T ENION ADMINISTRATION
* - WASHSNG TN, D.C. 20456

W/O?S\/ 195 /
Morgan Reed

U.8. Sterling Capital c@rp;_w;’}
20 Peachtree ;
Holbrook, NY 11741

Re: FCU Investme t;x@ CMOs (Your March 21, 1991,
- SR Letter) ’ '

Daear Mr. Reed:

You-have asked about federal fr@@it union (FCU) investment in
:-w@llatﬁvallzed mortgage cbljgations (CMOs). The enclosed
 Matiorial Credit Union Ad&i atioen (NCUA) Letters to Credit

Unions Mas. 95 and 108 and. feis. Investment Report No. 3

provide guidance on that “Please note that NCUA has

issued proposed revisions’ s investment regulation, 12

C.F.R. Fart 703, which would proitibit FCUs from purchasing:

‘ 1) any:.¢ tranche whose sverags: life would extend or shorten
by more than six y@ar& Ri7E ;odeling scenarios where
mcrtgaga comnmitment rates,x@m&d&ately rise or fall 300 basis

points; and 2) regidual intgesits in CMO transactions. A

copy of-the p:gposed regul&t n«is enclosed,

:Qattle M. Ulan _
'm%scclate General Counsel

Enclosﬂ%@s
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' . i]d fm]m;ﬂj% NCUA LETTER NO. 96

TO CREDIT UNIONS DAt MARCH. 1988

TO THE BOARD OF DIRECTORS Of THE FEDERAL CREDIT UNION ADDRESSED:

The National Credit Union Administration (NCUA) Board has acted to
permit Federal credit unions to invest in privately-issued
mortgage-related securities under Section IAT(13) (B) of the
Federal Credit uUnion Act. The NCUA Board has also acted to
authorize certain investments in mortgage notes pursuant to

Section 187(15) (A) of the Act.

Investments made under Section 187(1l5) (A) may only be made if a
Federal credit union has an ongoing program of making real
estate-secured loans and needs comparable loans to complete the .
packaging of a pool of loans for sale or pledge on the secondary
market. Section 701.23 of NCUA's regulations contains the
requirements for this activity.

This letter is to provide information and guidance concerning
Section 187(15) (B) investments, as well as discuss the
mortgage-related security market in general. Before making
investments authorized under Section 167(15) (B), the credit
union's board of directors should determine that the investment is
permissible., This determination should be supported by a legal
opinion from an independent source, and not by relying on the
advice of the broker or other party marketing the investment.

Privately-issued securities require the same sound investment
policies and practices as other investments. In brief, the board
of directors should: -

a. Diversify investments by type; maturity and degree of
risk. ’

b. Follow investment strategy that includes an
asset-liability and a rate sensitivity analysis.

c. Deal with established, financially sound and reputable

B
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b:oker/dealefs.

d. Determine that proper safekeeping of securities is
maintained. .

e. Monitor investments continually, review management
performance, and determine compliance with policy.
In Letter No. 89, the NCUA Board gave specific guidance to credit
unions who choose to actively trade in the securities market.
There are many mortgage-backed securities such as FNMA strips,
Splits, POs and 10s that are extremely volatile as interest rates
change, While these investments may be legal, their volatility
makes them inappropriate for most credit union investment
strategies. Extreme caution is urged. If the market
characteristics of the instrument, whether privately- or
government-issued, make it extremely volatile, then it will be
considered a trading account and is subject to the requirements
and restrictions of NCUA Letter No. 89 to Federally-Insured Credit
Unions, dated April 3, 1987.

Enclosed is an Appendix which provides general information about
mortgage-related securities., The key to successful investing
remains common sense and sound investment policies.

Sincerely,

Y

ROGER W. J E
CHAIRMAN, NCUA BOARD



APPENDIX

Federal Credit Unions (FCUs) have long been authorized to invest
in mortgage-related securities issued by Federal
instrumentalities - the Federal National Mortgage Association
(FNMA) , the Government National Mortgage Association (GNMA) , and

the Federal Home Loan Mortgage Corporation (FHLMC) (see Section
197(7) (E) of the FCU Act) - but they did not have the statutory

authority prior to enactment of Section 187(15) of the FCU Act to

invest in privately-issued mortgage-related securities, The
purpose of this Appendix is to provide information about the new

authority to invest in privately-issued mortgage-related
securities and to discuss various safety and soundness guidelines
applicable to all mortgage-related securities.

Mortgage-related securities contain varying elements of risk,.
Among these are credit risk, interest rate risk, and liquidity

risk:

(1) Credit Risk.

By definition, gzivatelx-issued mortgage-related

securities are those that are rated in one of the two highest
rating categories by at least one nationally-recognized

statistical rating oz?anization. As an example, Standard & Poors
(sap) and Moody's would satisfy the national rating organization

requirement. Their two highest rating categories are:

S&P AAA or AA+, AA, and AA-
Moody's Aaa or Aal, Aa2, and aa3

In light of the rating criteria that must be
satisfied to receive a rating in one of the two highest categories
(one of the requirements in the definition of a privately-issued
mortgage-related security under Section 107(15)(%777‘335% does not
consider credit risk to be a major concern. However, if the

rating for a particular security declines below the two highest
Z!3IEg:E%;;%E?;;E‘Eff??‘iﬁfiﬁ??%T'Eﬁc.scéﬁkIEy talls outside the
Section 1 B) authority, and must be marked to the lower of

cost or market and divested as soon as possible.

(2) 1Interest Rate Risk.

All mortgage-related securities are subject, in

.varying degrees, to decline in market value when interest rates

rise, though this decline may be offset by other factors. Some
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form of securities may be less volatile than others, e.g., CMOs or
REMIC securities in the fastest-paying tranche with an average
maturity of 1 to 3 years are generally less volatile than I0s
(interest only securities). :

Another aspect of mortgage-related securities that
is influenced by interest rates is the prepayment rate of the
underlying mortgages. prepayment rates on the underlying mortgage
collateral will also impact on the overall yield and market value
of the investment. This is particularly significant in such
securities as FNMA Strips, 10s and POs (principal only
securities). ©

Because of the potential for either a loss of market
value or holding a low-yielding investment, a prudent approach to
investing in interest-sensitive securities is to analyze the
interest rate sensitivity of the balance sheet. For example, what
is the impact on the market value of the investment and earnings
position of the credit union if interest rates were to shift 194,
200, or 309 basis points. This rate sensitivity analysis will
vary from credit union to credit union depending upon the rate and
maturity structure of both assets and liabilities. However, this
approach should assist an FCU in determining what would be a
reasonable and prudent level of investment in such securities.
Depending on the results of the analysis, an FCU may decide to .
limit its investment in mortgage-related securities to a specified
percentage of its total assets, total investments and/or a
multiple of total reserves, or place dollar size limitations on
specific types of securities to be purchased.

Duration is another consideration in analyzing
interest rate risk. Duration is a measure of the sensitivity of
the price of a particular security to changes in interest rates.
The duration factor, however, is measured as a function of time.
I1f interest rates rise, anticipated prepayments will diminish
thereby lengthening the anticipated "duration®” (i.e., life) of the
securities involved., Similarly, if interest rates fall, such
prepayments may be expected to rise due both to the refinancing
involved and the multiple payments made against the higher
interest loans outstanding.

It must be noted that the price sensitivity is not
linear in nature. That is, a 5 percent change in the anticipated
duration will not necessarily result in a S percent change in the
anticipated price. Such a change may be greater or less than the
actual change in interest rates. :

Stop loss provisions may also be used to limit
losses on a given security. Such provisions are intended to sell
4 particular security at a predetermined stop-loss price. 1In the
event that the market value of the security declines to the
stop-losa price, the credit union would sell the security in order
to prevent further price erosion. Stop loss provisions may



be pa;tiéulgtly'approptiate during periods of rising interest
rates or extraordinary market volatility.

(3) Liguidity.

) Interest rate volatility can cause mortgage-related
securities to decline in market value. If an FCU's liquidity
teds require the sale of the securities during periods of
increased interest rates, they may have to be sold at a
significant loss,

Since many of the mortgage-related securities and
derivative securities, such as CMOs and REMICs, are relatively new

to the marketplace, there is limited into:matioq available
relative to prepayment histories on the underlying mortgages of

these securities. There is no formalized existing secondary

_market for the sale or purchase of these securities. Therefore,
disposal of this type of security may be difficult to achieve on a

timely basis.

