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— NATIONAL CREDIT UNION ADMINISTRATION

WASHINGTON, D.C. 20456

March 29, 1991

Murray L. Simpson

Thelen, Marrin, Johnson & Bridges
Two Embarcadero Center o

San Francisco, CA 94111-3995

Re: FCU Investment In Investment Companies
(Your February 25, 1991, Letter)

Dear Mr. Simpson:

You state that the Franklin Adjustable U.S. Government
Securities Fund (the Fund) currently invests in securities
that federal credit unions (FCUs) may invest in directly.
You propose to restructure the Fund into a so-called "Hub and
Spoke" arrangement, in which 100% of the assets of the Fund
will be invested in shares of the Franklin Institutional U.S.
Government ARM Fund (the Hub), a newly formed open-end
management investment company. The "Spokes" of the Hub will
be the Fund and other institutional investors. You state
that the Hub will invest in securities that FCUs may invest
in directly. You ask whether the Fund will be a permissible
investment for FCUs after the restructuring, when the Fund
will invest in securities through the Hub rather than
directly. .

=

Analysis

As you know, the National Credit Union Administration (NCUA)
has taken the position that mutual funds are permissible
investments for FCUs provided that all of the securities in
which the mutual fund invests are permissible investments for
FCUs. Sections 107(7), (8), and (15) of the FCU Act, 12
U.S.C. §§1757(7), (8), and (15), and Part 703 of NCUA’s Rules
and Regulations, 12 C.F.R. Part 703, set forth the
securities, deposits, and other obligations in which an FCU
may invest. Prior to 1987, NCUA issued opinions regarding
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the legality of particular mutual funds as FCU investments.
For the reasons discussed in the enclosed Letter to Credit
Unions No. 92 (August 13, 1987), NCUA no longer issues such
opinions. Accordingly, we will not evaluate whether the
current Fund or proposed Hub are permissible investments for
FCUs. Considering just the Hub and Spoke arrangement,
however, it is our opinion that if the Hub is a permissible
investment for FCUs, and the Fund invests 100% of its assets
in the Hub, then the Fund is a permissible investment for

FCUs.

As a final matter, although we stated that we would not
determine whether the Fund or Hub are permissible investments
for FCUs, let us point out that NCUA has recently issued
proposed revisions to Part 703 of its Rules and Regulations
(see 56 Fed. Reg. 11944, March 21, 1991) which may affect
that determination. A copy of the proposed regulation is
enclosed. We note that among the Fund’s possible
investments, you list stripped mortgage securities. Please
be advised that NCUA has proposed to prohibit FCUs from
purchasing such securities. If the proposed prohibition
becomes final, FCUs would not be permitted to invest in a
mutual fund which invests in stripped mortgage securities.

Sincerely,

Lta M Ui

Hattie M. Ulan
Associate General Counsel

E4
Enclosures
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OFFICE OF PERSONNEL
MANAGEMENT

$ CFR Part 300
RIN 3206-AB41

Empioyment (General); Employment
Practices

AGENCY: Office of Personnel
Management.

ACTION: Notice of withdrawal of
proposed rulemaking.

SUMMARY: The Office of Personnel
Management (OPM) is withdrawing its
proposai to amend the appeal
procedures set forzh in the Code cf
Federal Regulations v-ith respect to job
analysis, relevance. and equal
employmernt opportunity requirements
currently applicable to Federal
Government employment assezsment
procedures. The proposed amendment,
issued on June 20, 1888 (53 FR 23123)
would have removed certain
nonstatutory appeais from the
jurisdiction of the Merit Systems
Protection Board and directed that
requests for reconsideration of
examination ratings be filed with OPM
or with the agency applying the
ecployment practice in question in
appropriate cases. The amendment
‘sould have also avoided duplicative
cniorcement of equal smployment
opportunity requirements that are within
tke jurisdiction of and covered by
srocedures enforced by the Equal
Ermployment Opportunity Comz.:3sion.
C™Md is withdrawing its propesal due to
:=e small number of $ CFR part 300
~ases handled by OPM and because
thase few cases may be handled under
the Equal Emplcyment Opportunuty
Commission (EEOC} procedures.

FOR FURTHER INFORMATION CONTACT
;ames S. Green. Deputy Gener:l
ccunsel, {202) 608-1700.

U.S. Offica of Personnel Managemant.
Constancs Berry Newman.

Director.

[FR Doc. #1089 Filed 3-35-91; 8:46 am)
SLLING COOR SmS-0%-8

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 703

lmmuw

AQENCY: National Credit Union
Administration (NCUA).

ACTION: Propoeed ruls.

SUMMARY: As part of its established
policy of reviewing its regulations at
regular intervals, the National Credit
Unicn Administration (NCUA) is
proposing to amend its regulations
governing federal credit union
investments and deposits. The proposal
would prohibit or restrict access to
certain high-risk investments that have
beea purchased by a limited sumber of
crecit unions. The proposal would also
prohibit federal credit unions from
investing in a corporate credit apnion that
fails 10 meet certain regulatory criteria
and require that each federal credit
unicn establish written investment
policies consistent with the Federal
Credit Union Act. NCUA Rules and
Regulations, and other applicable laws
and regulations. In addition, the rule
wouid establish conditions under which
8 federal credit union would be reguired
to analyze the credit quality of an
institution it is permitted to invest in
under section 107(8) of the Federal
G o A2 Pt
wo te tion to

the restructuring of the Pederal
Insurance System under the applicable
provisions of the Financial Institution
Reform, Recovery and Enforcement Act
of 1989.

The NCUA Board is seeking
comments on ‘he proposad changes to
part 703 of the NCUA Regulations. The
NCUA Board is not seeking comments
cn those portons or sections of the
requlation whuch would not be aifected
by this proposal
DATES: Comments must be received on
or before May 29. 1991.

ADDRESSES: Send comments to Becky
Baker, Secretary. Naticnal Credit Urioa
Administration Board. 1778 G Street
NW., Washing:or. DT 20456.

FOR FUATHER INFORMATION CONTACT:

Lisa Henderson. Staff Attorney, Office
of General Counsel {202-6882-0830), o¢
Charies Felker. Investment Officer, :
Cffice of Examination and Insurance
(202-882-0840), st the above gddress.

