithough small, would cause
these directors to ose their status as
voiunteers for purpeses of the
prombition. Therefore, if a director
desires to obtain a busiress lcan from
kis her credit union he/she should
forego the stipend.

Reporting of Nonconforming Member
Business Loans (Section 701.21{h){4){i1})

The propesed rule required that credit
unicns report to the NCUA Regional

irector. on or before the effective date
of the rule, all business loans that do not
satisfy any of the recuirements of the
rie. To alleviate urs cessary confusisn
and work. the final role requires the
reporting of only these lcans that are in
excess of the lean-tec-one-borrower Himit
ccntained in §701 21th)

f Rule to Federaily-
recit Unions (Section

SR

Several commenters recommended
that this Section be amended to provide
some flexibility to allow a state
regulatory authority that has, for
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ewample. certain provisions in ity state
code which depart from those in the
FCL Act. to adopt substantially
equivalentregulations as determined by
the NCUA Beard. The Board agrees that
such an amendmem is warranted and
has amended the final rule.

Depending on the circumstances, an
exemption may be granted for one or
more of the sections of NCUA's lending
regulations that will now apply to
federally-insured state credit unions
{§ 701.21(c})(8) concerning prohibited
fees, § 701 21{d}{5) conceming
nonpreferential treatment, and
§ 701 21(h) concerning member business
loans).

In determining whether a stale’s
regulations are “substannally
equivalent.” and whether to exempt the
state's credit unions from § 701 21{c)(8).
(d}(5). or (R}, the NCUA Board wrll
review the regulations to determine
whether they minimize risk and
accomplish the overall objectives of the
atherwise applicable NCUA Rules and
Regulations. In the case of the member
business loan rule, the Board will be
particularly concerned with the
provisions in the state's rules that
address the scope of the rule,
diversification (i.e., loan-to-one-
borrower limits), written loans policies.
and loans o senior management.
Further, states that are exempted will
need to provide for a system in which
any required reviews and approvals,
fe.g.. approval to an individual credit
union to exceed the 20% loan-to-one-
borrewer limit) aithough ultimately
approved by the state. are decided only
after consultation and coordination with
NCUA. This would be the same type of
procedure as contained in Section 741.3
for nonexempt states, where NCUA
coordinates with the state superyisor.

Standard Bylaw Amendment—Loens to
Nonnatural Persons (Articie X1, Section

1)

In conjunction with the promulgation
of these final rules, the NCUA Board has
aiso approved a standard bylaw
amendment for Federal credit unions
concerning locans to nonnatural person
members. Pursuant to Article XIL
Section 1 of the FCU By'aws, loans to a
member other than a natural person
cannot be in excess of its shareholdings
in the credit union. The standard btylaw
amendment, if adopted by an FCU,
would permit the loan to exceed shares
if the loan is made jointly 'o one 2t more
ratural perscr members and a business
orgamzation in which they have a
majorily cwnership interest, or.if the
nonnatural person i3 an association, the
loan is made jointly to a majority of the
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members of the association and to the
association in its own night.

Regulafory Procedures
Regulatory Flex:bility Act

The NCUA Board has determined and
certifies that the final rule will not have
a significant economic impacton a
substantial number of small credit
unions {primarily those under 1 million
dollars in assets). According to
information available to the NCUA,
business loans are not made by a
significant number of small credit
unions. Accordingly. the Board has
determined that a Regulatory Flexibility
Analysis is not required.

Paperwork Reduction Act

The Board submitted the information
collection requirements of the first
proposed business lending rule and
received conditional approval from the
Office of Management and Budget
(OMB). {See (51 FR 23234. June 28, 1988.)
The information collection requirements
of this final rule have been modified
from the June proposed rule. The wntten
loan policy requirement is now found at
§ 701.21(h)(2)(i). Certain collections that
were required in all situations under the
proposed rule are now only required
when appropriate. One additional
requirement has been addced. Section
701.21(h)(4)(ii) requires that a one-time
notification to the appropriate NCUA
Regional Director be made.