In.light of the potential for liquidity problems, a
credit union should carefully review its current and anticipated
liquidity needs prior to investing in mortgage-related securities.
The review necessarily requires a thorough knowledge of the nature
and makeup of the credit union's assets and liabilities; the .
economic and competitive environment in which the credit union
operates; and, most importantly, the needs of the membership. A
credit union should not make a commitment to mortgage-related

securities if it determines that the investment may impair its
future earnings position or its ability to service the membership.

Section 187(15) (B) of the FCU Act gives FCUs the
power to invest, subject to NCUA guidance, in mortgage-related
securities defined in Section (3)(a) (41) of the Securities
Exchange Act of 1934. The Securities and Exchange Commission
therefore has primary responsibility and authority to interpret
what is a mortgage-related security under Section 187(15)(B) of
the FCU Act. Accordingly, credit unions entering this investment
area should obtain SEC or legal counsel review of a particular
security prior to investing. The following discussion is provided
to credit unions for general guidance only and reflects this
Agency's understanding and experience with the more common types
of mortgage-related investments now being offered.

Definition of "Mortgage-Related sSecurity"

a. The security is rated in one of the two highest rating
categories by at least one nationally recognized statistical
rating organization; and

b, The security must either represent owdership of one or
more promissory notes or certificates of interest or

pa:t;cﬁpations in such notes; or be secured by one or more
promissory notes or certificates of interest or participation 1in



such notes and, by its terms, provide for payments of principal in
relation to payments or reasonable projections of payments, on
notes, or certificates of interest or participations, in
promissory notes; and ;

c. The underlying notes or certificates must be directly
secured by a first lien on a single parcel of real estate; stock

allocated to a dwelling unit in a residential cooperative housing
corporation, upon which is located a dwelling or mixed residential

and commercial structure; or on a residential manufactured home;
and

d. The underlying notes or certificates must have been
originated by a savings and loan association, savings bank,

commercial bank, credit union, insurance company, or similar
institution which is supervised and examined by a Federal or State

authority; or by a mortgagee approved by the Secretary of Housing
and Urban Development.

The types of investments covered by this definition have been
expanding in the marketplace. These investments include

securities such as mortgage pass-through securities, and mortgage
pay-through securities such as ‘Collateralized Mortgage Obligations
(CMOs) and Real Estate Mortgage Investment Conduits (REMICs).

Description of the General Types of Mortgage-Related Securities
Availlable.

a. Mortgage Pass-Through Securities.

Investors own undivided interests in a pool of underlying
mor tgages and receive pro rata shares of cash flows. Each pool
has, for example, a coupon or pass-through rate, an issue date, a
maturity date, and a payment date. In addition, each pool may
have some unique features. Many FCUs are familiar with and have
invested in pass-through securities issued by GNMA, FNMA and FHLMC
under the express authority in Section 187(7) (E) of the FCU Act.
The types of mortgage pass-through securities that are authorized
under the SMMEA amendment would include those securities issued by
private institutions that qualify as mortgage-related securities.

b. Mortgage-Backed Securities (Bonds).

It is our understanding that so-called mortgage-backed
bonds are usually in fact general obligations of the issuer. If
that is so, it is our further understanding that they are not
considered mortgage-related securities by the Securities and
Exchange Commission and, therefore, are impermissible as
investments by Pederal credit unions.

c. Mortgage Pay-Through Securities.

(1) Mortgage pay-through bonds



, These are also known as cash flow bonds. They

combine aspects of pass-through securities with features of

mor tgage-backed bonds. As with mortgage-backed bonds, the
investor owns the bond while the issuer retains ownership of the
mortgage collateral, However, unlike a mortgage-backed bond,
pay-through bonds link the cash flow from the collateral to the
cash flow on the bonds. Due to the linking of the cash flows,
principal payments on the bonds will fluctuate depending on the
timing of unscheduled principal payments from the collateral.

(2) Collateralized Mortgage Obligations (CMOs)

CMOs are multiclass pay-through bonds. CMOs can be
general obligations of the issuer backed by mortgage collateral or
they can be limited obligations where the bondholders can only
look to the pledged collateral for payment. The cash flows
generated by the collateral are linked to the cash flows of the
bonds. Principal payments are made to one class at a time based
upon an order of priority determined at the bond issue date.

Each bond class, or tranche, has a stated maturity
date and a fixed coupon rate. After interest payments have been
made, all available cash goes to repay principal on the
"fastest-pay"” tranche. Following retirement of the first class,
the next tranche in the sequence becomes the exclusive recipient .
of principal payments until this class is retired. Due to
principal prepayments on the collateral, the bonds may be retired
substantially earlier than their final maturity date.,

Many CMO issues include one or more tranches that
are "accrual bonds (or "2Z-bonds") ." An accrual bond does not
receive any cash payments of principal or interest until all
tranches preceding it are retired. In effect, an accrual bond is
a deferred interest obligation, resembling a zero coupon bond
prior to the time when the preceding tranches are retired. FCU
investment in an unrated residual interest of a CMO is not ~

authorized under section 10/(15)(B) of the FCU Act.

(3) Real Estate Mortgage Investment Conduits (REMICs)

The Tax Reform Act of 1986 establishes and creates
rules relating to REMICs. REMICs were authorized as a way of
avoiding problems of double taxation. In general, a REMIC is a
fixed pool of mortgages with multiple classes of interests held by
investors. 1In order to qualify as a REMIC, all of the interests
in the REMIC must consist of one or more classes of "regularc"
interests and a single class of "residual®™ interest. Regular
interests are like the class(es) of a CMO issue. The residual
interest consists of the excess interest and reinvestment earnings
that exist as a result of the differential between the income flow
from the underlying mortgages and the income outflow to the
regular interestholders. FCU investment in an unrated residual
interest of an REMIC is not authorized under Section 187 (15) (B) of
the FCU Act. ‘ ‘




Other Mortgage-Derived Securities

] Stripped Mortgage-Backed Securities (SMBS)
allocate principal and interest from a pool of mortgages and
produces two classes of security, an Interest Only (IO0) portion
and a principal Only (p0) portion. The rate of return of an SMBS
depends on the specific percentage allocation of the principal or
interest and on mortgage pay-off speed., Mortgage pay-off speed is
usually directly related to the rise .and fall in interest rates.
Accordingly, the 10 and PO portion of an SMBS is extremely
sensitive to interest rate movements and highly price volatile.

When purchasing an 10 or pO, the purchaser is
speculating on the movements of future interest rates as these
movements affect pay-off speed of the underlying mortgages. The
10 portion performs well when interest rates rise and the PO
portion performs well when interest rates fall. 10s may serve as
a useful hedge to mortgages and similar instruments in a

depository institution's portfolio because they gain in value as

interest rates rise. Any investment in either an 10 or PO without
a complete and continuing hedge analysis will generally be
considered a trading account security..
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TO CREDIT UNIONS  DATE: Mavz1980

TO THE BOARD OF DIRECTORS OF TH!.PBDBRAL CREDIT UNION ADDRESSED:

Section 107(15)(B) of the Federal Credit Union Act (12 U.S.C.
1757(15)(3)1 authorizes Federal credit union ("FCU")
investment in "mortgage related securities (as that term is
defined in Section 3(a)(41) of the Securities Exchange Act of
1934 . . .* (hereinafter referred to as "mortgage-related
securities"). In Letter to Credit Unions No. 9 issued in
March of 1988 ("Letter No. 96"), the National Credit Union
Administration ("NCUA") Board provided information and
guidance to PCU's concerning Section 107(1S5)(B) investments.

Letter No. 96 contains the requirement that:

Before making investmeats authorized under
Section 107(15)(8{, the credit union's board
of directors should determine’ that the
investment is permissible. This determination
should be supported by a legal opinion from an
independent source, and not by relying on the
advice of the broker or other party marketing
the investment.

NCUA has been ested to reconsider the requirement that an
PCU obtain an independent legal opinion prior to -akingua
Section 107(1S) ia) investment, and that, instead, an FCU be
pernitted to rely on a statement in the offering's prospectus
that the securities are "mortgage-related securities® or
*mortgage-related securities for gutgoso. of the Secondary
Mortgage Market Enhancement Act of 1984.° These two terms

are synonymous. ‘ -

The Tri-a:y raticnale for requiring an independent legal
opinion was to ensure that an PCU vas making a permissible
investment, i.e., in "mortgage-related securities.® It was
contemplated that an FCU would obtain a co of the legal
opinion prepared the issuer's or underwriter's attorney
determining that the securities offered are °“mort age-related
securities.” However, PCU's have had difficulty in obtaining
such opinions.