SUPPLEMENTARY BIFORMATION:

Background

As explained more fully beiow, the
proposal would prohibit certaie
investments that expose credst unions to
an inordinate degrae of interest rate
risk, including certain mortgage
derivative products, such es Stripped
Mortgage-Backed Securities {SMBS) and
residual intereats in Collateralized
Mortgage Obligations (CMOs) or Real
Estate Morigage Investment Canduits
(REMIC) (NCUA has previcusly
determined that SMBS are unsuitable
investments for the vest majority of
credit unions (see appendix 1 o NCUA
Interpretive Ruling and Policy Statement
88-1: Folicy on Selection of Securities
Dealers and Unsuitable Investment
Practices, 35 FR 18288 (May 23, 1988)).
The wanld alss require federal
credit unions bolding any of these high-
risk investments to dispose of the
investment within 1 year from the
effective date of the regulation uniess a
longer period of time is approved in
writing by the appropriate regional
director.

The prohibition concerning corporate
credit urion investments is intended to
prohibit federal credit unions from
transacting business with corporate
credit unions that do not operate in
compliance with part 704 of the NCUA
Rules and Regulations or are not
examined by NCUA. Under the current
regulation, a federal credit unica may
invest in any corporate credit union
irrespective of its degree of compliance  ~ -
with part 704 acd without regard to
whether or not it is examinad by NCUA.

Although clearly mandated by sound
business practice, {ederal credit unions
are not presently required to have
writien investment policies. As
previously mentioned. the proposal
would require each federal credit unica
to have written investment policies
consistent witk the Pedera} Credit Union
Act. NCUA Ruies and Regulatior:~. and
other applicabie laws and regulaticos. In
addition, the rule would require that

those policies address certein minimum
investment considerations.
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A fedaral credit union is suthorized to
invest n certain depository institutions
under section 107(8) of the Federai
* Credit Union Act (12 US.C. 1757(8)). At
ikis time, federal credit unions are not
required to analyze the credit quality of
these insttutions prior to investing
funds. Prior to investing in one of ‘hese
ingtitution= under the proposed ruje. ¢
federal credit union would be requised
to analyvze the credit quality of the
institution if the contemplated
investment. or any portion of it, is not
federally insured.

As noted. section 107{8) of the Federal
Credit Union Act authorizes federal
credit unions to make deposits in certain
depository institutions. This includes the
authority to “* * * invest in banks or
institutions the accounts of which are
insured by the Federal Depomit
Insurance Corporation or the Federal
Savings and Loan Insurance
Corporstion * * *” This authority is
restated in section 703.2(n) of the current
rule which defines a “sectior 167(8)
institution” as ** * * an institution that
is either insured by the Federal Deposit
Insurance Corporation or the Federal
Savings and Loan Insurance
Corporation or is & state bank, trust
company or mutual savings bank
operating in accordance with the laws of
the state in which the federal credit
union maintains a facility.” With
passage of the Financai Institution
Reform. Recovery, and Enforcerent Act
cf 1982, both federally insured bunks
and savings institutions are now insured
by the Federai Deposit Insurance
Corporation. Accordingly. the proposed
rule would amend section 703.2{n) to
reflect this change.

As proposed, the regulation would
consist of six sections. The frst section
{3 703.1) contains s statement of the
scope of the regulation. This section of
the proposal has been carried forward
from the current regulation unchanged.
The second section(§ 703.2) contains &
list of the key terms and definitions used
in the reguldtion. This section f the
proposal has been expanded to include
the additional kev terms and definitions
necessary to implement the proposed
rule. The third secticn (§ 793.9) would
contain the new reqrirement that sach
federal credit union establish written
investment policies consistent with the
Faderal Credit Unicn Acs NCU'A
regulatiors. and cthzr applicatle laws
end regqulations. It also lists the
minimun Davestment considerations that
tiicee policies wouid need t5 address.
The fourth section (§ T03.4) sets out
certain authorized hut restrictad
.avestment activities. This section
would contain the s2w raquirement that

Re

fedsral credit unions analyse the credit

quality of & “Section 107(8) institution”
when an investment that is not
fully co by Pederal deposit

insurance. The fifth section (§ 703.5)
contains e list of prohibited investment
activities. Formerly § 703.4 of the current
regulaton. this section of the proposed
rule has been expanded to include the
prohibited investments discussed below.
The sixth section (§ 703.8) is new and
contains the requirement that federal
credit unions holding certain prohibited
investments must dispose of those
investments within 1 year of the
effective dete of the regulation uniess &
longer period of time is approved in
writing by the appropriats regional
director.

The remainder of the Supplementary
Information discussion focuses on the
proposed major changes to the present
rule.

Analysis of Proposed Major Changes o
Part 703

Section 7032 Definitions

This section has been expanded to
include the following key terms:
Average life
Collateralized Mortgage Obligation

(CMO)

Co te coedit union

Estate Mortgage Investment
Conduit (REMIC)

Residual interest

Siripped Mortgage-Backed Securities
{SMBSs)

Zero coupon bond

The key terms and definitions which
appear in this section of the regulation
are consistent with the terms and
definitions used by the securities
industry to describe the investment and
deposit activities that are subject to part
703,

Section 703.3 [Invastment palicies

Under section 113(6) of the Federal
Credit Union Act, the board of dizectors
is responsibie for ths credit union's
investment program. Among other
things, the board of directors is
responsible for determining that
investments comply with the Federal
Credit Union Act and NCUA Rules and
Reguiations. and that all surplus monies
are invested 18 a wise and prudent
manner. .

It has been CUA's longstanding
position that each federal credit anion's
board of directsrs should develop
written investment policies in carrying
out its responsibilities under section 113
of the Federal Cndittl;lnion Act. 'gl

ency’s position in this respect has
&gen ?ommumcaud to federal credit
unicns oo numerous occasions through

various NCUA Lettary to Credit Unions

{NCUA 058}. Nevartheless, some
devel tumhv::n pol!da.b n
eiop t
some cases, the board's faiinre to
establish written policies has resulted in
the credit union making {llegat or
unsuitable investments (or engaging in
‘xvetmm mmhmby
e board, s
mbumndymnﬂ?dmbh
credit union. NCUA balieves that thess
problems could have been avoided had
the board of directors develoged writtan
{nvestment policies to control the
investment of surpius funds.
Accordingly, the NCUA Board
proposes 1o require sach fedsral credit
union to establish written investment
policiss consistent with the Federal
Credit Union Act, NCUA Rules and
Regulations, and other applicabls laws
and regulations, and 1 review them at
least annually. The proposal would
require the written policies to stats ths
purposes and objectives of the
investment program and to specificaily

Section 703.4 Aathorized Activities
As noted , this section
establishes conditions under which a
fedenlmdnmbamldbow
tomdmhao&mhvdlm
institutions i is permittsd to invest in
undar section 107(8) of the Federal
Credit Union Act. Undee the ruls. &
federal credit union would be required

many of the domestic banking
institutions in which federal credit
unions are permitted to invest. It is also
mindful of varicus legislative proposals
that have been advanced %o reform the
Federal deposit insurance system and
that some of these proposais would limit
the amount of future depos:t insurance
coverage available o credit unions.
While the NCUA Board Seuaves that it
is prudent for a federal credit anioa to
analyze the credit quality of a section
107(8) institution irrespective of the '
existence ot extent of Federal deposit
insurance. the proposed rule would limit
the requirement to investments \n
section 107(8) instituticns where the
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investment. or any portion of it. is not
[ederally insured.

