
NATIONAL CREDIT UNION ADMINISTRATION

WASHINGTON, 0,C. 20456

October 2, 1990

Mr. Frank G. Embree
Senior Financial Services Officer
Hawaiian Trust Company, Ltd.
P.O. Box 3170
Honolulu, Hawaii 96802-3170

Dear Mr. Embree:

Re: Credit Union Investment Services
(Your August 15, 1990 Letter)

This is in response to your letter requesting comments from
the NCUA regarding the proposed investment services of Hawai-
ian Trust Company, Ltd. ("HTCL") to credit unions in Hawaii.
Enclosed with your letter was a°proposed sample "Agency
Agreement" (the "Agency Agreement") to be used between the
credit union and HTCL. As the NCUA regulates federal credit
unions ("FCUs"), we advise that you also contact the primary
state regulator of credit unions in Hawaii for comment con-
cerning state-chartered credit unions.

ANALYSIS

Two issues are presented here. First, it must be determined
that all of the investments and investment activities that
HTCL engages in for the FCU are permissible legal investments
and a~tivities. Second, it must be determined that the des-
ignation of HTCL as investment manager of FCU funds is a
proper delegation of authority by the FCU board of directors.

Sections 107(7), (8) and (15) of the FCU Act (12 U.S.C.
§§1757(7), (8) and (15)) and Part 703 of the NCUA Rules and
Regulations (12 C.F.R. Part 703) are the relevant provisions
of federal law regulating FCU investments and deposits.
These sections are enclosed for your review.

In your cover letter you state that HTCL "will use a combina-
tion of U.S. Government and Government Agency Obligations or
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any investment referenced by Credit Union Law Series section
2.05-1." However, the original "Statement of Investment
Policy", Exhibit "A" to the Agency Agreement, states that
"[f]unds will be invested solely in U.S. Treasury obligations
or repurchase agreements collateralized with U.S. Treasury
instruments." Neither the statement in the cover letter nor
Exhibit "A" to the Agency Agreement are sufficiently descrip-
tive to comply with federal law. In citing to the Credit
Union Law Series, we assume that you are referring to the
Credit Union Law Service published by Matthew Bender & Com-
pany, Inc. While this treatise is comprehensive, it is not
authoritative on federal law. Furthermore, any "repurchase
agreements collateralized with U.S. Treasury instruments"
must meet the requirements of Part ?03 of the NCUA Rules and
Regulations. 12 C.F.R. Part 703. We recommend that the
Agency Agreement should either specifically list the permis-
sible legal types of investments to be made or reference that
all investments will be made in accbrdance with the FCU Act
and NCUA Rules and Regulations. Additionally, it should be
noted that any investments made need also conform to the FCU
investment policy adopted by each FCU board of directors us-
ing your proposed investment services.

Assuming all of the investments of the HTCL program are de-
termined to be legal for an FCU, the second issue is whether
it is permissible for an FCU to enter into an arrangement
whereby it delegates its investment decision authority to an
investment advisor. Section 113(6) of the FCU Act (12 U.S.C.
§1761b(6)), provides that the board of directors of an FCU
"shall have charge of investments." It has long been NCUA
policy that the board of directors of an FCU may delegate its
investment authority only if certain conditions are met. Be-
fore ~elegating its investment authority, the board should
investigate to its satisfaction the integrity and financial
condition of any third party investment manager. The delega-
tion authority should be in writing and board policy should
state explicitly the authority delegated to the investment
manager. Under no circumstance should.the third party be
given carte blanche authority to invest credit union funds.

Moreover, an FCU that engages in investment security trading
must have expanded investment policies addressing issues in
the NCUA Letter to Credit Unions No. 89 (April 3, 1987)(en-
closed). The Agency Agreement should have a section whereby
HTCL covenants to follow the FCU .investment policy and its
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requirements. This requirement is in conflict with section 2
of the Agency Agreement which reads: "[HLTC] shall invest
all of the Agency Account in such manner as [HLTC] deems rea-
sonable and prudent in order to carry out [the credit
union’s] investment objebtives."

In addition to the above-addressed legal requirements, an FCU
must determine whether or not a particular program suits its
individual investment needs. The determination as to the
permissibility of a particular investment program, as well as
its suitability for a particular FCU should be made by the
board of directors of the FCU, with the advice of counsel.

This letter should not be interpreted as an approval or en-
dorsement of the HTCL investment program. It is merely a
discussion of the issues to be addressed in making a determi-
nation on the legality and suitability of a particular pro-
gram.                                     , i.