NCUA has contacted the Securities and Exchange Commission .
("SEC*) for guidance on this issue. Based on correspondence
with the SEC, the NCUA Board has determined that it will no
longer require an PCU to obtain an independent legal opinion
prior to its making a Section 107(15)(B) investment. An PCU
may relI on a representation in the prospectus that the
securities described therein are 'mo:tgago-:elated secu=~
rities” or "mortgage-related securities for purgoseo of the
Seconda.yy uortgage Market Enhancement Act of 1984, " provided
that the FCU also verifies that the then current rating for
the securities is as required b{ the definition of
"mortgage-related securities® (in one of the two highest
rating categories by at least one nationally-recognized
statistical rating organization). All other information
contained in Letter No. 96 and the Appendix thereto remains
current. FCU's are reminded that investment in
"mortgage-related securities® requires the same sound
investment policies and practices as other investments, as
set forth in Letter No. 96.

Sincerely,
(3
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Proposed Rules

Federsl Ragister
Vol 54. No. 83

Thursday. March 21 1901

Thae section of the FEDERAL PEJISTER
contams nodces 0 the pubiic of the
Proposad meuance of rules and
reguiatons. The purpose of theas notices
3 0 gve mterested porsons an
Cpeortunity 1o partcipete n the rule
mmmmnn,munw
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OFFICE OF PERSONNEL
MANAGEMENT

S CFR Part 300

RIN 2208-A841

Employment A ]
P (Gensral); Employment

Aagxcy: Office of Personnel
Manazement.

ACTION: Notice of withdrawal of
proposed rulemaking.

SUMMARY: The Office of Pereonnel
Management (OPM) is withdrawing its
proposal to amend tha appeal
prozedures set forth in the Code cf
Federal Regulations with respect to job
analysis, relevance. and equal
employment opportunity requirements
currently applicabie to Federal
Government employment assessment
procedures. The proposed amendment,
issued on June 20, 1888 (53 FR 23123)
would have removed certain
nonstatutory appeals 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
employment practice in question in
appropriate cases. The amendment
~ould have also avoided duplicative
eniorcement of equal smployment
opportunity requirements that are within
the jurisdiction of and covared by
Frocedures enforcad bty the Equal
Employment Opportunity Comrission.
O™\ is withdrawing its propcsal due to
tze small aumber of § CFR part 300
cases handled by OPM and because
these few cases may be handled under
the Equal Emplcyment Opportunity
Commission (EEOC) procedures.

FOR FURTHER (RFORMATION CONTACT:
james S. Green, Deputy General
ccunsel, (202) 608-1700.

U.S. Office of Personnel Mansgemant.
Coastancs Berry Newtnan,

Director. o
{FR Doc. 910008 Tiled 3-30-91: 8:45 am)
SRLING CODE MMNS-0-0

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 703

AGENCY: Nationa] Credit Union
Administration [NCUA).

ACTION: Proposed ruls.

SUMMARY: As part of its established
policy of revi its regulations at
regular intervals, the National Credit
Union Administration (NCUA) is
proposing to amend its regulations
governing federal credit union
investrents and deposits. Ths proposal
would prohfbit or restrict access to
certain high-risk investments that have
been purchased by a limitad number of
credit unions. The proposal weuld also
prohibit federal credit unions brom
investing in s corporate credit amion that
fails to meet certzin regulatory criteria
and require that each federal credit
ution establish written investment
policies consistent with the Federsi
Credit Union Act, NCUA Rules and
Regulations, and other spplicable laws
and regulations. In addition, the rule
would establish conditions under which
a federal credit union would be required
1o analyzs the credit quality of an
institution it is permitted to invest in
under section 107(8) of ths Federal
Credit Union Act. Finally, the
Ihe restachuring of e Feders] Demeett
restructuring

Insurance System under the spplicable
provisions of the Financial Institution
Reform, Recovery and Enforcament Act
of 1900

The NCUA Board is seel'ng
comments on the proposod changes to
part 708 of the NCUA Regulations. The
NCUA Board is not seeking comments
on those portions or sections of the
regulation which would not be aifected
by this proposal
pATES: Comments must be received on
or before May 20. 1991,
ADDAESSES: Send comments to Becky
Daker, Secretary. National Credit Unioa
Administration Board. 1778 G Street
NW., Washington, DC 20456.

FOR PURTHER INPORMATION CONTALT:
Lisa Henderson, Staff Attorney, Office
of General Counsel (202-882-0830}), oc
Charies Felker. Investmaent Officer.
Cffice of Examination and Insurance
(202-852-0840), st the above address.

Background

As explained more fully below, the
would prohibit certais
investments that expose credit unions to

an inordinate degres of interest rate
risk, including certain mortgage
derivative products, such es Stripped
cked Securities (SMBS) and
hmhﬁo&m:m
Mortgage Obligations (CMOs) or
mm (NCUA bas previously y
determinred that SMBB ave unsuitable
investments for the vast majority of
credit unions (see 1l 5 NCUA
Interpretive R and Pulicy Statement
88-1: Volicy o of Secuzities
Dealers and Unsuitable Investment
Practices, 83 FR 13288 (Msy 2. 1988)).
Ths proposal wonld alse require faderal
credit unions hold}::‘;d these high-
risk investmants to of the
investment within 1 year from the

- effective date of the regulation unless ¢

longer period of tims is approved in
wﬂmbvtholmowht-w

The tion concerning corporate
credit ﬁu investments is intended to
prohitit fedaral credit unions from
transacting businese with corporats
credit unions that do not operate in
compliance with pert 704 of the NCUA
Rules and tions or are not
examined by NCUA. Undar the cwrent
regulation, a federal credit cnion may
invest in any corporste credit union

of its degree of compliance
with 704 and without regard to
whether or not it is examined by NCUA.

Although clearly mandated by sound
business practice, federal credit unions
are not presently required to have
" written investment policies. As
previously mentioned. the proposal
would require each federal credit unica
to have written investment policies
consistent witk the Pederal Credit Union
Act, NCUA Rules and Regulstior. and
other applicabie laws and regulaticns. In
addition. the rule would require that
those policies address certzin minimum
investment considerations.
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A lederal credit union is suthorized 1o
invest in certain depository (nstitutions
under section 107(8} of the Federal
Credit Union Act (12 US.C. 1757(8)). At
ikis time, federal cred!t unions are not
required to enalyzs the credit quality of
these institutions prior to investing
funds. Prior to investing in ona of these
institutions under the proposed ruls. ¢
federal credit union would be requived
to analyze 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 Deposit
Insurance Corporation or the Federal
Savings and Loan Insurance
Corporation * * * This authority is
restated in section 703.2{n) of the current
rule which defines s “section 167(8)
institution” a8 “** * " an institution that
is either insured by the Federal Deposit
Insurance Corporation or the Federal
Savings and Loan Insurance
Corporation or is a state bank. trust
company or mutual savings bank
operating in accordance with the laws of
the state in which tha federal credit
union maintains a facility.” With
passage of the Financiai Institution
Reform. Recovery, and Enforcement Act
cf 1989, both federally ingured beaks
and savings institutions are now insured
by the Federa! Deposit Insurance
Corporation. Accordingly, the proposed
rule would amend section 703.2(n) to
reflect this change.

As proposed, the regulation would
coasist of six sections. The Arst section
(§ 703.1) contains a 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 a
list of the key terms and definitions used
in the regulation. This section cf the
proposal has been axpanded to include
the additional ke terms and definitions
necessary {o implement the proposed
sule. The third section (§ 703.3) would
contain the new reqiirement that each
federal credit union establish written
investment policies consisient with the
Foderal Credit Unica Act. NCVA
regulations. and ciker applicable laws
and regul2tions. It alzo lists the
minimun vestment conziderations that
those policies wouid need ta address.
The fourth section [§ 703.4] sets out
certain authorized hut restricted
nvestment activities. This section
would contain the naw raquirement that

federal credit unicns snalyze the aredit
quality of a “Section 107{8} netitution™
when ; ;lmmnt that is not
tully co oderal deposit
insurance. The fith secticn (§ 703.5)
contains a list of prohibited investment
actvities. Formerly § 703.4 of the current
reguladon. this section of the

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 hoiding certain probibited .

investments must dispose of those
investmeonts within 1 year of the
effective dete of the regulation unises 8
longer period of ime is approved in
writing by the approprists regional
director.

