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NATIONAL CREDIT UNION ADMINISTRATION ] (/[:_)3/0 /J
Washingron, D.C. 20456

August 7, 1987

Office of General Counsel

Ms. Marie Nunn

Manager '

Northwest Navigation Federal Credit Union
P.0. Box 831

Vancouver, Washington 98666

Dear Ms. Nunn:

This responds to your recent letter requesting our review and
opinion concerning a proposal currently under consideration by
your Credit Union. As outlined in your letter, your Credit Union
proposes to implement a dividend structure that will pay a
reduced dividend rate on shares that have been pledged by members
to secure loan obligations and charge a lower rate of interest on
such share-covered loans. Your board of directors is considering
such a combined deposit/credit arrangement due to various tax
consequences.,

Section 117 of the Federal Credit Union Act (12 U.S.C. §1763)
provides that the FCU board of directors may, after provision for
required reserves, pay a dividend at different rates on different
types of shares. Therefore, your board could create a special
share account classification which could be tied with a special
low interest loan agreement.

Section 701.35 of NCUA's Rules and Regulations requires an FCU's
accounts to accurately reflect the terms and conditions of the
members' accounts (12 C.FP.R. §701.35). The FCU's account
agreements would have to accurately reflect the interplay between
the members' share account and outstanding locan in terms of
interest rate charged on the loan, dividends to be paid on the
share account, and access to the frozen shares.

The power of the FCU board of directors to set interest rates on
loans is governed by Section 107{5) (A) (vi) (I) of the FCU Act (12
U.S.C. §1757(5){A)(vi)(I)). Within these guidelines, an FCU
board of directors may set the interest rates on FCU loans and
lines of credit.

The NCUA has issued guidelines concerning deposit balances
required by an FCU in connection with a loan to a member.
Enclosed is IRPS 79-9 concerning compensating balance deposits
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which, if determined to be such, would have to be considered in
calculating the rate of interest on an FCU loan to a member for
purposes of Section 107(5) (A) (vi) (I) of the FCU Act.

Generally, under IRPS 79-9, if an FCU grants a loan to a member
and requires a portion of the loan or an amount of money from an
outside source to be deposited in a frozen share account or other
type of account at the FCU for the life of the loan, then the
account would be considered a compensating balance and the
computation provisions of IRPS 79-9 would apply. The term
"compensating balance" does not include any deposit in the FCU
that the member/borrower has made previously without regard to
any loan requirement or lending policy that such a deposit be
made, even though the account is given as security for the loan.

In addition to satisfying the requirments of IRPS 79-9, the FCU
board must comply with the Truth in Lending Act (15 U.S.C. 1601
et seq.) and Regulation Z (12 C.F.R. §226 et seq.).

The definition of a finance charge is found at §226.4(a) of
Regulation 2. The finance charge is the cost of consumer credit
as a dollar amount. It includes any charge payable directly or
indirectly by the creditor as an incident to or a condition of
the extension of credit. The Official Staff Interpretation to
Section 226,4(a) found in Supplement I to Regulation 2 discusses
forfeitures of interest. As explained below, in some instances a
forfeiture of interest on a member's deposit must be reflected in
the finance charge. The Official Interpretation states in part
that:

"If the creditor reduces the interest rate it
pays or stops paying interest on a consumers
deposit or any portion thereof . . . the
interest lost is a finance charge. . . . A
consumer must be entitled to the interest
that is not paid on an account in order for
the lost interest to be a finance charge."

We have contacted the Consumer Affairs Division of the Federal
Reserve Board for their comment on this interpretation. It is
their opinion that one must look to the deposit contract of the
member to determine whether or not the member is entitled to the
interest (or dividend in the case of a credit union). It is our
understanding that if the deposit contract entitles a member to
the dividend, the amount of forfeiture would be a part of the
finance charge. For example, if a member enters into a combined
share account/line of credit agreement with the FCU where the
share account may pay a 1% dividend and there is a 5% interest
rate on the line of credit, there is no forfeiture of dividends
since the member was never entitled to more than a 1% dividend on
the share account, On the other hand, if a member has a share
certificate account paying a 6% dividend and then enters into a credit
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agreement which will offer a loan at 1% but will stop paying
dividends on the share certificate account for the life of the
loan even though other similar accounts (without the loan tie-in)
receive dividends, an interest or dividend forfeiture occurs and
the forfeiture is part of the finance charge.

