
NATIONAL CREDIT UNION ADMINISTRATION

WASHINGTON, D.C. 20456

October 31, 1991

Joseph G. Riegert,
President/General Manager
Hughes Federal Credit Union
P.O. Box 11900
Tucson, Arizona 85734-1900

Re: Federal Credit Union Sale of Mechanical Break-
down Insurance (Your September 12, 1991 Letter)

Dear Mr. Riegert:

You asked the following questions with regard to federal
credit union ("FCU") sale of mechanical breakdown insurance.
(i) May an FCU sell insurance? Yes, if allowed by state law.
(2) May an FCU accept income from the sale of insurance, and,
if so, can the income be classified as a commission as op-
posed to an administrative cost? Yes to both questions if
the sale of insurance is directly related to a loan. (3) May
an FCU be licensed as a selling agency? Yes, if permitted by
state law. Our reasoning is set forth below.

Background

Hughes Federal Credit Union ("Hughes") has been offering me-
chanica~breakdown insurance to its members for several
months. The insurance is sold at the time that a loan is
made for the purchase of the vehicle being insured. A number
of loan officers at Hughes have been licensed to sell the in-
surance. Recently, a loan officer’s license application was
returned by the State of Arizona, with a statement that
Hughes itself had to become licensed as an insurance selling
agency in order for the loan officers to be licensed to sell
the mechanical breakdown insurance.
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You state that Hughes was under the impression that selling
mechanical breakdown insurance and acceptance of income from
such sales were permissible under Section 721.2(b)(i) of
NCUA’s Rules and Regulations (the "Regulations"), as long as
the income was covering Hughes’ administrative costs. Hughes
now questions whether it is authorized to sell the insurance
at all, and to accept compensation for the sale.

Analysis

i. May an FCU sell insurance?

Part 721 of the Regulations, 12 C.F.R. Part 721 (copy en-
closed), governs FCU participation in insurance and group
purchasing plans. Section 721.1 authorizes an FCU to "make
insurance and group purchasing plans involving outside ven-
dors available to membership (including endorsement)" and to
"perform administrative functions on behalf of vendors." An
FCU’s participation in insurance activity for the benefit of
its members may be authorized in either of two ways: (i) as
incidental to the exercise of an express statutory power,
such as the power to make loans to members or the power to
accept share, share draft and share certificate accounts; or
(2) as a good will service to the membership. As the NCUA
Board noted in the preamble to the 1985 revision of Section
721.2, there are a number of options open to an FCU seeking
to make insurance available to its members, including
"serv[ing] as an insurance agent and receiv[ing] compensation
as such." 50 Fed. Reg. 16464, April 26, 1985 (copy
enclosed). An FCU cannot, however, invest in an insurance
company or underwrite insurance. See Section i07(7)(I) of
the FCU Act, 12 U.S.C. §1757(7) (I).

We note, however, that some states may not permit an FCU to
act as an insurance agent. While it has long been our posi-
tion that an FCU may make insurance a~ailable to its members
pursuant to the Federal Credit Union Act, 12 U.S.C. Section
1751 et se~ (the "Act"), and the NCUA Regulations, we have
consistently held that any FCU doing so must comply with any
state regulations on insurance activities. Hughes should
consult its local counsel for advice on complying with
Arizona insurance law.
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2. May an FCU accept income from the sale of insurance? If
so, can the income be classified as a commission, or must it
be considered an administrative cost?

An FCU may accept income from the sale of insurance. The
amount of income allowable depends upon whether the sale is
incidental to the power to make loans or accept accounts
(Section 721.2(b)(1)), or is merely a good will function
(Section 721.2(b)(2)).

The mechanical breakdown insurance sold by Hughes is "di-
rectly related to an extension of credit by the credit
union." Therefore, under Section 721.2(b) (1), the amount of
compensation that Hughes may receive is unlimited, unless
otherwise provided by state law. Contrary to the suggestion
in your letter, NCUA Regulations do not limit the amount of
compensation receivable -- for the sale of insurance directly
related to the making of a loan -- to the amount of the FCU’s
administrative costs.

In cases where the insurance is not directly related to the
making of a loan or the opening or maintenance of an account,
compensation is limited to the greater of the "dollar amount"
or the "cost amount" incurred by the FCU in providing the in-
surance to its members. Section 721.2(b)(2). The "dollar
amount" limitation is $4 per single policy, $6 per combina-
tion policy, or $4 per annum for any other type of policy.
Section 721.2(a)(1). The "cost amount" limitation is the to-
tal of the direct and indirect costs to the FCU of any admin-
istrative functions performed on behalf of the insurance
vendor. The FCU must be able to justify the cost amount us-
ing standard accounting procedures. Section 721.2(a)(2).
The guidelines set forth in Section 5200.6 of the NCUA Ac-
counting Manual should be followed in computing the "cost
amount."

