
NATIONAL CREDIT UNION ADMINISTRATION
W~shin~on, D.f- 20436

June 9, 1988

Office of General Counsel

Ms. Mary Lou T. Wyrobek
Trust Officer
Employee Benefits/Institutlonal
Manufacturers and Traders Trust
One M&T Plaza
Buffalo, New York 14240

Trust Services
Company

RE: Securities Held in Nominee Name (Your
March 17, 1988, letter)                 ’

Dear Ms. Wyrobek:

The Federal Credit Union ("FCU") Act does not prohibit or
restrict a trust company from the common practice of holding
investments in its name (as nominee) for an FCU. However,
such an arrangement can present safety and soundness problems
if proper steps are not taken to assure that the nominee is
trustworthy and that the FCU acquires and maintains title to
its investments.

The FCU Act and NCUA’s Rules and Regulations -- particularly
Sections 107(7), (8), and (15) of the Act [12 U.S.C.
S1757(7) ,(8) ,(15)] and Part 703 of NCUA’s Rules and
Regulations [12 C.F.R. §703.1-.4] -- empower an FCU to make
certain investments, and do not prohibit the investments’
being held in a third party’s name as nominee.

Some FCU’s have suffered significant losses from third
parties who have misappropriated investments held in their
names as nominees. As with broker and other trust
relationships, it is crucial for an FCU to know the third
party and assure it maintains legal title to the Investment.
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Some helpful guidance in this area has been provided in
IRPS 88-I, recently issued by the NCUA Board in conjunction
with other financial institution regulators. A ~opy is
enclosed.

Sincerely,

T I          Mc COLLUM
Assistant General Counsel

HMU:sg

Encl.

cc: Director, Office of Examination & Insurance



Tu see what y<~ur p~ym,,nts wuuld have
been dunng thdt period, div+de y,~ur ~sage
amount by ~0.~ then multiply the monthiy
payment by ~he resultJn~ amounL (For
example, m I~7 ~ monthly ~ent f~
mo~saSe 3mount of ~,~ t~en out in I~7
would ~: ~.~ ~ ~fi.~ = ~ 8 x ~.~
= ~28.42.)
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NA~ONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 703

Interpretive Rulin~ and Policy
Statement No. ~S-1; Policy o~
Selection of ~,curition Dealers md
Unsuitable Investmer~s~h~’Uces

AGENCY: National C’l’~it Union
Administration ("NCUA"}.
ACTION: Interpretive ruling and policy
statement number 88-1.

SUUMAI~Y:. With minor modifications, the
NCUA Board has adopted as its
statement of general policy for Federal
credit unions ("FCU’s") the Federal
Financial InstitUtions Examination
Council ("~LEC"] supervisor~ poi~
entitled "Selection of Se~u’ities Dealers
and Unsuitable Investmeot Practices."
The FFIEC has recommended that its
constituent members adopt the policy.
|=FT:E¢’rlVE GATe: May 23. 1988.
AOOR£$$~S: National Credit Union
Administration. 1.776 {~ Street. NWV..
Washington. DC 20453.

Timothy P. McCollum, Assistant
General Counsel or Julia Tamulev~.z,
Staff Attorney. Office of Genera]
Counsel, NCUA. at the above address or
telephone (202) 357-1030.

an inter-agency ~’oup. has
recommended that its constituent
members--the Federal Reserve Board,
the Federal Deposit Insurance

Corporation. the Federal Home Loan
Bank Board, the Nalionai Credit Union.
Administration, and the Office of the
Corn ptroller of the Currency-adopt its
supervisory policy entitled "Selection of
Securities Dealers and Unsuitable
Investment Practice~" The NCUA Board
approved the FI~EC superviso~ policy,
with minor modifications, on April 22.
1988, and authorized its inclusion in
NCUA’s official ~jstem of Policy
Statements.