In addition, pursuant to Section 226.,18(r) and footnote 45 of
Regulation 2, 12 C.P.R. §226.18(r) (for closed-end credit only)
if a creditor requires a deposit as a condition of a specific
transaction and the deposit earns less than five percent per
year, the creditor must disclose that the annual percentage rate
does not reflect the effect of the required deposit.

You may wish to have your attorney review any combined share
account/credit agreement for compliance with Regulation 2,

Lastly, we would caution you that there may be personal income
tax consequences to your members, and reporting obligations on
the part of the Credit Union, that you should determine by
consulting with your attorney or the Internal Revenue Service.
I hope we have been of assistance.

Sincerely,

STEVEN R, BISKER

Assistant General Counsel
RD:sg
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. NATIONAL CREDIT UNION ADMINISTRATION
12 C.F.R. Chapter VIl

Interpretive Ruling - Rate of Interest
ACENCY: National Credit Union Administration
ACTION: Interpretation of General Applicability

SUMMARY: This ststenent sets forth the Naticnal Credit Union
Administration's interpretation of the effect 3 compensating balance has
upon the rate of interest on Fecderal credit union (FCU) loans for purposes
of Section 107(5)(A)(vi) of the Federal Credit Union Act. Under this
interpretation, a conpensating balance required on an FCU loan must be
considered in determining the rate of interest on the loan. Pursuant to
ection 107, the resulting rate of interest may not exceed 1Y per month

(12% per vear).
EFFECTIVE DATE: Immediately upon publication.

ADDRESS: National Credit Union Administration, 1776 G Street, N.W

*

Washington, D.C. 20456

FOR FURTFER IXNFORMATION CONTACT: Robert M. Fenner, Assistant General
Counsel, or Edward J. Dobranski, Senior Attorney, both of the Office of
General Counsel, Naztional Credit Union Administraticn, at the above

address. Phone: (202) 357-1030.
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' Interpretation

[ IRPS No. 7%9-9]

This interpretation states that the effect of a cczpensating balzance
must be considered in order to determine the rate of interest on a Feleral
credit union (FCU) loan to a member for purpcses of Section 107(5)(A)(vi)
of the Federal Credit Union Act (12 U.S.C. 1757(5)(A)(vi)). Trat section
states that the rate of interest on a loan to a zecber shall not exceed 1%
per month (12X per year) on the unpaid balance inclusive of 2all service

charges.

1. DEFINITION OF COMPENSATING BALANCE

1. The term 'compensating balance' rmeans a deposit in a Federal credit
'm:'on (FCU):

. (a) that the FCU requires that the

cenber/borrower make; 1/

(b) that is created frem either (1) part or
all of the proceeds of the loan or (ii) from
any outside source (including the borrower's

- own funds); and

1/ Systezatic loan/savings plans dc not fall within the scope of this
interpretive ruling. The issue of whether such plans =ust be considered
for purpcses of 12 U.S.C. 1757(5)(A)(vi) will be addressed in a subsecquent

"nterpret ive ruling.



‘ (c) that is not accessible to the

menber/borrower for a given period of ti-e.

2. The term does not include any deposit in the FQU that the
rember/borrover has rade previously without regard to any loan requirezent

or lending policy that such a deposit te wade, and the zmount of which is

given as security for the lcen.

An explanation of the terms used in the definition is cet forth Selow.,

The term 'deposit' refers to a share account of anvy type, or a s*

certificate account,2/ or a certificate of indebtedness. It does not

include the $5 share menmbership requirement, for that Tequirement exists

independently of any loan (even if given concurrently with a loan) and is

. mandated by Section 109 of the Federal Credit Unionm Act (12 U.S.C. 1759).

The term 'recuires that the member/borrower make' ceans that funds

must be placed in the FCU in order to obtain a particular loan. It is
important to note that this requirement can arise in a nucYer of wavs; for
example, on the face of the loan agreement (such as a security requirement
or a requirement of deposit [with or without security]); as an FCU lending
-policy (e.g., that to qualify for a loan the menber/borrower must have 20%
of the loan amount in shares); or a requirerment that is conveved crzlly to

a particular borrower (e.g., by the lcan officer).