Since the collection requirements
have been modified. they will be
resubmitted to OMB for approval with
publicaticn of this final rule. OMB
action on the requirements wiil be
published in the Federal Register when
it ig received by NCUA.

Written comment's and
recommendations regarding th
cellection requirements should be
forwarded directly to the OMB desk
officer at the following address:

OMB Reports Management Branch,
New Executive Office Building, Room
3208, Washington, DC 20503, ATT:
Robert Neil.

List of Subjects in 12 CFR Parts 701 and
741

Credit unions, Member business
lcans.

By the Naticnal Credit Union
Admincsiration Board on Apni 9, 1687,
Becky Baker,

Acting Secretory of ihe Soard.

PART 701--{AKMENDED]

Accordingly, NCUA amends its
regulations as follows:
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1. The authority citaticn for Part 701
continues to read as follcws:

Authorily: 12U SC. 1757, 17688(a! and
1°89(a3{11).

2. Section 701 21{a) is revised 'o read:

§701.21 Loans to members and lines of

credit to members. .

{a) Statement of scope and purpose.
Section 701.21 complements the
provisions of section 107(5} of the
Federal Credit Union Act {12U.S.C.
1757(5)) authorizing Federal credit
unions to make loans to members and
issue lines of credit fincluding credit
cards) to members. Section 107(5) of the
Act contains limitations on matlers such
as lcan maturity. rate of interest.
security, and prepayment penaities.
Section 701 21 interprets and
implements those provisicns. In
addition, § 701.21 states the NCUA
Board's intent concerning preemption of
state laws, and expands the authonty of
Federal credit unions to enforce due-on-
sale clauses in rea) property loans. Also,
while § 701.21 generally applies to
Federal credit unions only, its provisions
may be used by state-chartered credit
unions with respect to alternative
mortgage transactions in accordance
with Title V11l of Pub. L. 97-320, and
certain provisions apply to loans made
by federally-insured state-chartered
credit unions as specified in § 741.3.
Finally. it is noted that § 701 21 dces not
apply to lcans by Federal credit unions
to other credit unjons (aithough certain
statutory limitaticns in section 107 of ‘he
Act apply). nor to loans to credit union
crganizations {which are governed by
section 107(5)(D) of the Actand § 70127
of this Part).

» - * . .

3 Section 701 21{c}{5) is revised to
read:
. . . . .

(c) . 2

(S) Ten percent limit. No lcan or line
of credit advance may be made o any
memberif such loan or advance wouid
sause that member to be indebted to the
Federal credit union upen icans and
sdvances made 'o the member in an

szaregate amount exceeding 10% of the
2Ty

icans as defined in
1{hi{13(i), additional limitaticns
s set forth in § "01 21(hi{2) (1)

. . . v

25
“
w

4 Section 701 21{cii8} s revised to
read:
{e}”
(8) Prohibited fees. A Federal

..
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¢, edit umon shall not make

any loan of extend any line of credit /f,
either directly ot indirectly. any
commission, fee or other compensation
:s to be received by the credit union’s
directors, committee members, senior
management employees. lcan officers. or
any immediate family members of such
individusls, in connection with
underwriting, insuning, servicing, or
collecting the loan or line of credit.
However. salary for employees is not
prohibited by this Section. For purposes
of this Section, “senior management
employees” means the credit union’s
chiel executive officer (typically this
individual holds the title of President or
Treasurer/Manager), any assistant chief
executive officers {e g, Assistant
President, Vice President or Agsistant
Treasurer/Manager) and the chief
financal officer (Comptroller). and
“immediate family member” means a
spouse or other family member living in
the same household.

5. Section 701 21{d)(5) is revised to
read:
(d) .« v 0

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

(i) An official.