S~ncerely,

GC/MEC:sg
SSIC 4660
90-0844
Enclosures

Associate
/

!

~n
!neral Counsel
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§ 1758           § 108
Bylaws.-In order to simplify the organizat:on

of Federal credit unions the Board shall from time
to time cause to be prepared a form oforganizauon
certificate and a form of bylaws, consistent with
this chapter, which shall be used by Federal credit
union incorporators, and shall be supplied to them
on request. At the time of presenting the orgamza-
lion certificate the incorporators shall also submit
proposed bylaws to the Board for its approval.

§ 1759           § 109
Membership.-Federal credit union member-

ship shall consist of the incorporators and such
other persons and incorporated and un; ncorp,,rated
organizations, to the extent permitted bx rule.-. and
regulations prescribed by the Board. as may be
elected to membership and as such shail each
subscribe to at least one share of its stock and pay
the initial installment thereon and a uniform en-
trance fee if required by the board of directors: ex-
cept that Federal credit union membership shall
be limited to groups having a common bond of oc-
cupation or association, or to groups withR} a well-
defined neighborhood, community, or rural district.
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703.1--7032
PA RT 703

§703.1 Scope

Sections 107{7), 107{8} and 107(15) of the
Federal Credit Union Act (12 U.S.C.
1757{8). 1757(15)), set forth those securities,
deposits, and other obligations in which Federal
credit unions may invest. Included are securities
issued or fully guaranteed by the United States
Government or any of its agencies, shares of cen-
tral credit unions and any federally-insured credit
union, accounts in other federally-insured finan-
trial institutions, certain mortgages and mortgage-
related securities, and other specified investments.
This part interprets several of the provisions of
sections 107(7}, 107181 and 107{15~{B}. It also places
limits on the types of transactions that Federal
credit unions may enter into tn connection with the
purchase and sale of authorized securities, d~
posits, and obligations under Sections I0717},
i07(8), and 107{15)(BL This part does not apply to
investments in loans to members and related
activities, which are governed by §§701.21,701.22
and 701.23 (12 C.F.R. §§701.21,701.22 and 701.23};
to the purchase of real estate-secured loans
pursuant to Section I07(15){A), which is gov-
erned by §701.23: to investment in credit union
service organizations, which is governed by
§701.27 {12 C.F.R. 701.27}; or to investment in"
fixed assets, which is governed by §701.36 (12
C.F.R. 701.36).

§703.2 Definitions.

(a) Adjusted trading means any method or
transaction used to defer a loss whereby a Federal
credit union sells a security to a vendor at a price
above its current market price and simultaneously
purchases or commits to purchase from the vendor
another s~urity at a price above its current market
price.

(b) Bailment for hire contract means a contract
whereby a third party, bank or other financial
institution, for a fee, agrees to exercise ordinary
care in protecting the securities held in safekeeping
for its customers.

(c) Bankers’Acceptance means a time draft that
is drawn on and accepted by a bank, and that
represents an irrevocable obligation of the bank,

(d) Cash forward agreement means an
agreement to purchase or sell a security with
delivery and acceptance being mandatory and at a
future date in excess of thirty (30) days from the
trade date.

January, 1990

Part 703
Investment and Deposit Activities

(e) Eurodollar deposit means a deposit in a
foreign branch of a United States depository
institution.

(f) Facility means the home office of a Federal
credit union or any suboffice thereof, including but
not necessarily limited to a wire service, telephonic
station, or mechanical teller station.

~g) Federal funds transaction means a short-term
or open~nded transfer of funds to a Section 107(8)
institution.

(h) Futures contract means a contract for the
future delivery of commodies, including certain
government securities, sold on commodities
exchanges.
¯ (i)- Immediate family member means a spouse or
other family members living in the same household.

(j) Marhetprice means the last established price
at which a security is sold.

(k) Maturity date means the date on which a
security matures, and shall not mean the call date
or the average !ife of the security.

(1) Repurchase transaction means a transaction
in which a Federal credit union agrees to purchase
a security from a vendor and to resell the same or
any identical security to that vendor at a later date.
A repurchase transaction may be of three types:

(1) Investment.type repurchase transaction
means a repurchase transaction where the Federal
credit union purchasing the security takes physical
possession of the security, or receives written
confu-mation of the purchase and a custodial or safe-
keeping receipt from a third party under a written
bailment for hire contract, or is recorded as the
owner of the security through the Federal Reserve
Book-Entry System;

{2) Financial institution.type repurchase
transaction means a repurchase transaction with a
Section 107(8) institution;

13) Loan.type repurchase transaction means any
repurchase transaction that does not qualify as an
investment-type or financial institution-type
repurchase transaction.