The remainder of the Supplementary
Information discussion focuses on the

;:lopospdmmmlb&om
'

Analysis of Proposed Major Chenges o
Part 703
Section 7032 Definitions

This section has been expanded to
include the following key terms:
Averags life

Collateralized Mortgage Obligatica
(CMO)

Co:ra-m cedit union

Real Estate Mortgage Investment
Conduit (REMIC)

Residual interest

Stripped Mortgage-Backed Securities

{SMBSs)

Zero coupon bond ,

The key lerms and definitions which
sppear in this section of the regulation
ars 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 7033 Invastment policies
Under section 11(8) of the Pederal
Credit Union Act, the bosrd of directors

is respousidie for the credit xnion's
investment program. Among other
rovsoaable or doreraining that

res or

investments comply with the Federal
Credit Union Act and NCUA Rulss and
Regulations. and that all surples monies
are invested in & wise and prodent
manner. -

It has been NCUA's longstanding
position that each federal credit anion's
board of directors should develop
written investment policies in carrying
out its responsibilities under section 113
of the Pederal Credit &niou Act. E:

ency’s position in this respect
Cesen mep‘:x.mcn ted to federal credit
unicns on numerous occasions through

unions are permittad to invest. It is also
mindful of various legisiative proposals
that have been advanced to reform mt!;n
insurance »
Federal deposit ysism it
the amount of future deposit insurance
coverags availsble to credit unions.
While the NCUA Board beiieves that it
is prudent for a federal credit uuom to
analyzs the credit quality of a secticn
107(8) institution irrespective of the

" existence or extent of Fedaral deposit

insurancs, the proposed rule would limit
the requirement to investments in
section 107(8) institutions whare the
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{nvestment, or any portion of it. is not
federally \nsured.

While the proposal does not specify a
method or procedurs to be followed in
analyzing the credit quality of & section
107(8] institution, it is believed that most
credit unions will want to rely, at least
i~ part. on an outside rating service that
specializes in banking institutions, A
numter of such services are currcntly
&vailable to credit unicns in tha
marketplace. It is also noted that where
foreign investments are concerned. such
as Eurodoller investments, a federal
credit union mey need to subscribe to an
international bank rating scrvics.

The NCUA Board 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. Aceonm?‘y"
the NCUA Board anticipates that w
& credit union makes an investment
subject to the rule. it will establish
minimum intervals at which ths initial
credit analysis will be updated.

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

The credit quality and recording
requirements would extend to any
lnvuuncnm ta n!;dkc.nl credit mm;n is
permi to pursuant to its
deposit authority under section 107(8) of
the Pederal Credit Union Act,
Eurodollars, Yankee Dollars, Bankers
acceptances, Federal funds, Snancial
institution-type repurchase agreements,
and any other investment that the
{;J.(Z'UA‘:l Boudr'mf:ly. mbnqnn:‘ﬁy deem to

a “deposi purposes of section
107(8) of the Federal Credit Union Act.
Section 703.5 Prohibited Activities

This section would contain several

g:lw investment prohibitions as detailed
"‘

Corporata credit unions. It has been
NCUA'’s longstanding position aot to
take exception to a fe insured
credit union's concentrating its excess
funds in the corporzte system, ’
regardless of the amount involved. This
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 unions have
been the sams as those of federal credit
unions and state-chartered. federally
insured credit unions. respectively.
Investments that were not permissible
for federal corporate credit unions. but
that were permitted by the lews of the
state in which a state-chartered,
federally insured corporate credit union
was chartered, require Lbat & valuation
account be established and funded to
the extent of the diffsrencs between the
book and markst value of the
investment. NCUA has no statutocy
suthority over state-chartered. privately
or noninsured corporate credit unions
and has been abls to participate in the
examination of these corporate credit
unions through the National Association
of State Credit Union
(NASCUS]). In light of the millions of
dollars of insured funds that are
deposited in these corporate credit
unions, NCUA is proposing to
federelly insured credit unions from
investing in them unless they mest two
conditions: (1) They must teln
substantial compliance part 704 of
the NCUA Rules and Regulations, and
(2) they must be examined by NCUA.
Proposed revisions to part 704 of the
NCUA Rules and Regulations
the powsers and euthorities of
corporate credit unions. The proposed
revisions were developed with
significant h}m from corporste credit
unjons, both federally and state-
chartered. Nal.::“ believes ::t the
requirements, limitations,
parameters outlined in the

of charter or insurance status. Further,
NCUA belisves that all corporats credit
mmmhmmhodby!:‘um
corporate examiners, a group of senior
examiners, who are In the
T, whe Td
Questions degree
compliancs with part 70¢ will be
determined by the appropriats regional
e
termines that e corpors
is not in :::lu.nﬁdchco:pmnu wint:la .b
704 as su not permi
l?d:‘l‘lmlineuwitllfos:lemllyix:mm!t:m!it
unions, the regional director will notify
::u{bm tha tcndituni Y
t corporats on's
noncompliance. A corporate credit
union will be deemed to be in
substantial lance with part 704
pmﬁd.dhmmdnmu of
the corporats t union is not
threatened.

Under the proposed revisions to part
704, each corporste credit wnjon will
have 180 days to comply with that

regional director.
Corporate credit unions deemed not to
be in substastial with part
704 will be consi {mpermissible
investments for federally insured credit
unions,

Mortgage derivative products. A

|
%
E

ft become economical for a
m-m.muumm-
morigage to refinance at a lower rate. In
mhuhwnot;l;nwmtlﬂ
MBS will achieve
amdnﬂon&bonwm '9‘3'
expectation of increasing prepayments.
!noth:nwa'd&lﬂlwm h:l“h'
MBS prepay ata W
investors most Eum-mmu

mortgage loans, while the
markst price of a fixed rate MBS will
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decline lika most other fixed rate

securities. Unlike the potential for price
appreciation. the potential price decline
will not be restricted by the sxpectation

known as private issues and may be
backed by lr:l insurancs, letters of
credit or other credit enhancements. in
addition to bearing the interest rate risk

underlying mortgages and consequently
on the reslized maturity of the stripped
security. Gensrally, POs rise in vaine a8

of prepayments: therefors, MBSs have associated with pass-through securities,  while JOs increase In valus as these
greater downside risk than they do privatoly-bwod':ﬁo will present nl::l:ﬁ.., Accordingly, the
upside potential. As a result. price varying degrees of credit risk to the a2 O may serve, theorstically, to o
changes are not proportionate when investor depending on the quality of the 3, interest rate risk associated with
interest rates rise or fall by equal underlying mortgages and the security’s holding mortgages or similer
amounts. Hencas. an investor's credit enhancements. It should also be instruments. Similarly, & PO may serve
sssumptions regarding prepayments are  understood that the market for to offset the effect of intsrest rats
simply projections that are largely based  privately-issusd MBS is significantly movements on the vahue of mortgage
on the expected level of future interest  less liquid than the market for MBGe However, when purchasing an
rates and a related prediction issued or guaranteed by GNMA, FNMA, Dcnﬁlwhm
concerning when and how MBS cash or the FHLMC. the movements of fetors
flows will occur. These assumptions In addition to the basic MBS, varions  SPeculating “'“ how these ts
drive an investor's expectation MBS derivatives bave been created. One  Intsrest “’:. mv%
regdard:xlxg tl;e average life. market valus, ;‘uch derivative is the Slﬂp?d will affect mu’::ﬁ """;.
and yield of an MBS. Security (SMBS),
Most MBSs are issued through or SMBSs consist of two clasees of market value of the SMBS.
guaranteed by the Covernment National  securities. Each class receives a ‘The figars below provides projected
Mortgage Association (CNMA), the different portion of the monthly interest  yields for SMBS Cartificates of the
'Federal National Mortgage Association  and principal cash flows from the Federal Naticaal Mortgage Association
(FNMA), or the Federal Home Loan underlytng mortgages or MBS. In its issued om April 1, 1988. The projected
Mecrtgage Corporation (FHLMC). These  purest form, an SMBS is convertsd into yislds are based cn essumed PSA
securities, having a U.S. Government en Intsrest Ounly (I0) and Principal Only percentages ranging from 30% to 500%.
affiliation, are considered to beer little  (PO) class. With an IO, the investor As can be seen in the table, the 10/PO
or no credit risk. The near absence of receives 100 percant of the intsrest cash yields finctuate widely as the
credit risk, coupied with the size and flow and no principal payments. With & ‘prepayment speed of the undeclying
depth of the MBS market, have PO, the investor receives 100 percent of mortgages rises and falls. Moreovez, at
leiaulzliilh;duigmﬂcant!ev':ldof the principal cash flow and no intarest 500% PSA, the 1O holder a
quidity for government-is or payments. Degative return, meaning that the
goverunment-sponsored MBS All [Os and POs havs extremely 10 w":ﬁd‘, recover his initial
msnotbnedormmby volatile price charsctaristics based investment in the security.
CGNMA, FNMA, or the FHLMC are largely on the prepayment pattern of the
PSA Percertages *
® | w0 | s | m "
YmD 10 Manusry