While the proposal does not specify o
mcthod or procedure to be followed in
analyzing the credit quality of a sec’ion
107{8) institution, it is believed that most
credit unions will want to rely, at jeast
in part. on an outside rating service that
specializes in bankirg institutions. A
aumter of such services are curreatly
available to credit unicns in the
marketplace. It is aiso noted that where
foreign investments are concerned. such
as Eurodollar investments, a federal
credit union may need to subscribe tc an
internationai bank rating service.

The NCUA Doard also recognizes that
evaluating the credit quality of a
financial institution is an on-going
acuvity which must continue throughout
the life of the investment. Accordingly,
the NCUA Board anticipates that whers
a credit union makes an investment
subject to the rule, it will establish
minimum intervals at which the initial
credit analysis will be updated.

The second requirement of this
provision is 'bat a credit union shall
record its credit decision respecting the
investment in the records of the credit
union. A credit unica could comply with
this provision by noting in the records of
the credit union that it has approved or
disapproved the investment and that the
decision was made in conformance with
the credit union's written policies
respecting the investment,

The credit quality and recording

. Tequirements would extend to any

investnent a federal credit union is
permitted to make pursuant to its
deposit authority under section 107(8) of
the Federal Credit Union Act, including
Eurodollars, Yankee Dollars, Bankers
acceptances, Federal funds, financial
inatitution-type repurchase agreements,
and any other investment that the
NCUA Board may subsequently deem to
be a “deposit” for purposes of section
107(8) of the Federal Credit Union Act.

Section 703.5 Prohibited Activities

This section would contain several
new investment prohibitions as detailed
Selow.

é‘.‘gtpotiata cmdgj:::m It has been
NCUA'’s longstan tioa not to
take exception to & fth::ﬂy insured
credit union’s concentrating its excess
funds in the corporats system,
regardless of the amount invclved. Tkis
position has sprlied to both federally
and state-chartered corporate credit
unions, whether or not the institution is
examined by NCUA. or operates in
compliance with part 704 of the NCUA
Rules and Regulations.

The investment powers and -
authorities of federal corporate credit

unions, and of state-chartered. federally
insured corporate credit uniocs have
been the same as those of federal credit
unions and state-chartered. federaily
ingured credit unions, respectively.
Investments that wers not permissible
for federal corporate credit unions. but
that wers permitted by the laws of the
state in which a state-chartered,
federally insured corporate credit unjon
was chartered, require that a vajuation
account be established and funded to
the extent of the differencs between the
book and market value of the
investment. NCUA has no statutory
authority over state-chartered, privately
or noninsured corporate credit unions
and has been able to participate in the
examination of these corporate credit
unions through the National Association
of States Credit Union
(NASCUS]). In light of the millions of
dollars of insured funds that are
depcsited in these corporate credit
unions, NCUA is proposing to prohibit
federally insured credit unions from
investing in them unless they moet two
conditions: (1) They must operats in
substantial compliance with part 706 of
the NCUA Rules and Regulstions, and
(2) they must be examined by NCUA.
Proposed revisions to part 70¢ of the
NCUA Rules and Regulations expand
the powers and authorities of federal
corporate credit unions. The
revisions wers developed with
significant input from corporate credit
unions, both federally and state-
chartered. NCUA beliaves that the
requirements, limitations, and
parameters outlined in the
past 70¢ provide for a prudent and
realistic regulation, one that emphasizes
safety and soundness for all corporate
credit unions, regardless of arigination
of charter or insurance status. Further,
NCUA belisves that all corporate credit
unions must be examined by NCUA

examiners, who are axperienced in the
examination of corporats credit unions.
Questions regarding the degree of
compliiance with part 704 will be
determined by the appropriate regional
director. If the regional director
determines that & corporate credit union
is not {n substantal compliance with
part 704 and, as such. is not permitfed to

do business with federally insured credit

unjons, the regional director will notify
the {federally insured credit union

members of that corporate credit union's

roncompliance. A corporate credit
union will be deemed to be in
substantial compliance with part 704
provided the safety and soundness of
the corporats credit union is not
threatened.

Under the proposed revisions to part
704, each corporate credit union will
have 180 days to comply with that
regulation. Part 704 sets forth s process
by which a temporary waiver may be
obtained from the regional director.
Corporate credit unions deemed ot to
be in substantial compliance with part
704 will be considered impermissible
investments for federally insured credit
unions.

Mortgage derivative products. A
m security (MBS)
provides for of & fractional
undivided intarest in & specific pool of
mortgages that serves to collateralize
the MBS. As the in the pool
are repaid, principal interest are
“passed through” to sach investor oo 2
pro rata basis. Bach MBS has s stated
maturity, expected average lifs. and
coupon rete. The stated maturity
coincides with the longest contractual
maturity of any mortgage loan in the
pool. The expectad
called the weighted

:
E
;

balance in the pool. »
Unlike most corporate and
government bonds, whieh pay principal
as & lump sum st maturity, the
dnﬂpﬂﬁ?ﬁ? trof dt:'
an prepayments of ea
pool of are passed directly to
the owner of the MBS. Investors
therefore lack certainty the
timing and amounts of flows from
these securities because most mortgage
borrowers, whoss Joans underlis the
MBS, have the option to prepay the loan
at any time. To compensats investors for
penerity prced 10 vl ¢ spread o
to ] over
Treasury securities of comparsbie
maturity, Ls. & Treasury security with o
maturity that approximates the average