(m) R~verse repurchase transaction means a
transaction whereby a Federal credit union agrees
to sell a security to a purchaser and to repurchase

703-1
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the same or any identical security from that pur-

O chaser at a future date and at a specified price.
~n) Section 10718) institution means a institution

in which a Federal credit union is authorized to
make deposits pursuant to Section 107~S.~ of the Fed-
eral Credit Union Act ~12 U.S.C. 175718~. i.e., an
institution that either is insured by the Federal
Deposit Insurance Corporation or the Federal Sav-
ings and Loan Insurance Corporation or is a state
bank, trust company or mutual savings bank oper-
ating in accordance with the la~-ofa state in which
the Federal credit union maintains a facility.

(o) Security means any security, obligation, ac-
count, deposit, or other item authorized for invest-
ment by a Federal credit union pursuant to Section
107(’7), 107(8), or 107(15~(B) of the Federal Credit
Union Act (12 U.S.C. 1757(7), 1757(8), 1757(15XB)),
other than loans to members.

(p) Senior management employee means the credit
union’s chief executive officer (typically this
individual holds the title of President or Treas-
ureriManager~, any assistant chief executive officers
(e.g., Assistant President, Vice President or Assis-
tant Treasurer, qVlanager) and the chief financial offi-
cer (Comptroller).

(q) Settlement date means the date originally
agreed to by a Federal credit union and a vendor for
settlement of the purchase or sale of a security.

(r) Short sale means the sale of a security not
owned by the seller.

(s) Standby commitment means a commitment to
either buy or sell a security, on or before a future
date, at a predetermined price. The seller of the cbm-
mitment is the party receiving payment for assum-
ing the risk associated with committing either to
purchase a security in the future at a predetermined
price, or to sell a security in the future at a predeter-
mined price. The seller of the commitment is
required to either accept delivery of a security (in
the case of a commitment to buy) or make delivery
of a security (in the case of a commitment to sell),
in either ease at the option of the buyer of the com-
mitment.

(t) Trade date means the date a Federal credit
union originally agrees, whether orally or in writ-
ing, to enter into the purchase or sale of a security.

(u) Yankee Dollar deposit means a deposit in a
United States branch of a foreign bank licensed to
do business in the state in which it is located, or a
deposit in a state chartered, foreign controlled bank.

§703.3 Authorized Activities.
(a) General Authority A Federal credit union may

contract for the purchase or sale of a security
provided that:

I I~ The delivery of the security is to be made
within thirty 1301 days from the trade date: and

t2i The price of the security at the time ofpur.
chase is the market price.

~bt Cash forward agreements. A Federal credit
union may enter into a cash forward agreement to
purchase or sell a security, provided that:

t 1 ~ The period from the trade date to the settle-
ment date does not exceed one hundred and twenty
~ i201 days;

t2, If the credit union is the purchaser, it has
written cash flow projections evidencing its ability
to purchase the security;

t3/ If the credit union is the seller, it owns the
security on the trade date: and

t4) The cash forward agreement is settled on a
cash basis at the settlement date.    .

(c) Loans, shares and deposits--other financial
institutions. A Federal credit union may invest in
the following accounts of other financial institu-
tions as specified in Section 107(7) and 107(8) of the
Federal Credit Union Act (12 U.S.C. 175717),
175718)): loans to nonmember credit unions in an
aggregate amount not exceeding 25 percent of the
lending credit union’s unimpaired capital and sur-
plus; shares, share certificates or share deposits of
federally insured credit unions; shares or deposits
of any central credit union specifically authorized
bv the board of directors; and deposits of any Section
lbTt8~ institution. Any such investment is subject
to the other applicable provisions of this Part 703.

(d) Repurchase transactions. A Federal credit
union may enter into an investment-type
repurchase transaction or a financial institution-
type repurchase transaction provided the purchase
price of the security obtained in the transaction is
at or below the market price. A repurchase
transaction not qualifying as either an investment-
type or financial institution-type repurchase
transaction will be considered a loan.type
repurchase transaction subject to Section 107 of the
Federal Credit Union Act (12 U.S.C. 1757), which
generally limits Federal credit unions to making
loans only to members.