SMBS Class 1 Cortficaiee (POw)

SMBS Ciass 2 Cortficates (0s).

g6
g
g
£

! The term PSA Percentages ssfers 1 & modsl wsed 10 Meamse prepaymant speeds b pricing OMOs and 08 end POL

Because SMBSs are relatively new to
the marketplace (the first SMES was
issued by FNMA in early 1987), the
supply in existencs is limited. As a
consequenca, holders of SMBSs may
also be subjected to a high degres of
marketability risk. Marketability risk is
the risk that a security way not be
readily convertible to cash (or cashed
orly at a significant loss), if it suddenly
nzeds to be sold.

Due to the speculative aature of thess
securitizs, their extreme price volatility,
and the limited market that may exist
for the sale of I0s and POs. the NCUA
Board has determined that SMBSs are
geaerally unsuitable for all federal
credit unions. Accordingly, the proposed
regulation prohibits the purchase of
SMBSa. This prohibision: is reflected in
§ 70-.5(D) of the proposed rule.

I

Another mortgage derivative prodnct
is the Collateralized M
Obw“Mcm REMOC)
CMOs and REMICs (hareafier refarred
to as CMOl)hhnn been developed ta
response to investor concerns regarding
the uncertainty of cash flows assoclated
with the ability of th&‘ o A
borrower to prepay the mortgage no
CMO can be collateralized directly by
whols loan mortgages, but more often is
collateralized by MBSs issued ce
guaranteed by CNMA. FNMA, or
FHLMC and beld in trust for 0
investors. In contrast to MESs, where
cash flows are received pro rata by all
security holders, the cash flow from the
mortgages underlying a CMO is
segmented, and paid in accordance with
a predetermined schedule to investors
holding various classes (tranches) of

Many CMOs are designed to bave one
or more Planned Amortization Class
(PAC) bands. PAC bonds commonly
have s Bixed monthly principal
amortizstion which is essentially
nmwﬂmhlxbﬁd .
prepayment speeds, thus o that exten
limiting the prepayment risk to the
investor. This limiting process allows
the investar to more accurstely predict
the average life of the investment, and in
general, reduces the price volatility that
would be assumed if the underlying
MESe themseives bad been purchased.
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The drawback is that when a CMO is
structured with a PAC class, the PAC
claes transfers prepayment risk 1o other
classes within the CMO which take on a
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”, or “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 havs & highly volatile average life,
yield, and market price.

1 cx;to l:ppoﬂ tranches thal;::‘\:’
“evelcped non-proprietary,

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 coupen
tranches that absorb much of the
volatility of CMOs with PACs by
sbsorbing all prepayments after all
scheduled PAC payments are met.

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

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

Z Tranches—CMO tranches that
a:crue interest but do not begin
payment of principal until all other
eariier tranches have been retired. They
are sometimes the only support trarches
in a CMO.

Jump Z Tranches—2Z Tranches that
immediately begin to receive ail
prepayments after the scheduled PAC
payment is mads, provided that some
trigger mechanism has been reached.

As indicated, based on the designof &
CMO, % mdtvlch:!l ‘:mcha can
display a high degree terest rats
risk and prics volatility. Examples of
“high risk” tranches are CMO support
tru:ichu which;l as cxyldmgn:ybovm:
receive principal psymants
the PAC tranche has recaived its
scheduled payment. Howsver, this is
only one type of CMO structure among
mary others that can display a high
degree of interest rate risk and prics
volatility. Accordingly, the NCUA Board
proposes to prohibit the purchase of
CMO tranche whose average life w
epand or shorten by more than 8 years
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 aversge lifs standard at
the time of purchase and on any
subsequent revisw dats, assuming
market interest rates and prepsyment
speeds at the time that the standard is
epplied. 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(h) of the propased ruls.

The NCUA Board recognizes that
most credit unions do not have the
software or database necessary to
perform the test; howsver, there are @
aumber of services available thet can
Furtorn the calculations “on line”. A
ederal credit union considering an
lnvpo:ﬂuncnt 'i:. & CMO tranche will ;n.m
to perform the test prior to making
investment. Application of the test on a
pog-ﬁmlﬂon bul:‘ would not comply
wi tion. Most government
securities subscribe to one or

d o m printout of the
and can & printout average
life test t&:h credit “hlli'u Since the
averags lifs standard applies throughout
the life of the investment, s federal
credit ynion will need to
retest the investment in order to ensure
that it continues to comply with the
regulation until it matures or is sold in
the market.

Sometimes referred to as the “ultimate
derivative”, another derivative
product is the CMO Mo
residuals represent claims on any
excess cash flows from 2 CMO issue
rem after the payments due to

and trust administrative
expensss have been satisfied. The
economic value of 8 CMO resicual is a
function of the ent value of the

prepayment speeds and rates of retum
associated with reinvesting plwnu
from the underlying collateral before
distribution to bondholders. This cash
flow is naly sansitive l:oh ”
prepayments existing
market intsrest rates. Other factors
the market valus of residuals
include a lack of liquidity end broker/
dealer profit.

Certain CMO residuals might be
emplcyed to offset declires in the value
of fixed rate mortgages or an MBS
portfolio in a period cf rising interest
rates. However, like an 10 SMBS, the
uncertainty regarding prepaymants on
the underlying collateral makes it
extremely difficu!t to use these
instruments as an effective interest rata
risk reduction tool. !n an environment of
rapidly falling interest rates, the market
valus of a residual can completely
disappear. Moreover. a complex CMO
structure (e.g.. multiple numbers or types
of tranches) or unusual collateral

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

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

Zaro coupon securities. Zero
securities are securities du:m m’::'nod
pericdic {nterest payments but instes
are sold at a discount from their face
value. The holder of the instrument
realizes the rate of return through the
gradual appreciation of the security,
speciliod marsiy dat o 714

maturity dats.
examples of zero coupon securities
available to bdc:lnd credit nlg‘mm
STRIPS and certain -
mmmy products such as
TIGRs, CATS, ETRs, GATORs. and TRs.

Impermissible investments will not be
“grandfathered™ under the proposed
rules. The rules would require federal
credit unions holding 10s or POs. MO/
REMIC residuals, CMO tranches that
fail the average life standard, and zero
coupon bonds with maturitiss greater
then 10 years to dispose of the

hibited investments within 1 year
the effective dats of the regulation.
However, regional directors would heve
authority to approve extensions to the 1-
ar rule. Such approvals would have to
¢ made in writing by the appropriate
regional director. While it is the NCUA
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Board s intent that the impermissible
investments should be disposed of as
quickly as possible. it is anticipated that
extensions will be approved where the
sale of the impermissible investment
would producs an unacceptable level of
losses. Each regional director will have
the discretion to determine what would
constitute “an unacceptable level of
losses.” taking into account all pertinent
factors including the credit union’s
earnings and capital position.

Regulstory Procedures
Regulatory Flexibility Act

The Regulatory Flexibility Act
requires NCUA to prepars 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 concsmas about the safsty and
soundness of certain investment
practices and their effects on federal
credit unions and the National Credit
Union Administration Share Insurance
Fund. Based on the experiencs of NCUA
examiners, !&v.vmmll credit unicns are
engaging in vestment practices
that are the subject of the rule.
Accordingly, the NCUA
determines and cartifies that the
proposed ruls, if adopted. will not have
a significant economic impact on &
substantial aumber 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
applicable to nine or fewsr persons.
Although proposed § 703.8 does require
an application to the appropriats
Regional Director, the information that
we have at present indicates that
relatively few spplications will be
rccoiv&d. NNCII‘J.A. y.p'h':‘:ﬁ time, sxpects no
more than a ons per year.
Therefore, the Board has
that the requirements of the Paperwork
Provicion of he propoess hae. NEUA
provision o
does solicit commaents trom federal
credit unioas regarding whether they
anticipate spplying for an extsnsion of
the pericd given to dispose of prohibited
investments. This information will aid
NCUA in determining whether a
- Paperwork Reduction Act analysis of
this section of the proposed regulation is
necessary.