During a period of declining interest
rates, it may become economical for s
homeowner with a fixed or floating rate
mortgage to refinance at a lower rate. In
such an intarest rate environment. an
MBS will achieve only limited prics
appreciation :fbo\n par value due to ﬁe
expectation of increasing prepsyments.
In other words, it is expected that the
MBS will prepay st a time when
investors most desire a fixed rate
instrument. During e period of rising
interest rates, fixed rate mortgage
borrowers t’:vill be less inclined to
refinance their mortgage
market price of a fixed rate MBS will

loans, while the
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decline like most other fixed rate
secunities. Unlike the potential for price
appreciation. the potentiai price decline
will not be restricted by the axpectation
of prepuyments: therefore, MBSs bave
greater downside risk than they do
upside potential. As & resuit. pnce
changes are not propartionate when
intereet rates rise or fall by equal

known as privats issues and may be
backed by insurance, letters of
credit or othar credit enhsncements. in
addition to bearing the interest rate risk
associatad with pass-through securities,
privately-issued MBSs will present
varying degrees of credit risk 1o the
investor depending on the quality of the
underlying mortgages and the security's

underlying mortgages and consequenty
on the realized maturity of the stripped
security. Cenerally, POs rise in value s

rates rise. Accordingly. the purchase of
a3 10 may serve. theorstically. o offset
the intereet rate risk associated with

i ar

amounts. Hence. an investor's credit enhancements. [t should also be ﬁm;?m% may serve
assumptions regarding prepayments are  understood that the market for 10 offset the effect of interest rate
siriply projections that are largely based privately-lssusd MBSe is significantly movements on the valus of mortgage

on the expected level of future interest less liquid thaa the market for MBGe servicing, However, when purchasing e
rates and a related prediction issued or guaranteed by GNMA, FNMA. 10 or PO. the lnvuiu is eseentially
concerning when and how MBS cash or the FHLMC. ting on the movements of fatore
flows will occur. These assumptions 1n addition to the basic MBS, variows  *Peculs tes and bow thess movements
drive an investor's expectation MES derivatives bave been created. One ‘::ﬁ"" " v dars of the
regarding the average life, market value, such derivativeis the Stripped affect my'::;" pa the

and yield of an MBS. Morigege-Backed Security (SMBS), co of the mhm

Most MBSs are issued through or SMBSs consist of two classes of market value
guaranteed by the Covernment National  securities. Each class receives & The figure below provides projected
Mortgage Association {CNMA), the different portion of the monthly intarest  yields for SMBS Cartificates of the
Fedaral National Mortgage Associstion  and principal cash lows from the Federal National Mortgage Association
(FNMA), or the Federal Home Loan underiying mortgages or MBS. In its issusd om April 3, 1988. The projected
Mcrigage Corporation (FHLMC). These  purest form. an SMBS is convertsd 6t yields are based on essumed PSA
securities, having a U.S. Covernment an Interest Only (IO) and Principal Only  percentages ranging from 80% to 500%.
affiliation. are considered to beer little  (PO) class. With an IO, the investoe As can be seen in the tabls, the JO/PO
or no credit risk. The near absence of receives 100 percent of the interest cash ylelds fluctuate widely as the
credit risk, coupled with the size and flow and no principal payments. With e ‘prepayment speed of the underdying
cepth of the MBS market, have PO, the investor receives 100 percent of mortgages rises and fails. Moreovez, at
ﬁua%lji'h:d a significant level gf the principal cash flow and no interest  540% 'PSA, the JO holder experisnces a
iquidity for government-iasued or payments. tive rats of return, meaning that the
government-sponsored MBS programs. All {Os and POs have extremely mih fails to recover his initial
MBSs not issued or guaranteed by . volatils price characteristics based investment in the security.
GNMA, FNMA, or the FHLMC 2re largely on the prepayment pattern of the
PSA Percertages !

o [w]|uw =]

Y®RD 7O MATURITY

SMBS Class 1 Corviicates

POu)
SMBS Class 2 Cortficstes (108},

! The tarm PSA Percentages refers 10 8 model Used ©© MESRSe Srepayment Spseds i pricing CMOs end I0s end POu.

Becauss SM3Ss ars relatively new to
the marketplacs (the first SMBS was
issued by FNMA in early 1987), the
supply in existence is limited. As a
consequencs, holders of SMBSs may
also be subjected to a high degree of
marketability risk. Marketability risk is
the risk that a security may nct be

- readily convertible to cash (or cashed

orly at a significant loss), if it suddenly
needs to be sold.

Due to the speculative nature of these
securitics, their extreme price volatility,
and the limited market that may exist
for the sale of 10s arnd POs. the NCUA
Board has deierminad that SMBSs are
generally unsuitable for all federal
credit unicns. Accordingly, the proposed
regulation prohibits the purchase of
SMBSs. This prohibition is reflected in
§ 70..5(£) of the proposed rule.

———————

Another mortgage derivative product
géhu;.annr-uadu 8 e
tions (CMO) oz
M investment Condnits

CMOs and REMICs ‘er referred
to as (MO-)hlnvc been dsveloped in
response {0 investor concerns regarding
the uncartainty of cash flows associated
with the ability of the mortgage

borrower to prepay the mortgags nots. A

CMO czaa be collateralized directly by
whols loan mortgages, but more often is
collateralized by MBSs-issued or
guaranteed by CNMA. FINMA, or
FHIMC and held in trust for QMO
investors. In contrast to MBSs, where
cash flows are received pro rata by all
security holders, the cash flow from the
mortgages underlying « CMO is

segmented, and paid in accordance with

a predetermined schedule to investors
holding various ciasses (tranches) of

(REMIC).

their own stated maturity, estimated
average life, coupon rate. and wiique
prepayment risk characteristics. =
Many CMOs are designed to have one
or more Planned Amortization Class
(PAC) bands. PAC bonds cpmmou&y
have & Bixed monthly principal
amortization which is essentially
guaranteed within & wide band of
prepayment speeds, thus to that extent
limiting the prepayment risk to the
{nvestor. This limiting process dlow,
the investor to more accurately predict
the average life of the investment, and in
general, reduces the price volatility that
would be assumed if the underlying
MBESs themseives bad been purchased.
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The drawback is that when a CMO s
structured with & PAC class. the PAC
class tranefers prepayment risk tg other
classes within the CMO which taks on &
level of prepayment risk above that
which they would normally assume.
These “higher risk" tranches may be
referred to as “CMO support tranches”,
“subordinated tranches”, cr “companion
bonds '. Unlike the PAC tranche. which
has been designed to provide s high
degree of certainty regarding average
life and final maturity, support tranches
can have a highly volatile average life,
yield, and market price.

CMO support tranches that have
Jevelcped non-proprietary, industry
wide labels in the secondary market
include: .

Targeted Amortization Class (TAC)}—
CMO tranches that are contractually
protected against prepayments when
prepayments are faster than expected.

Super or Turbo POs—Zero coupon
tranches that absorb much of the
volatility of CMOs with PACs by
absorbing all prepayments after all
scheduled PAC paymesats ere met.

Inverse and Super Inverse Floaters-—
CMO tranches that have a yield that
moves in the opposite direction of
zarket rates.

Super Inverse Floaters do not move
one for one as rates change: instead,
they rize or decline in yield at a rate
more rapid than market rates rise or fall.

Z Tranches—CMO tranches that
c:acrue interest but do not begin
payment of principal until all other
earlier tranches have been retired. They
are sometimes the only support trar.ches
ir a CMO.