(e) Reverse repurchase transactions. A Federal
credit union may enter into a reverse repurchase
transaction, provided that either any securities pur-
chased with the funds obtained from the transaction
or the securities collateralizing the transaction
have a maturity date not later than the settlement
date for the reverse repurchase transaction. A
reverse repurchase transaction is a borrowing
transaction subject to Section 107(9) of the Federal
Credit Union Act (12 U.S.C. 1757(9)), which limits
a Federal credit union’s aggregate borrowing to 50
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percent of its unImpaIred capital and surplus
iD Feder~ll[unds. A Federal credit union may sell

Federal funds to a Section 107¢8~ institutmn.
provided that the interest or other constderatmn
received from the financial institutmn ts at the
market rate for Federal funds transaction and that
the transaction has a maturity ofone or more busi-
ness days or the credit union is able to require
repayment at any time.

~g} Yankee Dollars. A Federal credit union may
invest in Yankee Dollar deposits in a Section 107{8}
institution.

(h~ Eurodollars. A Federal credit union may
invest in Eurodollar deposits in a branch of a
Section 107~8~ institution.

li~ Bankers’ acceptances. A Federal credit union
may invest in bankers’ acceptances issued by a
Section 10718) institution.

§703.4 Prohibited Activities.

{a} Except as provided in §701.21f!}, a Federal
credit union may not purchase or sell a standby
commitment.

’b~ A Federal credit union may not buy or sell a

futures contract.

,c~ A Federal credit union may not engage in
adjusted trading.

~d~ A Federal credit union may not engage in a
short sale.

(el A Federal credit union’s directors, offi-
cials, committee members and senior manage-
ment employees, and immediate family members
of such individuals, may not receive pecuniary
consideration in connection with the making of
an investment or deposit by the Federal credit
union.

If~ The prohibition contained in subsection �’e) also
applies to any employee not otherwise covered if the
employee is directly involved in investments or
deposits unless the board of directors determines
that the employee’s involvement does not present

¯ a com"lict of interest.
~g) All transactions with business associates or

family members not specifically prohibited by
subsection ~e} must be conducted at arm’s length

"and in the interest of the credit union.
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NCUA LETTER NO. 89

APRIL 3, 1987

TO THE BOARD OF DIRECTORS OF THE FEDERALLY INSURED CREDIT UNION
ADDRESSED:

During the past few months NCUA has been concerned by credit unions that are actively
"trading" in the government securities market. Our regional directors have reported a
number of cases where credit unions have made excessive purchases of long-term
securities with the clear intent to sell in the short-term and produce trading gains.
These credit unions are exposed to an excessive amount of market risk and will incur
significant losses if interest rates rise. In addition, the investment hotline is receiving
calls from both credit unions and brokers requesting information about the legality of
specific trading techniques.

These investment transactions can be structured in a number of ways; however, the
underlying idea is to take short-term trading profits from an increase in market value
resulting Prom either a decline in interest rates or a change in value between similar
securities. During the past three years investors have been able to position themselves in
the government market and earn sizeable trading gains as interest rates have declined.
No guarantee exists, however, that interest rates will continue to be favorable.
:,Ioreover, many trading tools, such as selling short, futures, and option contracts are
illegal for federal credit unions and many state-chartered federally insured credit
unions. Historically, credit unions have produced large trading profits only in a period of
declining interest rates. NCUA’s concern is that credit unions have become accustomed
to these rates and have increased their trading activities without recognizing risk or
developing plans to limit risk if interest rates should rise.

This letter is not meant to prohibit credit unions from trading activity. Rather, it is
meant to respond to the changing environment in which the credit union operates ~nd to
the concerns expressed by our regional directors and examiners. Credit unions should be
aware of [he market risks associated with trading and establish policies and procedures
to limit that risk to an acceptable level. The Board of Directors should develop and
adopt a written trading account policy that includes, at a minimum, the provisions listed
in Enclosure (I). Expertise is fundamental to developing and administering a trading
program. Adequate reserves to absorb potential trading losses are also crucial.

The business purpose of a trading account security is distinctly different from that of an
investment account security. Trading account securities are purchased with the intent to
resell based on short term price movements, while investment account securities are
purchased with the intent of holding them in the portfolio as a source of income and
liquidity. When a credit union purchases a security, the investment officer must
distinguish on the credit union’s records whether the security is a "trading account"
security or an "investment account" security. The Board will ensure that trading does
not occur within the credit union’s investment portfolio.



Investment account securities will be accounted for using the traditional credit union
accounting method, on an amortized cost basis; that is, since the intent is to hold the
~eeur~ties until maturity, these investments will be carried at amortized cost with
market v~]ue included as a footnote to the t’inancial statement. Mutual funds are an
exception to this 2ractiee and are accounted for at the lower of cost or market with
adjustments made at the end of each accounting period. (To restate our position on
mutua! funds and to clear up any remaining confusion about accounting treatment, the
NCUA Letter to Credit Unions No. 85, issued last August, is enclosed for your review.)
Trading account securities must be identified apart from other holdings and marked to
market monthly. The market value concept is based on the recognition that trading
securities appreciate or depreciate as market conditions warrant and provides the most
effective means of measuring management’s decisions. Therefore, trading securities
should be accounted for at market value.