{ii) An immediate family member'of
an official. or

(i) Any individual having a common
ownership. investment or other
pecuniary interest in a business
enterprise with an official or with an
immediate family member of an official.
shail not be more favorable than the
rates, terms and conditions for
comparable loans or lines of credit ‘o
other credit union members. “Immediate
family member” means a spouse or
other family member living in the same
household.

8. A new § 701.21(h) is added !0 read:
» * * . .

{h) Member Business Loans—{1)
Definitions. (i} "Member business Joan"
means any loan, line of credit, or letter
of credit, the proceeds of which will be
used for a commercial, corporate.
business, or agricultural purpese, except
ibat the follcwing shall not be
considered member business lcans for
the purposes of this section:

{A) Aloan or loans fuily secured by a
ienona1to 4 family dwelling that is:

{7) The member's primary residence:
or

[2) The member's secondary
residence: or

(3} One other such dwelling owned by
the member.
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{B) A lcan that is fully secured by
shares in the credit union or deposits in
other financial institutions.

IC) A loan. the proceeds of which are
used for a commercial, corporate,
business, or agricultural purpose, made
10 a horrower or an associated member
{as defined in paragraph (h)(1){1i) of this
section). which., when added to other
such loans to the borrower or associated
member, i3 less than $25.000.

D) A loan, the repayment of which is
fully insured or fully guaranteed by. or

El

where there is an advance commitment. o}

to purchase in full by. any agency e
Federal government or of a state or any
of its political subdivisions.

{11} "Reserves” means all reserves,
ncluding the Allowance for Loan Losses
arcount. and undivided earnings or
surplus.

tni) “Associated Member” means any
member with a common cwnership,
investment or other pecuniary interest in
4 business or commercial endeavor.

{iv) "Immediate Family Member"
means a spouse or other family member
iiving in the same household.

{2) Requirements. A Federal credit
unicn may make member business loans
only in accordance with the applicable
provisions of § 701.21 (a) through (g} and
the following additional requirements:

(1) Written loan policies. The board of
directors must adopt specific business
‘can policies and review them at least
annually. The policies shall, at a
minimum, 3ddress the follcwing:

{A) Types of business loans that wiil
te made.

B} The credit union's trade area for
business (oans.

1C) Max:mum amount of credit union
33se!s. in relation to reserves. that wiil
.be .nvested in business lcans.

D) Maximum amount of credit unicn
zssets, in relation to reserves. that will
Se invested in a given categery ot 'ype
of business loan.

(E) Maximum amount of credit union
assets, in relation to reserves, that will
be loaned to any one member or group
of associated members, subiect to
§ 701.21(h){(2}ii).

(F) Qualifications and experience of
personnel involved in making and
administering business loans.

{G) Aralysis of the ability of the
berrower to repay the losn.

{H) The ‘ollcwing cors:derations shail
e addressed unless the board of

ectors finds that they are not
propriate for a particular type of
siness loan and states the reasons for
e findings in the credit union’s

en policies: balance sheet, trend
structure analysis; ratio aralysis of
h flow, income and expenses, and

tax data; leveraging: comparison with
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industry averages: receipt and periodic
updating of financia! statements and
other documentation. including tax
returny.

(1) Collateral requirements. including
loan-to-value ratios: appraisal. utle
search and :nsurance requirements;
steps to be ‘aken to secure various types
of collateral: and how often the value
and marketability of collateral is
reevaluated,

{]) Appropriate interest rates and
maturities of business loans.

{K) Lean monitoring. servicing and
follow-up procedures. including
collection procedures.

{L) Provision of periodic disclosure to
the credit union's members of the
rumber and aggregate dollar amount of
member business loans.

(M) Icentification. by position, of
those senior management emplovees
prohibited by paragraph (51(3) of this
section {rom receiving member business
lcans.