Jump Z Tranches—Z Tranches that
immediately begin to receive all
prepayments after the schaduled PAC
payment is made, provided that soms
trigger mechanism has been reached.

As indicated, based on the design of
CMO, certain individual tranches can
display a high degree of interest rate
risk and price volatility. Examples of
“high risk" tranches are CMO support
tranches which, ss explained above,
receive principal payments only after
the PAC tranche has received its
scheduled payment. However, this is
only one type of CMO structure among
mary others that can display a high
degree of interest rate risk and price
volatility. Accordingly, the NCUA Board
Zroposes to prohibit the purchase of any
CMQO trenche whose aversge life would
€xpand or shorten by more than 6 yesrs
under modeling scenarios where
mcrigage commitment rates immediately
rise or fall 300 basis points (see
§ 703.5(g) of the proposed rule). To
qualify as a permissible investment .
under the proposed rule, 8 CMO tranche

must meet the average life standard at
the time of purchase and on any
subsequent review date. assuming
market interest rates and prepayment
speeds at the time that the standard is
applied. The requirement that the
average life standard must be met on the
purchase date and any subsequent
review date is also contained in

§ 703.5(b) of the proposed rule.

The NCUA Board recognizes that
most credit unions do oot have the
software or database necessary o
perform the test however, there we o
tumber of services available that can
perform the calculations “on line". A
federal credit union considering an
investment in a CMQ tranche will want
to perform the test prior to making the
investment. Application of the test on a
post-acquisition basis would not comply
with the tion. Most government
securities dealers subscribe 1o coe or
more of the sbove-mentioned services
and can FAX a printout of the average
lifa test t& the credit uniozl:i. Sincs the
average life standard applies throughout
the life of the investmant, a federal
credit anion will need to periodicaily
retest the investment in order to ensure
that it continues to comply with the
regulation until it matures or is soid in
the market

Sometimes referred to as the “uitimate
derivative”, another mo; derivative
product is the CMO residual. CMO
residuals represent claims on any
excess cash flows from 1 CMO issue
remaining after the payments due to
bondholders and trust administrative
expenses have been setisfied. The
economic value of a CMO residual is a
function of the present value of the
anticipated flows under assumed
prepayment speeds and rates of return
associated with reinvesting pa ts
from the underlying collateral before
distribution to bondholders. This cash
flow is cxmmg un:::;o l::ah of
prepaymants o
market interest rates. Other factors
affecting the market value of residuals
include a lack of liquidity and broker/
dealer profit.

Certain CMO residuals might be
emplcyed to offset declir:es in the value
of fixed rate mortgages or an MBS
portfolio in a period cf rising interest
rates. However, like an ]JO SMBS, the
urcertainty regarding prepsymants on
the underlying collateral makes it
extrerely difficult to use these
instruments as an effective interest rate
risk reduction tool. {n an envircnment of
rapidly falling interest rates. the market
value of a residual can completely
disappear. Moreover, s complex CMO
structure (e.g., multipie numbers or types
of tranches) or unusual collateral

characteristics (e.g.. a blend of fixed and
adjustable rate mortgages) can make
both svalusting and accurately
forecasting the cash flows of a residual
even more difficult.

Based on the sbove factors. the NCUA
Board has also determined that CMO
residuals are generally unsuitable for all
federal credit unions. Accordingly, the
proposed rule would prohibit the
purchase of these securities. The
prohibition is contained in § 703.5(i) of
the proposed rule.

Zaro coupon sscurities. Zero coupon
securities are securities that make no
periodic interest payments but instead
are sold at a discount from their face
valus. The holder of the instrument
tealizes the rate of retura through the
gradual sppreciation of the security,
which is redeemed at facs valueon a
specified maturity date. Common
examples of zero securities
available to federal credit unions are
Treasury STRIPS and certain Treasury-
backed proprietary products such as
TIGRs, CATS, ETRs, GATORs, and TRa.

Although free from credit risk when
backed by the US. Government, longer
maturity issues of these instruments
{generally, mahwrities exceeding 10
yeg&lnn exhibited lxﬂ;ﬂl price
volatility. (Small changes in interest
rates have produced substantial swings
in se markast prices.) Due to their
extreme prics volatility, investments in
longer term zero coupon securities may,
over time, distort or produce uninteaded
changes in s credit cnion's earnings, and
its interest rate, iquidity and funding
risk profile. , the NCUA
Board has that longer
maturity issues of these securities are
essentially speculative investments and,
as such, are unsuitable holdings for all
o c:{dt:nmx«d ngnh'u
§ 703.5()) on
would prohibit the purchase of & zero
coupon security with a remaining
maturity of more than 10 years.

Section 703.8 Ligquidation of
Impermissible Investments

[mpermissible nvestments will not be
“grandfathered” under the proposed
rules. The rules would require federal
credit unions holding 10s or POs, CMO/
REMIC residuals, CMO tranches that
fail the average lifs standard, and zero
coupon bonds with maturities greater
then 10 years to dispose of the
prohibited investments within 1 year
from the effective date of the regulation.
However, regional directors wculd heve
authority to approve sxtensions to the 1-
year rule. Such approvals would have to
be made in writing by the appropriate
regional director. While it is the NCUA
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Board s intent that the impermussible
investments should be diaposed of as
quickly as possible. it is antcipated that
extensions will be approved where the
sale of the impermissible investment
would produce an unacceptable level of
losses. Each regional director will have
the discretion to determine what would
const:tute “an unacceptable level of
losses.” taking into account ail pertinent
factors including the credit union's
earnings and capital position.

Regulatory Procedures
Regulatory Flexibility Act

The Regulatory Flexibility Act
requires NCUA to prepare an analysis to
describe any significant economic
impact any proposed regulation may
have on a substantial number of small
credit unions (primarily those under $1
million in assets).

The proposed rule is grounded in
NCUA concerns about the safety and
soundness of certain investment
practices and their effects on federal
credit unions and the Nationa! Credit
Union Administration Share Insurance
Fund. Based on the experience of NCUA
examiners, few small credit unions are
engaging in the investment practices
that are the subject of the proposed rule.
Accordingly, the NCUA Board
determines and certifies that the
proposed rule, if adopted, will not have
a significant economic impact on a
substantial number of small credit
unions and that a Regulatory Flexibility
Analysis is not required.

Paperwork Reduction Act

The paperwork Reduction Act
requirements do not apply to
information collection requirements
applicable to nine or fewer persons.
Although proposed § 703.8 does require
an application to the appropriate
Regional Director, the information that
we have at present indicates that
relatively few epplications will be
received. NCUA, at this time, expects no
more tharhine applications per year.
Therefore, the Board has determined
that the requirements of the Paperwork
Reduction Act do not apply to this
provision of the proposed ruls. NCUA
does solicit comments from federal
credit unioas regarding whether they
anticipate aprlying for an extension of
the pericd given to diapose of prohibited
investments. This information will aid
NCUA in determining whether s
Paperwork Reduction Act analysis of
this sechion of the proposed regulation is
necessary.