The proposed regulation also contains
several coliection 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 analyzs
the credit quality of any uninsured
deposits {n 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

room 3208, Washington DC 20603, Attn:
Jerry Waxman )

Executive Order 12012

Executive Order 12612 requires NCUA
to consider the effect of its actions on
action imiting the polcymaking
action limiting the po
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.” Currently, part 703
n»hdymlwdmwt
unions, and the proposed rule makes 2o
708 ety soplie o bedereiy T
703 in y applies to

m" - requirements at 12

insurance

mw.xs)mmmmmm
determined that the rule will
not have a substantial sffect on
the States, ou the relationship of the
national government and the States, or
ooy iy mmngmmn?s:um
res
of government. Purther, the new rale will
0ot preempt provisions of stats law or
regulation.

List of Subjects in 13 CFR Part 708

Credit unious, lnvestmants, Reporting
and recordkeeping requirements.

By the National Credit Usion -
Administration Board on March 183, 1991,
Becky Bakar,

Secretary of the Boerd, .

Accordingly. it is proposed that 12

CFR part 703 be amended to read as set
forth below: ’

PART 703—{ AMENDED]}

1-2. The authority citation for part 708
continues 1o read as follows:

Authority: 12 US.C. 1757(7), 17578)
1737(15). 1708(a ). 1789(11).

3. Section 703.1 is republished for the
conveniencs of the reader.

§703.1 Scepe

Sections 107(7), 107(8) and 107(15) of
the Pederal Credit Unica Act (12 US.C.
1757(7), 1757(8), 1757(15)), set forth those
securities, deposits, and other
obligations tn which Federal credit
unions may {nvest. Included are
securities issued or fully guaranteed

4. Section 7032 is revised 0 read &
follows:

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 sscurities held in
safekeeping for its customers.

Bankers’ Acceptance means s time
draft that is drawn on and accepted by @
bank, and that represents an irrevocable
obligstion of the bank.

¢ means an

o se or sell a 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.

Collateralized Mortgage Obligation
(GMO) means & multi-class boad issus
collateralized by who!s loan morigages
or mortgage-backed securities (MBSs).
CMOs usually consist of Iour or more
classes of bonds which are commonly
referred to as “tranches”.

Corporate credit union means a
financial institution that

(1) Is a depository institution
chartered or licensed uader state oz
federal statute to operats as & credit
(2 operatad prirarly for the

operats y for
ym&pou of serving other credit unions;
an

(3) Has a voting membership not less
than 68 percent of which consists of

Furodostor d t deposit

ollar deposit means a t
a foreign branch of a United States
depositnry institution.

Facility means the homs office of o
Federal credit union or any subofice
thereof including but not necessarily
limited to a wire service, telephonic
station, or mechanical teller station.

Federal funds transaction means a
short-term or open-ended transfer of
funds to a section 107(8) tnstitution.
thahhnmm‘ ﬁm sum s contrect for

elivery of commodities,
including certain government securities,
sold on commodities ex

Immediate family member means a
spouss or other family members living in
the sams household,

price meens the last
::lt;-blhhod price at which & security is

Maturity date means the dats on
which & security matures, and shall not
mean the call dats or the averags lifs of
ths security.

Real Estate Mortgage Investment
Conduit (REMIC) means a nontaxable
ggg’:omod fo;oz:ln :‘oh purpose of

s fixed mortgages

secured by an interest in real
and issuing multipls classes of interests
B Repirehasy 25 mortgages

purchase trensection means a
transaction in which a Pederal credit
union agrees to purchase a security from
a vendor and to resell the same or any
identizal security to that vendorat o
leter date. A repurchase transaction
may be of three

(3} investment-type repurchase
irar.saction means & repurchase
tansacticn whers the Federal! cradit
union purchasing the security takes
pbysical possession of the security, or
rmvs mi:en comaﬁon of the ing

ase and a cus or safekeep
x"’eceipt from a third party under a
written bailment for hire contract, or is

recorded as the owner of the security t0 sither of & security (in
W&.Pdnnlmloch-hw MMmrIMQQMC
Syst make deltvery of o case
?z).’-’mﬂdd“ﬁm of & commitment to sell), in either case
rep transoction means a ot the option of the buyer of the
repurchase transaction with & section
17‘:w‘#mm%mm Stip securities that ities
3 A 'SMBSs) means
means any repurchase transaction that fm.q..]l of the cash of
or financial institution-type repurchase urest form, SMBSe represent mortgage-
transaction. Packad sacurities (MBSe) that have been
Residual interest mesns the coavertad into interest oaly (10)
remalnder cash flows from & QMO or securitiss, whers holders receive 100
REMIC transaction sfier payments due percent of the interest cash flows, and
bondbolders and trust administrative caly (PO) securities, whare
expenses have been satisfied. m'mmmdb
Reverse repurchase tressaction principel cash flows.
means & transaction whereby & Pedersl Trods date means the date ¢ Pederal
credit union agrees to sell & secwrity 0 8 credit uxion originally egrees, wheth
purchaser and to repurchase the same or or in writing, to enter into the
any identical security from that or sale of a seaurity.
purchaser at a futre date and at a Yankes Dollar deposit means «
ed price. deposit in a United States branch of &
Section 107(8) inetitotion meens & f benk licensed to do busd n
mumgumm;rmw the state in which it is located, or 8
union is authorized to maks deposits
pursuant (o section 17(8) of the Federal  96POSIL 18 8 state chartared, forsig
Unioa Act (uhUm.&c.d 1k Lo Zaro bond mesxe a deint
ndl:.ﬁ;hh thht :lnnu by obligation that makes no
Fe D.Mb“tk interest psyments but instead is scid at
:.“,,:lm.mh ’b.nkm”u"mhm' oe 8 discount from its face valme. The
ia holder of & 3ero coupan bond realises
e e telem ol astateln L of retarn though the gradual
main the P sppreciation of the security, which is
s.amm-;,.,.h..?:" secarity, redesmad at face valus on & specified
oﬂw.mt‘.zpom.g;m maturity dets.
item authorized for ixvestment by & 8. Section 703.3 is revised o reed o3
l’eduulmd)i'tmn@x;)u:’!:.m
8 107(18 7033 investment policien
?(mn'd - 'lmf'm' “%,mm,“m‘“ U8C, e board of Grmctors of sach federa
loans m.]'bm ) other than credit union shall establish written
Smgraanwmtmpbm in policies stent with the
the credit union's chief executive officer 8 A,“Ww&w
(Jﬁ this individsal holds the title N s por od
t of Treasurer/Manager), any ml!ahh_ ok w“l‘“"““ .
assistant chisf executive officers (e.g. review e M,M
Assistant President, Vice President or mintn—‘.. writien policies
Assistant Treasurer Jand the  address m.d of e
chief financial officer (Comptroller). (a) Purposes sad objectives oy
Settlement date n:,mptho dats . ':. investment activi
originally agreed to by a Pederal credit including tement whether securities
mmndamdghummdh g:mhudmhldhuh.hvm
purchase or a security. trading purposes:
Short sale means the sale of & security m)mmmu
not cwned by the seller. . investment an he ‘g” pot i
Standby commnitment wmeans a and the extent DY i that
commitment to eitker buy or ssll a (¢) Limits on the amoun
sacurity, on or before s future date, at s mqhwmnimdtpmmmm
predetermined price. The sellar of the investment or securities
commitment is the party receiving (d) Maturity limits:

yment for assuming the risk
::lodahd with commi sither to

purchase a security in the futare st a
predetermined prica. or to sell a security
in the future at a predetermined price.
The seller of the commitment is required

(o) hwu:l:klt(l risk (:‘l lg‘p;l;abh):
Credit a9 applica
a,) Securities dul::/broke firms




respect to the amount of funds that may
be placed or invested with any of the
approved broker/dealers (as applicable:
(h) Safekeeping of securilies. including
a list of approved safekeeping facilities.
8. Section 703.4 is revised lo read as
follows: -

§$703.4 Authorized activities,

(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 at the
time of purchase is the market price.