T~e supervisory policy providee
guidance to financial inatit~tions
conceroin~ selecUon of securities
brokers and avoidance of tm~nd
investment prac~c~. It is
with advice that NOJA ha~ provided to
FCU’s on numeroes I~eviotm

NCUA. Ln adopti~ the ~upe~isory
policy as its general policy, has made
minor modificalJo~ to the supervtsory
policy to clarify the! certain investmen!
practices discu~ed i~ the s~teme~l are
not permissible fo¢ l~’l.r~. Sections
~). ~o~(a) ami ~0~(~) of the Federal
Credit Union Ac~XU U.S.C.
~’ST(a) and ~ST(~S) ~zl Part ma of
NCUA’s Rules@e~l Regulations p2 C1~
703.1-70~.4) contain ~ investmeM
and deposit authadty, l~-’trs cm~iderb~
investmont ~ pr~stsly-~mmd
related securitiem pu~s~mt 1o sectiom
10~(~5)(B) of the Federal Credit U~ion
Act (~ U.S.C. ~ps)(S)) shoukl al~o
review NCUA L~t.e~ to Credit
Number ~.
Interpretive Ruling and Policy Statement
Number 8~-1

Policy on Selection of Secttrities
Dealers and Unsuitable Investmen~
Practices.

PurDose
This issuance is to provide you with

recommended procedures to be
employed when selectin8 securities
dealers and to advise you of certain
securities activities that NCUA end the
other Federal financial institution

re~ulatora view as unsuliable in ms
investment portfolio.

Bock#round
The Federal financial institution

resadators have become ewere of
speculative actfv~ ~ Ires taken
place in a number of ffmsnoial
institutions’ investment portfolios:
Certain of these institutions have failed
because of the spqoulstive activities, -
and other institqttons have been
weakened significantly es their eandn~
and capital have been Impaired and t~
liquidi~ of their securities has beret
eroded by the depreciatSon in the~
market value.

Speculativ~ activit7 ohms occurs
when a financial tnsUt~o~’s ~
portfolio man~e~ foilow~ tim advice of
securities dealers who, in order to
generate commies|on income, encour~e
speculative practfces that ~re unsuitsble
for the investment port~ollo.
P.ecommend~fo~ Concemin~ ~
~electfon of o 5ecurlUe~ Deal~

It is common ~or th~ tnvestma~
portfolio mam~m ol many

advice of a s~uritfes esbs
representative lot:. gecemmendetlem of
proposed investments; fmmshnant
strategies: and the Umins and pd~n~_ ~
securities transactions. Accordingly. it is
important for the mana~emant of these
institutions to know the securities rums
and the personnel with whom they deal
An inve;tment portfolio manager should
not engage in secarities transactions
with any securities dealer that is
unwfllin~j to provide complete and
timely disclosure of its Financial
condition. Manasement must review the
dealer’s financial statements and make
a judsment about the ability o/" the
dealer to honor its commitments. An
inquiry into the ~eneral reputation of the
dealer also is necessary.

The hoard of directors and/or an
appropriate board committee should
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r~,~,:w .~nd .mpp.)ve ,1 list ot’
firms w~th whom the finunc~al

to du ~u~m~ss. ~e ~oilowm~
de~ler selection ~tandards are
r~c,~mmended, but are not all-reclusive.
The d~aler s~iec~un proc~ss

¯ A cu~sideralion o[ the a~;i~y o~ the
se~unties ~e~ler and ~ls subsidiaries or
affiliates to ~ulfi~l commitments as
evidenced by capi~l strength and
oper~i~ result~ ~oted in curr~t
financial data, a~ual ~rt~.
reports, etc.:

¯ ~ inqui~’ into the dealer’s general
repu~a:ion ~or ~inancial s:abt]ity and fair
and honest dealings w%.h customers,
including an inqu~ of pa~t or c~ent
financ~[ institution ~u~tomers
securities dealer

¯ An inquiry of appropriate state or
Federal securities regulators and
securities ~ndust~ ~f-regu[ato~
o~anizations, s~ch as ~e Nation~
Association of Secu~ties Dealers.
concerning any fo~al enfor~ment
~ctions against the dealer or its a~liates
or associated personnel;

¯ An inqui~, as approp~ate, into
background of the sales representaUve
to determine ~s or her e~pe~en~ and
expe~ise:

¯ A dete~ination w~ether the
Enancial institution has approp~ate
procedures to establish possession or
control of secu~ties pu~hase~
~hased securiUes,~
agreement colla~er~t~uld only ~ kept
in ~fekeepin8 with= selE~ deale~ when
(1) ~e board is completely satisE~
to the creditwor~iness of ~e sec~Ues
dealer and (2) the a~ate value of
securi~es held in ssfek~pi~
ma~er is within ~edit Emitatio~ ~at
have been appmv~ by ~ ~ of
di~cton, or a co~itt~ of
for ~e~ed ~an~c~ons (~e
Po[i~ Statem~t adored Octo~r
NCUA’a ~te~Uve ~8 and ~i~
Statement No. ~2~ F~I
unions, when enter8 ~to a ~p~ase
s~ment wi~ a broker/dealer, a~ not
permi:ted to maintain ~e ~ilateral ~th
the broker/dealer, refe~nce Pa~ 7~ of
the .National Credit Union
Adminis:ration Rules and Regulations.

As par~ of th~ ~cess of mana~ a
financial izst~lion’s ~lationshi~ with
secu~ties dealers. ~e ~ard ~f d~to~
may wish to consider includi~ in the
code of e~t~ or ~on~uct a prohibi~on
by those employees who a~ ~ecfly
involved in purchasing and selling
securities for the institution
engages in personal se~t~es
transactions with the same secunUes
Erm ~hat the institution uses for its
transactions w~thout s~ciEc board

employ~s ~minl I~
~t~s. ~ltui~s ~ ~lvel e~nses
approved dealer ~s a~d t~ir
personnel (~i~ ~ in this conn~tion
the ~k ~ ~w, 18 U.S.C. 215 and
inte~retive ~lea~s).
Objectionable lnves~ent

Rnanciai i~ti~flon dkecto~
respo~ible for ~ent z~lnis~ti~
of inves~a~ ~ ~ties.
inv~ent ~&~ ~dttionall~
been ~inta~ to provide eami~
liq~diW, and a ~a~ of dive~f~
r~sks. When ~v~ent ~ar~cfl~
ente~d ~to ~ anti~ou of tak~
8ai~ on ~o~-Ie~ p~ movements.
the tran~cUo~ a~ no loner
characte~sflc of p~dent investment
activities ~d should be conducted ~ a
sec~H~ ~adi~ accost.
~ad~ of ~e W~s de~ ~ ~on
1 of the at~ append~
view~ at unsuitable acti~ties when
they a~ conduction a ~man~
insU~tion’s ~v~ent
~c~tiet ~d~ should ~ke p~

and ~ ~de~n o~y by
~at have t~ ~pital ~d
eam~8 ~i~ Acquisitions
va~ous fo~ of ~m ~u~ s~p~

~siduala ~ ~ ~on H
attach~ a~ ~
inc~a~ ~lo~ attenflm

be ~nsid~ ~table

tradinI

institutioe.
The t’ollow~nl pmcUcm am

considered to be m~uitable when the,/

po~o~ l)~au~ In.manet
hoidinss are accosted tee st cost, mM
losses m

re~d~ in a im~io d ~n--"t~ wi~

Appendix

1. Tradin8 in the Investment Port[alia
Trading in the investment portfolio ia

characterized by a hish volume of
purchase and sale activity, which, when
considered i~ Esbt of a short hoidi~
pe~od for seamties, clearly
demonsU’~tes m~n~sement’s intent to
profit from ~hart-term price movements.
In this situation, a f~i]ure to follow
account~ ~ mporttnS stand.Is.
applicable to ~mdin8 ac~ounta m~y
result in a misstatement of the financial
institution’s income and a filins of false

practices ~om ~ato~ ~.
opportunity for.substantial pric~
changes to o~:tw before payment fo~ the
securities is due.
B. "When-L~ued" Securities l’radins

"When-issued" securities tmdin~ is
the bu~ng and seHin~ of seoariU~ in
the interim between the ammuacemmt
of an offerin~ md tim tssuam:m and
payment data of these securit~ A
pu.~a~ of a "wlmu-isroed" security
acquires all ~ ~ ~d ~ d