The proposed regulation aiso contains
several collection of information
requirements which apply to more than

nine credit unions. Section 703.3 requires
federal credit unions to establish written
investment policies. Section 703.4(c)
requires federal credit unions to analyze
the credit quality of any uninsured
deposits in section 107{8) institutions
and to record their decisions regarding
the investments. These recordkeeping
requirements will be submitted to the
Office of Management and Budget for
review under the Paperwork Reduction
Act. Written comments and
recommendations regarding the
collection requirements should be
forwarded directly to the OMB Desk
Officer indicated below at the following
address: OMB Reports

Branch. New Executive Office

room 3208, Washington DC 20503, Attn:
Jerry Waxmnan.

Executive Order 12812

Executive Order 12612 requires NCUA
10 consider the effect of its actions oa
state interests. glhtal that: “Federal
action limiting the policymaking
discretion of the States should be taken
only whers constitutional authority for
the action is clear and certain and the
national activity is necessitated by the
presence of a problem of national
scope.” Cicrrently, part 708 directly
applies only to federally chartered credit
unions, and the proposed rule makes no
change in its application. Although part
703 indirectly applies to federally
imu;;g state chartsred credit unions ‘12
through the insurance requirements &
CFR 741.5(a)(3) and (b)(3}, the Board has
determined that the proposed rule will
not have s substantial direct effect on
the States, on ths relationship of the
national government and the States, or
on the distribution of power and
responsibilities among the various levels
of government. Purther, the new rule will
not preempt provisions of state law or
regulation. :

List of Subjects ia 12 CFR Part 788

Credit unions. Investments, Reporting
and recordkeeping requirements.

By the Naticnal Credit Union -
Administraion Board on March 13 191
Becky Bakar.

Secretary of the Board.

Accordingly. it is proposed that 12
CFR par 03 be amended to read as set
forth beiow: :

PART 703—{ AMENDED]

1-2. The authority citation for part 703
continues to read as follows:

Authority: 12 U.S.C. 1757(7), 1787(8),
1757(15). 1766(a), 1788{11).

3. Section 703.1 is republished for the
convern:ence of the reader.

ivel [ rIVPUeSed NiUies vy . J
§ 7031 Scope.
Sections 107(7), 107(8) and 107118) of

the Fedsral Credit Union Act (12US.C.
1757(7) 1757(8), 1787(18)), set forth those
securities. deposits, and other
obligations {n which Federal credit
unions may {nvest Included are
securities issued or fully guarantsed by
the United States Government or any of
its agencies, shares of central credit
unions and any federally-insured credit
union, accounts in othar federally-
insured ﬂn:x:d institutions, t:m-
mortgages and mortgage-rela
securities, and other specifisd
investments. This mum several
of the provisions ons 107(7),
107{8) and 107{15)(B). It also places
limits on the types of transactions that
Federal credit unions may snter into in
connection with the purchase and sale
of authorized securities, deposits, and
e e ) )
107(1 part not d
to investments in loans to members and -
related activities, which are governed by
§$§ 701.21, 701.22 and 701.23 (12 CFR
701.21, 701.22 and 701.23}; {0 the
purchase of real estate-secured loans
pursuant to section 107{15){A), which is
governed by § 701.23; to investment in
credit union service organizations.
which is governed by § 70027 (L COFR
701.27}; or to investmant in fixed assets,
which is governed by § 701.38 (12 CFR
701.36).

4. Section 7032 is revised to read as
follows:

§703.2 Definitions.

Adjusted troding means any method
or mud} ction used to defer a loss
whereby a Pederal credit union seils a
security to a vendor at a price above its
current market price and simul
purchases or commits to purchase from
the vendor another security at a prics
above its current market price.

Average life means the weighted
average time to principal repayment
with the amount of the principal
paydowns (both scheduled and
unscheduled) as the weights.

Bailment for hire contract means &
‘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.

Bonkers’ Acceptance means s ime
draft that is drawn on and sccepted by a
bank, and that represents an irrevocable

" obligation of the bank.

Cash forward agreement means an

' agreement 1o purchase or sell s security

with delivery and acceptance being
mandatory and at a future date in
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excess of thirty (30) days from the trade
date.

Coliateralized Mortgage Obligation
(EMO) means & multi-ciass bond issus
collateralized by whole loan martga
or mortgage-backed securities (MBSs).
CMOs usually consist of four or more
classes of bonds which sre commonly
referred to as “tranches”.

Corporate credit union means s
financia! institution that:

{1) Is a depository institution
chartered or licensed under stats or
federal statute to operate as a credit
union:

(2) Is operated primarily for the
pu;pou of serving other credit unions;
an

(3) Has a voting mcmbership not less
than 9S percent of which consists of
credit unions.

Eurodollar deposit means s deposit in
a foreign branch of & United Statag
depositnry institution.

Facility means the home office of a
Federal credit union or any suboffice
thereof {ncluding but not necessarily
limited to a wire service. telepkonic
station, or mechanical teller station.

Federal funds transaction means &
short-term or open-ended transfer of
funds to a section 107(8) nstitution,

Futures controct means s contract for
the future delivery of commodities,
including certain government securities,
sold on commodities exchanges.

Immediate family member means a
spouse or other family members living in
the same household.

Market price means the last
eaiabli;hed price at which a secwrity is
$0

Maturity date means the date on
which a security matures, and shall not
mean the call date or the average life of
ths security.

Real Estate Mortgage Investment
Conduit (REMIC) means s aontaxabls
entity formed for the soie purpoes of
bolding s fixed pool of
secured by an interest in real
and issuing multipls classes of intarests
in the underlying martgages.

HRepurchase trensoction means &
transaction in which s Federal credit
union agrees o purchase a security from
a vendor ard to resell the same or any
identical security to thst vendor ata
ieter date. A repurchase transaction
may be of three types:

(3j Lnvesunent-type repurchase
{rorsaction means a repurchase
tansacticn where the Federal credit
unien purchasing the security takes
physical possession of the security, or
receives written confirmation of the
purchase and a custodial or safekeeping
receipt from a third party undera -
written bailment for hire contract, or is

recorded as the owner of the security
through the Federsi Reserve Book-Rntry
System:

(2) Pinancial institution-type
repurchase transaoction means &
repurchass transaction with a section
10718) institytion:

{3} Loan-type repurchase transaction
means any repurchase transaction that
does oot qualify as an investment-type
or financial insttution-type repurchase
transaction.