2 Thus, if 2 share certificate is required to be purchzsed as a

condition of a loan, and it is required to be given a2s securitv on the
‘ lcan, then a compensating balance arises.
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. The term 'created from the loan proceeds' is essentially celf

explanatory, i.e., part of the loan is kept in an account in the FCU.3/

The term 'created from any outside source (including the borrower's
own funds)' covers the situation where the borrower receives the entire
amount contracted for in the lozn agreerent, but is recuired to place 2

certain aocunt of funds (from zny source) in the FQU, &end such funds =zav

not be withdrawn for a given tirme period.

The term 'not accessible to the menber/borrower’ reans funds to wrich
a borrower does not have an automatic, unfettered right of withdraual.f_/
Thus, e.g., funds that are placed with the FCU as a requirément of the
loan, .and that are subject to withdrawal only with credit coomittee
.pproval pursuant to a separate requirement in the loan agreecent or
pursuant to a security interest in those shares, would be conc<dered not

accessible for purposes of this interpretation.

The term 'compensating balance' as used herein does not include zny
funds that were previously and independently placed into a share account
(without regard to any lending policy or loan recuirement) and that are

subsequently offered as security for the loan. Such furnds do not affect

3/ Note that estate loans (where the borrower requests that all

"proceeds of the loan be placed into shares, and which are inaccessible),

will be addressed in a subsequent interpretive ruling.

4/ Pursuant to the same raticnale applicable to the $5 shzre zezbership

Tequitement, the imposition by the FCU of the 60 day notice of withdrawal

requirement on all accounts, as provided for in Article 111, Section 5(a)

of the Federal Credit Union Byvlaws, does not render shares inaccessible !

‘or purposes of this ruling.



‘the 1Z per month interest rate limitation. For example, surpcse an FQU
requires 207 of the lcan balance to be maintained in shares in order to
qualify for a lcan., 1f a member wishes to borrow $5,000, in order to be
eligible to borrow such an amount, $1,000 must be in shares (with such
$1,000 being inaccessible for a certain period of time). If the nexber
already had $1,000 in shares (znd no portion of the $§1,000 was placed in
shares for the purpose of ceeting the FCU 207 requirecent for a
contemplated lcan), and if the chares are given as security on the lczn, no
compensating btalance arises, even though the funds are iraccessible uatil
the loan balance is less than the share anount. However, if the memter had
only $600 in shares, and put $400 from his or her own pocket into the share
account in order to qualify for the loan (or agreed to place $400 fro= the

‘loan proceeds into shares), then a $400 compensating bzlance exists znad

that compensating balance must be considered in deternining the rate of

interest for purposes of Section 107(5)(A)(vi) of the Federal Credit Union

Act.

II. LEGAL RATIONALE

As stated above, the pertinent provision of the Federal Credit Union
A;t is Section 107(5)(A)(vi) (12 U.S.C. 1757(5)(A)(vi)), which provices
that the rate of interest on an FCU loan shall not exceed 1Y per wonth (12%
per year) on the unpaid balance inclusive of all service charges. The

issue which has arisen concerning the relationchip between Section 107 and

compensating balances is best illustrated through an exanple. 1f a loan of




.l,OOO is contracted for, with monthly ravments, and if the FCU requires

that $200 of such loan be placed in the borrower's share account {(to be
inaccessible for a given period of time), upon what amount may the FCU

charge 12% per year (i.e., what is the unpaid balance)?5/

It is NCUA's position that 12% per year may not be acssessed upon the

entire amount of the loan ($1,000 in the exzople)., This pcsiticn is
predicated upon recognition of the time value of money and upon the
resolution of this issue reached by a vast rajority of those courts that

have addressed it.

The term 'interest', by definition, mandates consideration of the

funds a borrower has use of and of the time the borrower hag use of such
‘unds._6_/ Interest is thus the value of funds available for one's use, That
value varies depending upon how long fhe funds may be used, i.e., the time
value of money. When funds 'borrowed' may not be used for a perioé of
time, the value of those funds decreases. The resulting value is terred
'present value'. Thus, for example, given a loan of $1,000 with a 5200

compensating balance, 1Z per month may be assessed only upon the sum of

5/ Stated another way, what is the maxinum monthly interest rate factor
that pay be applied to the full $1,000? 1t is understood that FCU's will
of necessity perceive the computstion as a determination of the periocdic
interest rate factor and treat the loan as one for $1,000. The discussion
in the text is used simply to more clearly explain the issue.