"wh~-~ ~ at a ~Bt ~
takL~8 de~v~ ~d ~ ~ it
F~uent ~sm ~d ~l~ of



e
C. "’Pair-Offs’"

A "pair-off’ is a sec~’ity purchase
transaction which is cimed out or sold

in the..e ct~cumstlnces It isher~dy
speculative led is t wholly u~suitoble
investment prlcflce for c~edfl vnions
Ind olhor rinenctei isltituticns.

at. or prior to. settlement date. ,~ ass
example, in investment portfolio A short 14Jo b ~be 84de d e ~
mane8er will commit to purchase i tbet is lot owned. The purpoee.d.e
security: then. prior to the short ~al~ ~enereny is to q~e(ndato o~
predetermined sett;emen! date. the the fail in the ~ o(the ~’tlri~. Short
portfolio manaser will "pair-oIT’ the sa!es are speculative ~’8aNtcfle~ tlmt
purchase w:th a sa!e of the same
security prior to. or on. the ori@nal
settlement date. Profits or losses on the

should be conducted in e ~
account, end when conducted is d~
invesunent portfoi~ they ere
considered to be unsuitabl~.

Short sales are not parmissib]e
activiUel for Federal credit unions.

transaction are settled by one party to
the transaction remittin~ to the counter
party the difference between the
purchase and sale price. Like "’when-
issued" tradins. "’pair-offs" permit
speculation on securities price
movements without payin8 for the
securities. Pair-off transactions usin8

- c~sh forward agreements are
impermissible for Federal credit unions,
Accordin8 to NCUA’s re~latiom cash
forward a~reements (settlement
or~-urrins ~)etween 30-120 days] must be
settled on a cash basis.

D. Corporate Settlement on U.S,
Government and Fed_e~r’~J Aeency
Securities Pm-chas~.e~

Reeular-way settlement for
transactions in U.S. Government and
Federal asenc~ securities is one
business day after the trade date.
ReBuilt-way settlement for corporate
securities is five business days afle~ the
trade date. The use of a settlement
method (5 business days] fm
Government securities purchases
.appears to be offered by dealers in o_rder
to facilitate speculation en the part
.the purchaser.

E. Repositionin8 Repurchase
Asreements

Dealers who encourase speculation
lhroush the use of "p~ir-ofP’, "when-
issued" and "corporate settlement"
~ransactions often provide the financin8
at settlement of purchased securities
which cannot be sold at a profit. The
buyer purchasin$ the security pays the
dealer a small "margin" that is
equivalent roughly to the actual loss in
the security. The dealer then agrees to
fund the purchase by buyin$ the securiW
back from the purchaser under ~ resale

cash aowe,
All lO’s end PO’s have ~ ~datile

price characteristics based, in lint. on
the payment of the und~dyin~ mo~eases
and consequently on the maturity of the
stripped security. Generally, PO’s will
increase in value when interest rates
decline while lO’s increase in value
when interest rates rise. According/,
the purchase of an I0 strip may serve,
theoretically, to offset the istem~t rate
risk associated with mor~aSes and
similar instruments held by a ~al
institution. ~milarly, a PO may be
useful as an offset to the effect el

Residua]~

Residuals 8re the excess cash flo~s
~-om an ABS Iransacflon after ~
paymen~ d~ ~ ~ ~~ ~

extremely sendUve to prepayments, and
thus has a ~ da~ree of interest mrs
risk.

Generally, the value ot ~
interests in ABS’s rises when intent



r.~,~’~ r:s,’ Theoretically. * r~s,du’~! c~a
t~,.. used ~s a risk re.intErment ~ool 1o
,~f~e, ~e~ines m ~he value of fixed.rat¯
~.~e nr ~ portfolios. ~wever,
~hould ~ un~er~tood by ~ ~id~al
interest p~hase~ that the
’hcse ~nstrumunts ~s mverse~y ~ated ~o
:Fe,r ef(ecttveness as a risk management
veh*cle. ~ other words. ~e bighesl
),aiding ~S ~siduals have limited risk
management value usually d~ ~oa
~mpli~(ed ~ m~ct~ ~/~
unusuml coil¯carol ch~ctem~
make modelin8 and undeniable the
economic cash flows ve~

Alternatively. those ~s~duais priced
for modest y,elds generally have
positive ~sk management
characteristics.