Residual interest mamns the
remainder cash flows from & QMO or
REMIC transaction alter paymaents due
bondholders and trust administrative
expenses bave been satisfied

Reverse repurchase transaction
Tedit hion agrees 1o sll s sotmtree

t union agrees to sell o s
purchaser and to repurchase the sams or
any identical security from that
pnrcha:;uuﬁ.\mdaumdnu
s price.

Mm' 107(8) inetitation means o
institution in which a Pederal credit
union is suthorized to make deposits
pursuant 10 section 107(8) of the Pederal
Credit Unlon Act (12 US.C, 1737(8)), Le.,
an institution that is insured by the
Federal Deposit insurancs Corporstion
or is a state bank, trust mpm?h or
muiual savings bank operating
accordance with the laws of a state in
which the Pederal cradit union
maintains a facility.

Security means any security,
obligation, account, deposit. or other
iters authorized for investment by a

Federal credit union pursuant to section

167(7). 107(8), or 107(15)(B} of the
Federal Credit Union Act (12US.C
1752(7), 1757(8), 1757{15)(B)): other than
loans to members.

Senior management employee means
the credit union's chief executive officar
(typicaily this individual holds the title
of President or Treasurer/Manager), any
assistant chief executive officers (e.g.
Assistant President, Vics President or

chief financial officer {Comptroller).

Settiement date m;;myt:; ::l“
criginally agreed to by a credit
un.iﬁ‘l“nd’l vendor for settiement of the
purchase cr sale of a security.

Short sale weans the sale of & security
not cwned by the seller. .

S:iandby commnitment means a
commitment to eitber buy or sell a
security, oa or bofore & future date, at a
predetermined prics. The seller of the
commitment is the party receiving
payment for assuming the risk
associated with commi sither to
purchase a security in the future at s
predetermined price, or to sell a security
in the future at & predetermined price.
The seller of the commitment is required

10 either accept delivery of & secarity (m
mak ey o soncunty 1 e

(] € security case
of & commitment to eell), in sither case
at the option of the buyer of the
commitment.

Stripped Backed Securities
¢ ) oo ofu:h:m‘hnmd
unequal proportions cas
an underlytng pool of mortgages. In their
purest form, SMBSs represent mortgage-
backed securities (MBSs) that have been

Trode daote means the dats a Pederal
credit wnion originaily agrees, whether
orally or in writing, to enter into the
purchase or sale of @ security.
Yankee Dollar deposit means s
deposit in a United States braach of &
foreign bank licensed to do business in
e Ll
d insstate

controlled bank.

Zero coupon bond mears a dabt
obligation that makas no .
interest paymants but instsad 1 sold at
a discount from its facs valos. The
holder of a zero coupon bond reslizes
mm.nugndd: mﬂay'whidah
[} [ ] ()
redeemad at face valus on a specifisd
maturity dats.

$. Section 703.3 is revised 1o reed o3
follows: .

§7033 investment policies. \

The board of directors of each faderal
credit union shall sstablish written
investment policies consistent with the
applicable of the Act,
NCUA’s tions, and other
applicable laws and regulations, and
review them at least annually. At e
minimum, the written policies shall
address the following:

(s) Purposes and objectives of the
credit union’s investment activities,
including a statement whether securities
purchased are beld for sale, investment,

or purposes;

(b} Persons or committees to whom
investment authority has been delegated
azd the extert of their suthority;

{¢) Limits on the amount of funds that
may be committed to any particular
investment or securities transaction;

{d} Maturity limits;

{e} lnms:hr:t(c risk (;o cglp;l;abh):

Credit as applica
T
use
appmed b:dth any limitations
that the board has sstablished wih




o T

e e S W WA

A T it B R & & W o

rrarect to the amount of funds that may
he placed or invested with any of the
arproved broker/dealers (as applicable:
(h) Safekeeping of secunities. including
a list of approved salekeeping facilities.
8. Section 703.4 is revised to read as
follows:

§$ 703.4 Authorized ectivities.

(a) General Authority. A Federal
credit union may contract for the
purchase or sale of a security provided
that:

(1) The delivery of the security is to be
made within thirty {30} days from the
trade date; and

{2) The price of the security st the
time of purchase is the market price.

{b) Cash forward agreements. A
Federal credit union may enter into a

-ash forward agreement to purchase or
sell a security. provided that:

(1) The period from the trade date to
the settlement date does not exceed one
hundred and tweaty {120) days;

(2) Uf the credit union is the purchaser,
it has written cash flow projections
evidencing its ability to purchase the
security:

{3) If the credit union is the seller, it
owns the security on the trade date; and

{4) 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 institutions
as specified in section 107(7) and 107{8)
of the Federal Credit Union Act {12
U.S.C. 1757(?), 1757(8)): Loans to
ncnmember credit unions in an
aggregate amount not exceeding 28
percent of the lending credit union's
unimpeaired capital and surplus: shares,
share certificates or share deposits of
federally insured credit unions: shares
or deposits of any central credit union
specifically authorized by the board of
diractors: and deposits of any section
107(8) institution. provided that where
any such deposit, or any portion of it. is
20t fedegally insured, a credit union
shzll analyze the credit quality of the
issuing institution prior to making the
depacsit. Where the deposit, or any
portion of it is not Federally insured. a
Federal credit union shail also record its
credit decision respecting the
investment in the records of the credit
union.

(d) Repurchese transactions. A
Federal credit union may enter into an
investraent-type repurchase transaction
or a financial institution-type repurchase
transaction provided the purchase price
of the security obtained in the
transaction is st or below the market
price. A repurchase transaction not

qualifying as either an investment-type
or financia! institution-type repurchase
transaction will be considered s loan-
type repurchase transaction subject to
section 107 of the Federal Credit Union
Act {12 U.S.C. 1757). which generally
l:mits 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 eitner any securities
purchased with the funds obtained from
the transaction or the securities
collateralizing the transaction have &
maturity dats not later than the
settiement date [os the reverse
repurchase transaction. A reverse
repurchase transaction is a borrowing
trangaction subject to section 107(9) of
the Federal Credit Union Act (12 US.C.
1757(9)), which limits @ Pederal credit
union’s aggregate borrowing to 50
percent of its unimpaired capital and
surplus.

(f) Federal funds. A Federal credit
union may sell Federal funds to a
section 107(8) institution, provided that
the interest or other considerstion
received from the financial institution is
at the market rats for Federal funds
transaction and that the transaction has
a maturity of ons or mors business days
or the credit union is able to require
repayment st any time.

(8) Yankee Dollars. A Federal credit
union may invest in Yenkee Dollar
deposits in & section 107{8) institution.

{h) Eurodoilars. A Federal credit
union may invest in Eurodollar deposits
in a branch of a section 107(8)
institution.