(1it) Locns to one borrower Unless a
greater amount is approved by the
NCUA Board. the aggregate amount of
outstanding member business loans to
any one member or group of associated
members shall not exceed 20% of the
credit union's reserves. If any portion of
a member business loan is fully secured
by a 1104 family dwelling that is the
member's primary residence, secondary
residence. or one other such dwelling
owned by the member. or by shares in
the credit union, or deposits in ancther
irancial institution, or insured or
piaranteed by, or subject o an advance

smmitment to purchase by. any agency
of *he Federal government or of a state
r
o

—y

[N 3}

51 any of its political subdivisicns, such

rtion shall not be calculated in
e'ermining the 20% limit. Credit unions
seeking an exception from the 20% limit
must present the Board with. at a
mirimum: the higher limit sought: an
explanation of the need to raise the
limit: an analysis of the credit union's
prior experience making member
Susiness loans; and a copy of its
business lending policy.

ui} Allowance for loan lcsses. (A)

The delermination whether a member
iness lcan wil be ¢ f:

<

vl

[

tassified as
andard. doubtful or lcss. for
rposes of the valuation ailowance for
can losses, will rely on factors not
imited ‘o the delinguency of the lcan.
Nondelinguent lcans may be classified.
depending on an evaluation of factors.
¥ ited to. the
adeguacy of analysis and
documentaticn.

iB) Loans classified shall be reserved
as follows:




(7} Loss loans at 100% of outstanding
amount;

{2) Doubtful loans at 50% of
outstanding amount: and

{J) Substandard loans at 10% of
sutstanding amount unless other factors
{e g. history of such losns at the credit
union) indicate a greater or lesser
amount is appropnale.

{(3) Prohibitions—{i) Senior
manaogement employees. A Federal
credit union may not make member
business loans to the following non-
volunteer, senior management
employees. or 1o any associated member
or immediate family member of such
employees:

(A) Any member of the Board of
Directors who 13 compensated as such.

{B) The credit umon's chief executive
officer {typically this individual holds
the title of President or Treasurer/
Manager).

{c) Any assistant chief executive
officers {e.g.. Assistant President, Vice
President, or Assistant Treasurer/
Manager).

{D) The chief financial officer
{Comptroller).

{i1) "Equity kickers.” A Federal credit
union shall not grant a member business
loan where a portion of the amount of
income to be received by the credit
union in conjunction with such loan is
tied to the profit to the business or
commercial endeavor for which the loan
is made.

(4) Effective date. {i) Section 701 21(h)
is effective July 1, 1987. On and after
that date. a Federal credit union may
make member business leans only after
adopting and implementing written loan
poiicies as required by ¢ 701 217h)(2)(1).
All member business lc .ng made on or
after that date must be :n full
compliance with § 701 21(h).

{11} On or before July 1, 1387, a Federal
credit union must notify the NCUA
Regional Director, in writing, of any
outstanding member business loans
made prior to that date that do not
satisfy the requirements of
§ 701.21(h)(2)(ii). !
Appondix to § 70121 (8)-—Clasaifications

Substanderd. Loan is inadequately
pretected by the current seund worh and
paying capacity of the obligor or of the
coilaleral pledged. of any Loans classifed
must have a weil-defined weakness of
weaknesses 'hat ‘ecpardize he ifquidstion of
the debt. They are characterzed by the
distnc! prssibility that the credit smion wall
sustain scme [oss of the Jeficiencies are not
correcied. Loss potential, while existing in
the aggregate amount of substandard loana.
Zoes not have to exist in individual loans
classified substandard.

Doubiful. A loan classified doubtful has ail
the weaknesses inherent in one classified
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substandard. with the sdded characterstic
that the weakresses make collection or
hquidation in full on the basis of currently
evisting facts. conditions. and values. highly
questiorable and improbable The possibility
of loss i3 extremely high. but because of
certain .mportant and reascaably specific
pending factors which may work to the
advantage and strengthening of the loan. it
classification as an estimated loss s deferred
until its more exacl status may be
determined. Pending factors include:
propesed merger. acquisition. or liquidation
actions. capital injection. perfecting liens on
additional collatesal, and refinancing plans.