In conclusion, it is important ~o
~derstand that a r~sldual
highly dependent upon ~e p~payments
received. Cau(ion should be exerc~ed
~hen purchasing a residual interest.
~speciaIly higher "yielding" i~terests,
~ec~use the risk associated over ~be life
o( the ABS’s =ay warr~t an even
higher return in order to ad~uate]y
compensate ~e investo~ for ~e L~terest
ra(e risk ass~ ~ o( ~ese
equity inteRsts shoed be s~ppo~ed by
m-house evalua~oos o( po~ible rate
return r~es L~ combina5oo
vaWi~8 p~epayme~t ass~p~e~.

Or, Iy residbai inteRsts ~ .~’s rated
m one of the top two
are per~ssible acquisit~o~ for Federal
credit ~nions. HoIding o( .~ residuals
should be ac~ted for m ~e m~er
disc~sed ~der s~ipped morale-
backed sec~ities and should
re~rted as "Other Assets"
re~atow R~.

C O~er Zero Cou~n or S~p~
~uc~

The Lnterest and/or prin~peJ po~ons
of U.S. Government obligations are.
sometimes sold to financial institutions
in the form of stripped coupons, stripped
bonds {principal}. $’I~IPS. or propriety
products, such as CATs or TIGR’s. Also.
Originu! Issue Discount Bonds {C)ID’s}
have been issued by a number of
municipal entities. L,.~nger maturities of
these instruments can exhibit extreme
price volat~|ity and. according|y~
disproportionately large long-maturity
hcldings {in relation to the total
portfolio} of zero coupon securities may.
be unsuitable for investment holdings
[or f’mancla| restitutions.

(CCL}, welch idenUfles tEo~e items
subject to Department of Commerce
export controhJ. This ride amends a
number of CCL entries in tbe cate~rie¯
of meta|.workir~ macJd~ery: ~enersl
industrial equipment: transportation
equipment: electronics and~ predsion
instruments: metals, minel~Js, and their
manufactures; and
metalloids, petroleum product¯ and
related materials. The~e amendments
have resulted b’om a renew of strate~c
controls maintained bytEe U.S.

CoorcLinatin8 Committee {COCOM).
Such mu]U]ateral cootro~ restrict the

potenU~l adversaries. WIIE
concurrence of tee ~ent of
Defense. tee Department of Commeme
has determined teat tEe~ ameodments
to the CCL a~ necess~r~ to protect U.S.
national security interests.
~F~CllV| I~TI: This ride is effective
May ~, 19M.
FOR VUtqlVtllt reFORMATION
For questim~ of ¯ t .ec~mical natu~
re~ardin~ metal-world~ machtne~.
contact Surendra Dhir, Capital Goods
Technoiog3r Centee~Bureau of Export
Administratio~.Telephone:. (~) 3~’-

Center, Bm’eau of Export
Administ~atio~ Telephone: (202) 37T-
3806.

For questions of a technical natm’e
regarding electronics and precision
instruments, contact Robert Anstead,
ElectrorLi~ Component~ Technolos~
Center. Bu~au of Export
Adminis~’ation, Telephone: (20Z} 379’-
1641.

For questions of s t~chnical nature
reganiins metals, minerals, and their
manufactures, cmttact Jeff Tripp. Capital
Goods Technolo~ C~mter, Bureau of
Expor~ Administration. Telephone:. (~02}
377-130~.

general license a~ as ¯

dock o~ din&oeEghtm’,ladenaboerd
an expm’ti~ ~n’W~, (~ m ~te aboa~

actual on~ra fm ~ ~ ~ ~,
zgee, ~y t~ ¯xpomd,--d-r_ the 8emral

¯ ctually *xpomd bdom mldnllh! ldM

(~ u.s.c. ~ ~ ~J. ~ ~

nwb~ ~

requLrel that ¯ notice ofpmposed
rulemakin8 and an opportunity for
public comment be ~iven for this rule.