6/ 'lInterest' is universally defined as cocpensation received by a

lender for the use of money. See, e.g., 47 C.J.S. Interest §1 zand 45 Anm.
Jur. 28 Interest §1, for a llsting of a number of cases that have
recognized this definition. Interest can also be viewed as compenszation
for the creditor's loss of the use of funds. Thus, when a cozpensating

balance is required for a given time period, the creditor is not deprived
the use of funds for such time.




'5800 plus the present value of the $200 compersating telance. (That is

b

the FCU will te peimitted to charge 1% per month [12% ;er year] on an
amount somewhere between $800 and $1,000, depending upon the present value
of the $200). The present value will vary depending uron how long the $200
is inaccessible. The lcnger the period of inaccessibility, the less its

present value. In the alterrative, the unpaid balance can be carried on

the FU's bocks as $1,000 in the exzople. In that sitvation, the nonthly

interest rate factor assessed upon that §1,000 cennot be 1%, tecause of thre

time value of money, and thus nust necessarily be less that

1% (how nuch so

again depends upon how long the $200 is inaccessible).7/

The concept of the time value of money, and why it must be considered

when determining the relationship between a coopensatirg balance and

.sect ion 107,

compared to a wmultiple advance lcan. Given a loan for ¢1,000 for one vear,

is clearly evident when a compensating balznce type loan is

if the FCU states that it will advance $250 to the borrower at once, $250

after one month, and $500 after six months, it is clear that if the FCL

charges 1% per month on $1,000 from the date of the first advance, the rate
of interest is greater than 14 per month on the unpaid balance. Such a

scheme would generate a greater rate of interest to the FCU than if the

transaction was viewed as three separate loans, with 1% being charged on

$250 for one vear, 14 on $250 for 1! months, and 1% on $500 for six

7/ As noted in footnote 5, since the FCU will choose to consider the

unpaid balance to be the full arcunt of the loan, the conthly interest

rate factor must be arrived at by considering the elecents of use and tirme
.(i.e. the time value of money).



.onths. The crucial aspect in this type of determirnation is the time value
of money (i.e., the funds the borrower has use of). A compensating balance
is similar. 1f the FCU withholds part of the loan until a later date,
(5200 in the example), the maximum interest rate may not be assessed upon
that $200 if the borrower does not have immediate use of it.8/ Of course,
time value wmethods of computation exist so that present wvalue and the
resulting rate of interest may be determined at the inception of a

conpensating balance loan. This rate may not exceed 12% per vear.

As noted previously, a number of courts have addressed the issue of
whether a compensating balance must be considered in determining the rate
of interest on a loan, and the vast majority have concluded that such a
consideration is necessary.g/ It is important to note that the cases
.referred to dealt with state law usury provisions. 1In short, many of the

courts determined not onlyv whether an excessive rate wes actually reserved
or received, but also determined whether the lender intended to reserve or
receive such an excessive rate. This dual determination was nécessary in
those cases for each involved a provision imposing a penalty for charging
an excessive rate of interest. The cases thus dealt with allegations of

usury, i.e., excessive interest rates and allegations that such rates were

charged by a lender with usurious intent, the latter being necessary to

8/ Given the concept of the use of money, it makes no difference

whether the cowmpensating balance is created from the loan proceeds or from
the borrower's own funds.

9/ For a general overview of case law addressing the cuestion of
whether usury results when a creditor requires a deposit of a debdbtor's

‘funds, see 92 ALR 34 769.



.lnvoke the penalty provisions.,

Unlike the court decisions, this interpretation does not address an

entire usury provision. The usury provision of the Federal Credit Union
Act is composed of two sections, §107(5)(A)(vi) and §107(5)(A)(vii). The
former sets forth the raximum interest rate (1% per month); the latter, the
renalty a borrower rnay invoke in court for a knowing violation of that
limit. This interpretation necessarily encompasses only §107(S)(A)(vi) for
it is solely that section of the usury provision for which NCUA is charged
with regulatory responsibilitv. That responsibility extends only to
interpreting what is necessary to determine the 'rate of interest on the
unpaid balance'. It does not extend to making a determination of whether
any particular action is usurious, i.e., taken with knowledge that an
excessive rate was reserved or received (or cloaked with an intent that
evidences such knowledge) so that the penalty provision of §1C7(3)(A)(vii)

would be invoked. That type of determination is for a court, in an action

brought by a borrower under §107(5)(A)(vii) (12 U.S.C. 1757(5)(A)(vii)).lg/

Again, the courts, although making the dual determination noted, have
overwhelmingly concluded that the imposition of the maximum interest rate
on the amount contracted for, without consideration of the loss of use of

money for a period of time which results from the imposition of a

10/ QE"?Ecognize, of course, that an agency pronounce=ent such as

this could very well be perceived by a court, in an action by a borrower
under §107(5)(A)(vii) against an FCU, as imparting knowledge to an FCU for
purposes of that section. That resclution, however, is for the judiciary,
not NCUA, and will necessarily turn upon the facts in each particular

.CESE.