(1) Bankers ccceptances. A Federal
credit union may invest in bankers’
acceptances issued by a section 107{8)
institution.

7. A new § 703.5 is added to read as
follows:

§ 7033 Prohbitions.

(a) Except ss provided in § 701.21(1) of
this chapter. a Pederal credit union may
not purchase or sell a standby
ccmmitment.

(b) A Federal credit union may not
buy or sell a futures contract.

{c) A Faderal credit union may not
engage in adjusted trading.

{d) A Feceral credit union may not
ergage in a short sale,

{e) A Federal credit union may not
purchase shares or deposits in, or
otherwise transact business with s
corpcrate credit union that does not
operate in compliance with part 704 of
this chapter in significant respects, or is
not examized by NCUA

(N A Federal credit union may oot
purchase a Stripped Mortgage-Backed
Security (SMBS).

{g) A Federal credit union may not
invest in any CMO or REMIC tranche
whose average life would extend or
shorten by more than six years under
modeling scenarios where mortgage
commitment rates immediately rise or
fall 300 basis points. '

(h) The average lifs standard
contained in paragraph (g) of this
section shall apply to CMO/REMIC
investmnents at the time of purchase and
on any subsequent review dats,
assuming markst interest rates and
prepayment speeds at the time the
standard is applied.

(i} A Pederal credit anion may not
purchase e residual interest in s CMO or
REMIC transaction.

{j) A Federal credit wnion may not
purchase & zero coupon security with a
maturity date that is more than ten
years from the settiement dats for
purchase of the security.

(k) A Federal credit union's directors,
officials, committes members and senior

may not recsive pecuniary

in ;mccum with the making of an
investment or deposit by the Federal
credit union.

{1) The prohibition contained in
paragraph (k) of this section also applies
to any employee not otherwize covered
if the employee is directly 33 involved in
investments or deposits uniess the
board of directors determines that the
employee's involvement does not
present a conflict of interest.

{m) All ransactions with business
associates or family members not
specifically prohibited by paragraph (k)
of this section must be conducted at
arm’s length and in the (ntecest of the
credit union.

8. A new § 7038 is added toread as
follows: _

§703.8 Liquidation of Impermizsdie
Investments.

Any federal credit unicn ho!ding
securities that are not in ccmpliance
with §§ 703.5(f). 703.5(g). 7C3 5{il or
703.5(j) shall have 1 year frox the
effective date of the final r-qu.aton to
dispose of such secusities uniessa
longer period of time is approved in
writing by the appropriste rezicnsl
director.

[FR Doc. 91-8828 Flled 3-20-61. 3 45 am|
! SRLING CODE TSIS-01-8




A L NCUA LETTER NO. 92

:Td CREbiT UN’?[‘E)N*‘S DATE: August 13, 1987

TO THE BOARD OF DIRECTORS OF THE FEDE2AL CREDIT UNION ADDRESSED:

In the past, NCUA has responded to requests from broker/dealers,
mitual €unds, Faderal credit unions (FCU's), and others for a
determination as to the legality of particular mutual funds
(Funds) as FCU 1avestments. For the reasons discussed Telow,
NCUA will no lcnger L13sue such opinions.

Y

e
r
Je
AS you are aware, NCUA has taken the position that mutual funds
are permissible investments for FCU's provided that all of the
investments and 1nvestment practices of the mutual fund are legal
1f made directly by aan FCU. Sections 107(7) and 107(8) of the
Federal Credit Union Act set forth the securities, deposits, and
‘other obligations in which an FCU may invest. Part 703 of the
NCUA Rules and Regulations places certain limits on the types of
transactions that FCU's may enter into in connection with the
purchase and sals of authorized securities, deposits, and
. oSligations. i
‘ NCUA is aware that some FCU's have invested in mutual funds
solely on the basis that NCUA has determined that the Fund is a
legal investment. Use of NCUA's legal opinion as the criterion
for making an investment raises several concerns. First, an FCU
relying solely cn NCUA's legal opinion is not determining whether
the Fund is an appropriate investment in light of the FCU's
current investment portfolio and liability structure. Second,
NCUA ig concerned that the routine issuing of opinions on mutual
funds has indirectly encouraged investment in the funds. Such a
result was not intended. The decision to invest in mutual funds
should be made based on the individual needs of each FCU. Last,
although NCUA has consistently stated that its opinions on the
legality of particular mutual funds are not to be interpreted as
recommendations or approval of the Funds by NCUA, the opinions
bave teen used by brokers and Funds as a marketing tool. The
srospectuses or marketing naterials ¢f some Funds incorrectly
- State that they have teen "approved by NCUA", and FCU's have
invested in the Funds on this tasis.

opinions con the legality of particular funds. NCUA believes that

this decisicn will have a positive effect on FCU investment

\

1 |

‘ accordingly, NCUA has decided that it will no longer issue

i

| . : policies. Those 5oards of directors which may in the past have
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s1moly relied on NCUA's legal ocinicons will be encouriaged to
2xplore the full range »f 1nvestment octions 3valiatle, and then
Take an 1nvestment decision that 1s :n the Test 11t2r2s5t3 of the
FCU. In 30 doing, they will become 7nre «nowledgeadle about FCY
lnvestment authority and i1nvestment restrictions, as contained 1in
the FCU Act and the NCUA Rules and Requlations,

This new policy should not be viewed as NCUA's "abandonment"® of
FCU's 1n this area. To the contrary, NCUA's Office of General
Counsel and the NCUA Investment Hotline will continue to respond
tO lnvestment questions requiring an interpretation of the FCU
Act and the NCUA Rules and Regulations, in particular the
legality of specific direct investments and investment
practices, However, the FCU will be responsible for establishing
and supoorting the legality of any of its investments. If in
doubt about a particular 1nvestment, FCU's are encouraged to
obtain the opinion of qualified legal counsel.

Finally, NCUA is considering requiring that a Fund's prospectus
Oor statement of additicnal information provide that the type of
investments the Fund will make and the Fund's lnvestment
practices may only be changed if authorized by majority
shareholder vote. Thus, if a Fund changes its investment
authority or practices in a manner that will make the Fund
imcermissible for FCU's, the FCU will have <nowledge of the
change and can take appropriate steps to divest itself of the
Fund. ‘

In the interim, FCU's investing in mutual funds should either
invest only in Funds that feature the shareholder vote notice, or
continually monitor the Fund to ensure that it remains a legal
lnvestment., If the Fund does invest in securities or engage in
activities not authorized for FCU's, the credit union must
immediately divest its interest in the Fund.

[

Sincerely,

.?OR THE NCUA BOARD

+/

ER W. ?
Chairman

U
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