We note that some states do not classify mechanical breakdown
coverage as insurance. Hughes should obtain an opinion on
this issue from its local counsel. In the event that me-
chanical breakdown coverage is not treated as insurance under
state law, an FCU’s compensation would be limited to the cost
amount. Section 721.2(b) (3).
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You state in your letter that several of Hughes’ loan offic-
ers have been licensed to sell insurance. While this is per-
missible, we wish to point out that FCU officials and
employees are generally prohibited from receiving commissions
for products sold pursuant to Part 721. Section 721.2(c)
prohibits FCU directors, committee members and senior manage-
ment employees and their immediate families from receiving
any compensation or benefit, directly or indirectly, in con-
junction with vendor products. That prohibition also applies
to other FCU employees unless the FCU’s board of directors
determines that the employee’s involvement does not present a
conflict of interest. Section 721.2(d). Where an FCU of-
ficial or employee is licensed as an insurance agent and re-
ceives compensation as such, the full amount of the
compensation must be assigned to the FCU, see, 50 Fed. Reg.
16464, April 26, 1985, unless the person licensed is an em-
ployee and the board determines that there is no conflict, as
discussed above.

You also asked whether the FCU may classify the income as a
commission, instead of treating it as an administrative cost.
We are unable to provide a definitive answer to this ques-
tion, since we are uncertain as to exactly what you mean by
"treating it as an administrative cost." However, Section
5200.4 of NCUA’s Accounting Manual (copy enclosed) indicates
that reimbursement fees received from insurance companies
when the FCU has facilitated members’ purchase of insurance
should be accounted for as "miscellaneous operating income."
It seems to us that, logically, compensation in excess of the
"dollar amount" or "cost amount" reimbursement should be
treated in the same way. If Hughes has further questions on
this issue, we suggest that it consult with its NCUA
examiner.

3. May an FCU be licensed as a selling agency?

The Act and the Regulations neither expressly authorize an
FCU to hold a license as an insurance agent, nor forbid the
same. As noted above, an FCU may make insurance available to
its members. If, as appears to be the case, Arizona law re-
quires an FCU to obtain an insurance agent’s license in order
to market insurance to its members, nothing in the Act or the
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Regulations would preclude the FCU from doing so. Again,
Hughes should consult its own attorney to determine how to
comply with Arizona’s requirements in this area.

Enclosures

GC/MRS:sg
SSIC 3500
91-0918

Sincerely,

Hattie M. Ulan
Associate General Counsel
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§721.1 Authority.

A Federal credit union may make insurance and
group purchasing plans involving outside vendors
available to the membership (including endorse.
ment), and may perform administrative functlons
on behalf of the vendors.

Part 721

§721.2 Reimbursement.

(a) For purposes of paragraph (b) of this section,
the following definitions shall apply:

(1) "Dollar amount" shall mean $4 per single
payment policy, $6 per combination policy, or $4 per
annum for any other type of policy; and

(2) "Cost amount" shall mean the total of the
direct and indirect costs to the Federal credit union
of any administrative functions performed on behalf
of the vendor. The Federal credit union must be able
to justify this amount using standard accounting
procedures.

(b) A Federal credit union may be reimbursed or
compensated by a vendor for activities performed
under §721.1 as follows:

(1) Except as otherwise provided by applicable
state insurance law, reimbursement or compensa-
tion is not limited with respect to insurance sales by
the credit union or its employees which are directly
related to an extension of credit by the credit union
or directly related to the opening or maintenance of
a share, share draR or share certificate account at
the credit union;

(2) For insurance sales other than those de-
scribed in paragraph (bX1), a Federal credit union
may receive an amount not exceeding the greater
of the dollar amount or the cost amount;

(3) For group purchasing plans other than in-
surance, a Federal credit union may receive an
amount not exceeding the co~t amount.

Federal Credit Union Insurance
and Group Purchasing Activities

(c) No director, committee member, or senior
management employee of a Federal credit union or
any immediate family member of any such
individual may receive any compensation or bene-
fit, directly or indirectly, in conjunction with any
activity under this Part. For purposes of this
Section, "immediate family member" means a
spouse or other family member living in the same
household; and "senior management employee"
means the credit union’s chief executive officer
(typically this individual holds the title of President
or Treasurer/Manager), any assistant chief
executive officers (e.g., Assistant President, Vice
President or Assistant Treasurer/Manager) and the~
chief financial officer (Comptrvller).

(d) The prohibition contained in subsection (c)
also applies to any employee not otherwise covered
if the employee is directly involved in insurance or
group purchasing activities unless the board of
directors determines that the employee’s
involvement does not present a conflict of interest.

(e) All transactions with business associates or
family members not specifically prohibited by
subsection (c) must be conducted at arm’s length
and in the interest of the credit union.