(b) Cash forward ogreements. 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) If the credit union is the purchaser,
it has written cash flow projections
evidencing {ts 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
;emed on & cash basis at the settlement

ate,

(c) Loans, shares and deposits—other
financial institutions. A Federal credit
union may invest in the following
accounts of other financia! institutions
as specified in section 107{?) and 107(8)
of the Federa! Credit Union Act (12
U.S.C. 1757(7), 1757(8)): Loans to
nonmember credit unions in an
aggregate amount not exceeding 28
percent of the lending credit union's
unimpzired 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
directors; and deposits of any section
107(8) institution, provided that where
any such deposit, or any portion of it, is
a0t feceraily insured. a credit union
shall analyze the credit quality of the
iscuing institution prior to making the
deposit. Where the deposit. or any
portion of it is not Federally insured, a
Federal credit union shail also record its
credit decision respecting the
inrvesiment in the records of the credit
union.

{d) Repurchase tronsactions. 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 ths Feders] Credit Union
Act (12 US.C. 1737), which generally
limits Federal credit unions to making
loans only lo members.

{e) Reverse repurchase transactions.
A Federal credit union may enter into s
reverse rep transaction.
provided that eitner any securities
purchased with the funds obtained from
the transaction or the securities
collateralizing the transaction have a
maturity dats not later than the
settlement date for the reverse
rep transaction. A reverse
repurchase transaction is a borrowing
transaction subject to section 107(8) of
the Federal Credit Union Act (12 US.C.
1757(9)). which limits o Podc;l gudn
union’s aggregats borrowing
pemlent of its unimpaired capital and
surplus.

{f) Federa! funds. A Fedaral credit
union may u)lli:odcnlhndn toa e
section 107(8) institution, provided that
the interest or other consideration
received from the financial institution is
at the market rate for Federal funds
transaction and that the transaction has
a maturity of ans or more business days
or the credit union is sbis to require
repayment at any time.

(g) Yankee Dollars. A Federal credit
vnion may invest in Yankee Dollar
deposits in a section 107(8) institution.

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

(i) Bankers acceptances. A Federal
credit union may invest in bankery’
acceptances issued by a section 107(8)
institytion.

7. A new § 7085 is added to read a3
follows:

§ 7033 Prohibitions.

(a) Except as provided in § 701.21{1) of
this chapter, 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 Fecera! credit union may not
engage in a short sale.

(e) A Federal credil union may not
purchase shares or deposits in, or
otherwise transact business with a
corperate credit union that does not
operate ia compliance with part 70¢ of
this chapter in significant respects, or is
not examiced by NCUA.

(N) A Federal credit union may not
purchase & Stripped Mortgage-Backed
Security (SMBS), .

{8) 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 ande
modeling scenarios whers mortgage
commitraent rates immediately riss or
fall 300 basis points. )

(h) The average life standard
contained in {g) of this
section shall apply to O4O/REMIC
investments at the time of purchase and

on any subsequent review dats,
assuming market interest rates and

prepaymant spesds at the tims the
standard {s applied.

(i) A Pederal credit union may not
purchase a residual intsrest in o OMO o
REMIC transaction. ,

() A Pederal credit wnion may not
purchase a sero coupon security with a
maturity date that is mors than ten
years from the settiement date for
purchass of the security.

{k) A Pedieral credit union's directors,
omm@mmu
management te
family members of such individnals,

investment oe deposit by the Federal
credit union. o

(1) The prohibition contained )
paragraph (k) of this section also applies
to any employes not otherwise cov
if the employse is directly 33
investments or deposits unless the
board of directors determines that the
employee's involvement does oot
presest a conflict of interest.

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

8 A new § 703.8 is added to read as
follows:

§7038 Uquidation of inpermissdie
investments.

Any federal credit union holding
securities that are oot in compl;mcc
with §§ 703.5(f), 703.5(g). 703.5(i}. or
703.5(j) shall have 1 year from the
effective date of the final reguiaton to
dispose of such securities unless a
longer period of time is sppreved in
writing by the appropriate regional
director.
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Collateralized koftgage Obligations (CMOs)

A CMO is a multi-class bond issue collateralized by whole
mortgage loans or mortgage pass-through securities. The cash
flows of the underlying mortgages are used to make the principal
and interest payments on the bonds.

The key difference between a conventional mortgage pass-through
security, such as a Government National Mortgage Association
(Ginnie Mae) pass-through, and a CMO is in the distribution of
principal payments. With a conventional pass-through, the
interest and principal payments received each month from mortgage
holders are passed through to all security holders on a pro rata
: basis. Because of prepayments, the pass-through's cash flovs
‘ tend to be irreqular and widely dispersed over time. The
security remains outstanding for as long as any of the mortgages
in the underlying mortgage pool are outstanding (up to 30 years
where the pass-through is backed by long-term mortgages).®

The CMO structure substitutes sequential retirement of bonds for
the pro rata return of principal found in the pass-through, the
result of vhich is to create mortgage-backed securities with
short, intermediate, and long-term maturities. Typically, the
first class of CMO bonds receives all princég:l generated by the
issue until it is completely retired; then second class
begins to receive principal until it is retired and so on.
Interest is paid concurrently on all outstanding bonds unless
they are accrual or *3° bonds.

The typical CMO has been characterized by four classes

(or tranches) with the fourth class often being a °"3° bond.t**
Figure 1 illustrates the cash flov distributions of a typical CMO
assuming a normal prepayment pattern for the underlying
collateral. Note that the first class pays off in less than §
years and has an average life of 2.3 years. The second and third

* See NCUA Investment Report No. 1 for a complete discussion of
mortgage pass-through securities.

T ** Some CMOs have been issued vith as little as one class while

others have been issued with more than 20 classes.




classes receive level interest payments in accordance with their
stated coupon rates, vhile the first class pays down. Then the
third class continues to receive level interest pPayments until .

the second class is paid down and so forth.
“Z" bond, accrues its stated interest rate as
initial face value until all of the previous classes

The fourth Class, a
an addition to its
have been

retired. Once all of the previous classes have been retired, the
"Z" bond becomes a pass-through instrument. Principal and
interest, based on the accrued principal amount, is then paid to

the holders until the "Z" bond is completely paid down, at which
point the CMO is closed.

Class

Class

Class

TYPICAL CMO -+
(Figure 1)
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*++ Principal and interest payments may be made monthly,

quarterly or semiannually depending on the specific terms of
the CMO.



- CMOs have opened the mortgage markets to many investors who might

otherwise be excluded by the longer maturities of standard
pass-through securities or the reinvestment risk associated with
their monthly cash flows. However, it should be clearly -
understood that the typical CMO structure does not eliminate the
prepayment uncertainty that has long been associated with
mortgage collateral. Rather, it offers a degree of prepayment
protection only in the sense that no-principal payments can be
received by a given class until all earlier classes have been
retired. However, sequential payment of principal means that an
acceleration of principal payments will not only result in an
early retirement of the first class, but will in turn result in
an early retirement of all other classes as well.

Like other mortgage securities, CMOs are priced to yield a spread
over Treasury securities of comparable maturity i.e., a Treasury

security with a maturity which approximates the average life of a
CMO bond. Recent spreads have been between 100-135 basis points

over Treasury securities depending on the maturity (average life)
of the CMO bond. '

PERMISSIBILITY:

CMOs have been issued by the Federal Home Loan Mortgage
Corporation (Freddie Mac) and the Federal National Mortgage
Association (Pannie Mae) and have also been privately-issued by
securities firms, S&Ls, mortgage bankers, home builders, and life
insurance companies. A federal credit union may invest in CMOs
issued by Freddie Mac or Fannie Mae. Under Section 107(15)(B) of
the Federal Credit Union Act, federal credit unions may also
invest in privately-issued CMOs as defined in Section 3(a)(41l) of
the Securities Exchange Act of 1934.

SAFETY AND SOUNDNESS CONSIDERATIONS:

Credit unions must be familiar with the basic CMO structure and
have an understanding of the fundamentals of mortgage pool cash
flows. Credit unions must also have an understanding of the
risk/reward potential of CMOs as discussed below. Credit unions
that do not understand the nature of CMOs or their risk/reward
potential should not invest in these securities.