Trading securities should be shown as a separate line item in the balance sheet. Gains
and losses in the trading account, unlike those in the investment portfolio, should be
included in current operating income. Interest earned on trading securities should be
disclosed separately from trading ineome unless the amount is immaterial. Enclosure (2)
includes sample transactions with speeifie aeeount numbers and titles.

To repeat, trading should be undertaken only by credit unions having adequate reserves
and management expertise. A detailed Board policy and monitoring process are
necessary to control this activity. Non-compliance or unrealistic practices and policies
will be considered unsafe and unsound.

For the National Credit Union Administratio~
Board

Chairman

EPD:Itm
Enclosures



INVESTMENT TRADING POLICIES

The credit union’s Board o£ Directors (Board), who intend to engage in securities trading,
shall develop and adopt a written trading account policy that includes, at a minimum the
following provisions:                                                             ’

a. Individuals who have purchase and sale authority;

b. Trading account size limitations;

c. Allocation of credit union’s cash flow to trading accounts;

d. Stop loss or sale provisions;

e. Dollar size limitations of specific types, quantity and maturity to be purchased;

f. Monthly market prlce revaluation to market value;

g. Limits on the length of time an investment may be inventoried in the trading
account;

h. Monthly reports to the Board of ail purchase and sale transactions and the
resulting gain or loss to be reported on an individual basis. Purchases and sales shall be
reported at trade date;

i. A prohibition against the use of a broker/securities dealer in purchase or sa]es
transactions unless, prior thereto, the credit union has in its files evidence of the
.,roKer, cealer-, financial responsibility, and management has made reasonable inquiries
concerning the broker/dealer’s reputation;

j. A requirement that any security purchased for trading purposes will be recorded
at market value on the trade date; and

k. Requirements with respect to securities transfers between the credit union’s
~nvestment and trading accounts:

price;
ii) The securities being transferred shall be revalued to the current market

(2) That any adjustment in connection with a transfer of a security from the
trading account to the investment account will be recorded as a trading account gain or
loss at the time of transfer;

(3) That any gain by writeup to market in connection with a transfer of a
security from the investment account to the trading account shall be deferred until an
independent sale of the transferred security occurs;

ENCLOSURE (1)



(-1) Fhal any loss by write-down to market in connection with a transfer of a
security from the investment account to the trading account should be char~ed to Gain
or Loss on Investments; and

(5) No transfer shall be made from the trading portfolio to the investment
portfolio unless transfer of the security is consistent with previously established
investment portfolio policies and objectives. Such transfers are unusual and should be
rare.



SAMPLE ACCOUNTING ENTRIES FOR TRADING ACCOUNT

(1) Trading Securities (Acct. No. 759)
Cash (Acct. No. 731)

To record purchase of trading securities.

$150,000
$150,000

(2) Trading Securities (Acct. No. 759)
Trading Profits and Losses (Acct. No. 170)*

To record increase in market value.
(Opposite entry to record decrease in market value.)

$5,000
$5,000

Cash (Acct. No. 731)
Interest on Trading Securities (Acct. No. 124)

To record interest earned on trading securities." "

$9,000
$9,000

(4) Cash (Acct. No. 731)
Trading Securities (Acct. No. 759)

To record the sa!e of the security at market value.

$155,000
$155,000

Trading Securities (Acct. No. 759)
U.S. Government Obligations (Acct. No. 741)
Deferred Gains on Transfer of Securities

(Acct. No. 884)

$6,000

To defe.r the writeup from cost to market value in the transfer of
invest’ment securities to the trading account. The gain is deferred
until final disposition of the securities.

$5,000

$I,000

(6) Deferred Gain orLTransf~er of Securities
(Acct. No. 883) / ,. /

Gain__._._.oI~ Investments (Acct. No. 420)

To record subsequent disposition of transferred securities.

$I,000
$I,000

This account classified as Other Income (operating income) on Statement of Income

ENCLOSURE (2)



TroUin~ ~eeurit~es are c~rried ot m~rket volue. G~ins an~ lo~ses on sales ~n,~.
changes in market values ~re included ~n other income.

The trading account titles and numbers will be included in the next update of the
.-~ecounting ~1anual for Federal Credit L’nions.