‘rm.pensating balance, constitutes the charging of an excessive rate of

interest.

Given such judicial precedent, and given present cay concepts of the
time value of money, NCUA interprets Section 107(5)(A)(vi) of the Federal
Credit Union Act as requiring that coopensating balances and their
resulting loss of use of money nust be considered when determining the rate
of interest on the unpaid balance. This does not mean, of course, that
cot.pensating balances are illegal. 1t does mean, however, that 3 vicolation
of Section 107(5)(A)(vi) occurs if, given consideration of anv cocpensating
balance, the rate of interest exceeds 1% per month (12X per year) on the
unpaid balance inclusive of all service charges.

o

COMPUTATION

As noted previously, accepted methods of computation for determining
the effects of a compensating talance may be employedtll/ Such methods
determine how the compensating balance affects the rate of interest through
consideration of the length of time the funds are inaccessible to the

borrower and the amount of such funds. The computation for this
determination must be done pursuant to such accepted methods of detercining

present value (i.e., determining the present value of funds that are

11/ For example, Supplement I to the Federal Reserve Board's
Regulation Z sets out such a cethod. Note, however, that that method
encompasses the actuarial computation of interest, not the U.S. Rule

cerputation.  Supplement I can be adapted to fit the U.S. Rule method

.oweve T.

10



.nacccssible for a given period of time). Once the present value of the
coupencating talance is determined, the unpaid balance can be couzputed.
Or, in the alternative, the FCU can compute the maximua periodic rate
factor which may be applied so that the rate of interest does not exceed 1%
per month (12% per vear). Although NCUA will sdvise any FCU that intends to
inpose a compensating balance of the rmethods of calculztion, it should be
noted that any FCU that dces icpcse a comypensating balence will bear the
burden of demcnstrating that the rate of interest does not exceed 1Y per

month (12% per vear) on the unpaid balence. In this regard, FCU's should

note that since the computations are somewhat difficult, they should ensure

that they can accurately perform them. This is especially important given

§107(5)(A)(vii), the penalty provision.

dividends paid on a compensating balance may be considered in cetermining

Two other aspects of the computation deserve note. First, any

the rate of interest. Thus, the greater the dividends paid on the
compensating balance, the lower the rate of interest.12/ Consideration of
dividends is not mandatory (since dividends serve to lower the rate of

interest), however, they may be considered by any FCU that can compute

their effect.

12/ Although FCU's do not know in advance what the did dend rate will
be (nor can they guarantee a rate), legally no objection exists to the use
of a good faith estimate based upon past dividend rates or reasonable

.project ions.
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. Second, since an FCU by lawl3/ may not frecze shares in excess of any

Ycan balance, portions of the compensating balance must be rade available
whenever the compensating balance exceeds the outstanding loan balance. 1If
this happens, the stapggered accessibility of funds can be considered in
calculating the interest rate, if the FCU so chooses (and if it has the
capability of performing the recuisite rathermatical computations).

However, in making its calculations to determine the effect of the
compensating balance, the FCU mav also choose to simply treat the
compensating balance as though it is not accessible for the life of the

loan. R

IV. SCOPE

NCUA recognizes that this interpretation raises a host of other

vestions concerning a oyriad of situations that do not fall within the
q b

4

definition of the term 'compensating balance' as set forth herein. It is
the agency's intent to address in a subsequent interpretive ruling a number
of those situations, such as FCU thrift.plans, open end loans, estate
loans, prepaid interest, and funds that are withheld from the borrower but

% are not placed in a deposit account or CI (e.g. in escrow with a third

party).

-/
‘ 010 ROSZMARY BRADY
| 12 DEC 472 Secretary

‘ National Credit Union Administration Board

. —]:2/ Article 111, Section 5(c¢) of the Federal Credit Union Bvlaws.
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