Instrument Risk. As with mortgage pass-through securities,
homeowners can prepay or refinance the underlying mortgage
collateral, causing unscheduled principal payments to flow
through to the investor. The investor must project the
prepayment pattern of the underlying collateral in order to
estimate the true yield of the CMO bonds.



Prepayments do not affect yield where the investor has purchased
the bonds at par value. No matter when the principal is
returned, the investor continues to earn the coupon rate on the
remaining principal. However, if bonds are purchased at a
premium, then an early return of principal will reduce yield:
prepayments shorten the time that principal is outstanding which
means that the premium will be realized over a shorter period of
time. Similarly, the yield to maturity of bonds purchased at a
discount increases with an early return of principal since the
time required to earn the discount is shortened.

Prepa{ment and yield projections for the different bond classes
normally appear in the issuer's prospectus and are routinely
available from most major dealers in the secondary markets.
However, there can be no assurance that these projections will
actually be met. The actual pay down speed of the underlying
collateral (and hence, the actual yield of bonds purchased at a
discount or premium to par value) will be influenced by the
general level of interest rates and their effect on homeowner
refinancings. Typically, a mortgage pool passes through varying
levels of prepayment speeds, including periods of reduced
prepayments (as interest rates rise) and accelerated prepayments
(as interest rates fall). Changes in economic conditions,
housing turnover rates, and the demographic characteristics of
the homeowners in the underlying mortgage pool will also affect
prepayment speed.

Investor concern with the effect of prepayments has led to the
development of Planned Amoritization Class Bonds (PAC Bonds).

PAC Bonds provide their holders with specified principal payments
within a wide range of prepayment speeds. 1In return for
specified principal payments, PAC holders are normally required
to accept a lower yield than holders of non-PAC classes. More
ingormation on PAC Bonds appears at the conclusion of this report
under Miscellaneous Terms and Other Information.

ere . CMO prices fluctuate in response to changes
in the general level of interest rates. Normally, the first
class would have the least interest rate risk with each
succeeding class having a greater degree of exposure. As vith
other fixed income securities, the greater the time to maturity,
the ireater the price volatility. The last class (the "2° bond)
should be regarded as particularly volatile since it receives no
cash flows until all of the other classes have been retired.

Credit Risk. Most privately-issued CMOs. are rated in the top
rating band of Moody's, and Standard and Poor's; therefore, they
are considered to have vorx limited credit risk. CMOs issued by
Freddie Mac or Fannie Mae have little or no credit risk and are
not assigned credit ratings.
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- Investments in CMOs, purchased by a credit union with the intent

to hold the investment to maturity, fall under the definition of
lnvestment securities as discussed in Accounting Bulletin No.
87-2, dated October 15, 1987. Two sources which provide a
discussion of the interest method are the American Institute of
Certified Public Accountants (AICPA) industry and accounting
guide, "Audits of Credit Unions", page 23, and Statement of
Financial Accounting Standards No. 915 paragraph 18. Accounting
entries demonstrating the amortization of premium and the
accretion of discount are illustrated in the accounting manual,
Sections 4000 and 6000.

MISCELLANEQUS TERMS AND OTHER INPO&!ATIOH:
Accrual Bond - Also known Ss.a *Z" bond.

Average Life - Represents the average time to the receipt of
principal. It is generally used as the maturity measure for
comparing mortgage securities with Treasury or corporate
securities.

Coupon - The interest rate that the issuer promises to pay to the
bondholder until maturity. The coupon is expressed as an annual
percentage of the face value of the bond. For example, a bond

with a 10% coupon will pay $10 for every $100 of the face amount

per year. )

Floaters - CMO bonds with coupon rates that are set at a fixed
spread over an interest rate index, usually LIBOR (London
Interbank Offering Rate).

Inverse Floaters - CMO bonds with coupon rates that are
calculated by a specific formula to move in the opposite
direction of an interest rate index such as LIBOR.

Planned Amortization Class Bonds (PAC Bonds) - PAC Bonds return
specified principal payments to their holders at some future date
regardless of whether previous classes have been retired. These
bonds transfer instrument risk to other classes or "companion
bonds" in the same CMO.

Prepayments - An unscheduled return of principal. Prepayments
occur when the borrower makes an unscheduled principal payment on
the loan, refinances the loan, repays the loan ahead of schedule,
or defaults on the loan.

Projected Maturity - The final date on which a bond will be
outstanding based on the projected prepayment pattern of the
underlying collateral.



Marketability Risk. Freddie Mac and Fannie Mae issues have the
greatest degree of marketability. Privately-issued CMOs are, in
general, liquid securities; however, note that issues backed by
pools of whole mortgage loans tend to be less liquid than issues
collateralized by agency pass-throughs (i.e., Ginnie Mae, Pannie
Mae, and Freddie Mac pass-through securities).

visions. These are grovisidﬁs stated in the prospectus
that allow the issuer to call (redeem) the CMO bonds prior to

maturity. Examples of call provisions that may appear in the
prospectus are:

Refunding Provision: This provision allows the issuer to
sell the mortgage collateral in the open market, use the proceeds
to call the outstanding bonds, and then profit from any excess
cash. This kind of call provision can have a significant
negative effect on investor returns.

Clean-Up Call: This provision allows the issuer to retire
the remaining outstanding bonds, usually at par value plus
accrued interest, when the balance has been reduced to an amount
too small to justify servicing expenses. Usually, a clean-up
call does not significantly impair investor returns.

Calamity Clause: A calamity clause requires the issuer to
prepay the CMO bonds monthly when it appears that the collateral
cash flow will be insufficient to meet the bond payments at the
next scheduled payment date. This t of call provision would
have minimal effects on investor yields since the redemption is
generally limited to the amount of principal that would have been
paid at the next payment date. Thus, the redeemed bonds' lives
would be shortened by, at most, 2 months in the case of quarterly
pay bonds, and 5 months for bonds that pay semiannually.

ACCOUNTING GUIDANCE:

Investments in collateralized mortgage obligations (CMOs)
purchased by a credit union with the intent and ability to hold
the investment to maturity should be’ carried at amortized cost.
Amortized cost is original cost systematically adjusted to the
amount anticipated to be realized at the maturity date through
the amortization of a premium or the accretion of a discount.
The difference between the present value and the face amount of
the CMO investment should be recorded as a premium or discount
and amortized to reflect interest income over the life of the
investment (tranche) using the interest method of amortiszation or
accretion.

The interest method recognizes an amount in earnings each period
that produces a constant rate of return on adjusted book value.
Straight-line or other methods of amortization or ascretion may
be used if the results obtained do not vary materially from those
that would be obtained using the interest method. Presently, the
straight-line method is the one most widely used by credit
unions.
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Prospectus - A document, required by the Securities and Exchange
Commission (SEC), providing complete information on the type of
security registered, definitions and assumptions used in
structuring and issuance, explanations of the risks involved, and
other data necessary for an informed investment decision.

Real Estate Mortgage Investment Conduit (REMIC) - Created by the
1986 Tax Reform Act, a REMIC is a nontaxable entity formed for
the sole purpose of holding a fixed pool of mortgages secured by
an interest in real property and issuing multiple classes of
interest on mortgage pools, i.e., a CMO.

CMO Residuals - A CMO residual is the result of cash flows which
arise from the difference between the cash flows contributed by
the collateral and those required to fund bonds supported by the
collateral. Residual cash flows are generated, for instance,
where the CMO has been over collateralized or where the earnings
rate on the underlying collateral exceeds the rate paid to CMO
holders. The ultimate yield of a typical residual investment
depends on the realized rate of prepayment of the underlying
collateral; hence, the investment 1is considered highly
speculative.

Stated Maturity - The final date on which a bond can still be
outstanding assuming no prepayments of principal. It is provided
for legal and regulatory p ses and has little, if any,
relevance for investment analysis.

Tranche - A bond class.

Z Class - Usually the last class of bonds in the basic CMO
structure. Like other bond classes, it has a stated coupon rate,
but the interest earned each period is added to the bond's
outstanding princigal balance until all earlier classes have been
retired. During the period the °"Z" bond accrues interest, the
interest that would otherwise be directed to the "2° bond is used
to pay down the earlier classes. Thus, by incorporating a *2
Bond" into a CMO, the issuer is able to reallocate a larger
portion of the CMO's cash flows to the shorter maturity classes.