Loss Loans classified loss are considered
uncollect:ble and of such little value that
their continuance as lcans s not warranted.
This classification does not necessanly mean
that the loan has absolutely no recovery or
saivage value. butrather it:s not practical or
desirable to defer wniting off this hasicaily
worthless asset even though partial recovery
may occur in the future.

PART 741—{AMENDED)

7. The authorily citation for Part 741 is
revised to read as follows:

Authority: 12 U S.C. 1757, 1768(a), and 1781
through 1790.

8. Sections 741.3 through 741.9 are
redesignated as §§ 741.4 through 741.10
respectively.

9. A new § 741.3 is added to read:

§741.3 Minimum loan policy requirements.
Any credit union which is insured
pursuant to Title Il of the Act must
achere to the requirements stated in
§ 701 21(h) concemning member business
‘oans. § 701.21(c)(8) concerning
prohibited fees. and § 701 21(d}(5)
concerning nonpreferential loans. State-
chartered, NCUSIF-insured credit unions
in a given state are exempt {rom these
tequirements if the state regulatory
authority for that state adopts
substantially equivalent regulations as
determined by the NCUA Board. In
nonexempt states. all required NCUA
reviews and approvals will be handled
in coordination with the state credit
union supervisory authonty.
{FR Doc. 87-8529 Filed 4-15-87; 8.45 am)]
BN COOE 733800 M
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12CFRPert 708

Mergers of Federally-Insured Cradit
Unlons; Yoluntary Termination or
Conversion of Insured Status

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

SUKMKARY: The Federal Credit Union Act
empowers the NCUA Board to prescribe
rules regarding mergers of federally-
insured credit unions and changes in
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Midinniaistti
insured s'atus. and
approval of the Boa:rd prior to the
‘ermination of Federa] insurance or
conversion of Feders| insurance !'c non-
F;(ieral insurance. These revised rules
30c7e38 the 'Tea!Mment of the mne ~arr -
NCUSIF depesitin m ;{er};ea\::ie pereent
shortening of the time permutted
between the approval of 3 merger by
NCUA and its Presentation for 3
membership vote by the merging credit
union. These rules also add new
provisions regarding the termination or
conversion of Federal insyrance and set
forth the forms 10 be used in obtaining
membership approval of these actions,
These rules do not affecy the normai
day-to-day operations of credit unions.
EFFECTIVE DATE: May 18, 1387,

ADCRESS: National Cred;t Union
Administration. 1778 G Street NW.
Washington. DC 20438,

FCR FURTHER INFORMATION CONTACT:

james |. Engel, Deputy General Counsel,
at the above address, or telephone: {202)
357-1030.

SUPPLEMENTARY IKFORMATION:

feéquires wniten

Background

On November 20, 1988, (See 51 FR
43377. December 2, 1988) the NCUA
Beard issued propcosed amendments to
Part 708 of its Rules and Regulations.
Part 708 currently deals only with
mergers involving at 'east one federally-
nsured credit union. Due to the fact that
Tiergers can also involve the termination
St conversion of Federal insurance. the
Ncvember proposal added new
provisions addressing those areas As
-ssued. the proposed rule was organ zed
.nto three distinct subparts: Subpart A
contained merger procedures; Subpart B
set forth the procedures and notice
requirements for termination of Federal
insurance or conversion of Federal
insurance to insurance provided by
private or cooperative insurers: and
Subpart C contaired the forms to be
-sed for termirating or converting
Federal insurance. with or without a
merger This same formatis fellowed n
‘he final rule.

A total of nine pudblic comment letters
were received on the preposal.
Comment letters were recerved from:
>7e national credit unmon trade
3ssoc:ation; one credit union league: 'wo
Federal credit unicns: 3 share (depes:t)
‘nsurance corporalions: one share
inSurance ¢orporauon trace gssociation;
and ore state credit union supervisor
'rade association. The particular
comments are addressed below.
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