January. 1990 721-1
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restrictions on credlt-related meursnce
and twenty-one commenters were
opposed. The majority of the credit
unions favored removin~ the
restrict/one, while the insurance
representatives were lenere]]y opposed.

After review of the comment~ and
~rther consideration of the issues, the
Board has determined to remove the
re~ m bureement limits for insurance
directly related to extensions of credit
and for insurance directly related to the
opemn~ and maintenance of share.
share certificate and share draft
accounts. The followm~ analysis
addresses the major issues raised in the
proposal and in the comment letters.

Analysis

A uthor;’+.y

Federal credit unions, like all financial
institutions, are institutions of
statutorily limited powers. The powers
of FCU’s are enumerated in section
of the Federal Credit UrLion Act (12
U.S,C. 1757}. Included are severe]
specific powers, such as the power to
make loans to membere, to make certain
investmonts, and to accept share, share
draft and share certificate accounts. The
various specific powers are followed by
the authority "to exercise 8tlch
incidental ix)were as shall be necessary
or requisite to enable [the FCU] to carry
on effectively the business for which it
is incorporated." [12 U,S.C. 1757[15),)
I:h’evailin8 case law construes this
"incidental powers" clause to authorize
activities that are "convenient or useful
in connecUon w~th performance of one
of [the c~edit union’sJ established
activities pursuant to its express
powers." Americon Bon/~ers Assoc/ot/on
v. Con~ell, 447 F. Supp. 2~e, 29e (D,D.C.

The NCUA Board has consistently
construed the powers of Federal credit
unions broadly, in order to afford
maximum flexibility to FCU’I in
providing services to their members. It is
clear, however, that a Federal credit
union may en~age in an insurance or
~roup purchesin8 activity for the
propose of gener.atlnI income only if
that activity is expressly authorb, ed or is
properly incidental to the exercise of an
express power, lrwo|vement in
"’nonincidental" insurance and Moup
purchaai;ti is permitted on s cost
reimbunement basis on th~ theory that
the FCU is not en~eging in the particular
activity or business, but rather is simply
prey/din8 informational or 8sod-will
serv;ces to members and recaivin~
reimbursement for the coat of the FCU’a
involvemenL

Scope of Rule ChanZe
Consi stent with t~e above analysis.

and after review of the comments, the
Board has determined to eliminate" the
reimbursement restrictions for any sale
of insurance which i~ "directly related
to an extension of credit by the credit
union or directly re]ated to the openin~
or maintenance of a share, share draft or
share certificate account at the credit
union," (See J 721,2(b)(2} of the final
r~le.}

Included among the types "of insurance
that may be incidents| to sn extension
of credit by an FCU are: credit life
insurance, credit disability insurance.
loss of income insurance, property and
casua|ty insurance.on motor vehicles,
boats and residenUal dwellings, title
insurance, mortgage guaxantee
insurance, and mechanical breakdown
insurance on motor vekicles. Life
savage insurance is the primary ex~stin~
example of share-related insurance of
which the Board ss aware. Most FC1Fs
that offer li.fe savin~s insurance do so
pursuant to a ~oup plan under wkich
the FCU itself pays the premium for all
members. Some FCU’s have chosen.
however, to offer life insurance on s
member-pay basis in connection with
share, share certificate and share draft
accounts. In addition, other credit
unions are offering llfe and disability
insurance in connection with IRA
accounts.

Federal credit union involvement in
other insurance and in ~’oup purchasing
of other goods and services will
continue to be limited to a cost
reimbursement basis.

Reverse Competition
In its proposal the Board asked

whether reimbursement restrictions
should be retained in’order to prevent
"reverse competition" in the sale of
credit insurance. That is. it has
previously been suggested that in the
absence of reimbursement restrictions.
credit unions would seek out insurance
peyin~ the highest commissfon, without
due regard for the cost of the insurance
to the members. Commentere argued
fervently on both sides of the issue.
Those who argued that reverse
competition exists insisted that lifting
the reimbursement cap foe credit
insurance would increase costs to credit
union members wh~ dec~asin~ their
benefits. Those in favor o/r lifting tim
reimbursement caps m’gued that reverse
competition will not occur in credit
unions. Rather. the credit union will
have an opportunity to receive income
that is presently paid to other parties.
and the benefits o! increased
compensation on credit insurance will

occurs to the credit omen membe’r’s as
mcreased dlv~dends on savings, lower
interest rates on loans and/or mcreased
services to mere berg. alll~"

The majority of the commenters who
ar~ed that reverse competition w~ll
develop were not FCU’s. In tact. only
two FCU commenters expressed the
view that rever~e competition will
become a problem if the reimbursement
restrictions on credit insurance are
lifted.

While the NCUA Board appreciates
the concerns expressed with respect to
the potential for reverse competition in
the credit insurance market¯ the Board
believes that the ability to prevent such
developments can and should properly
be placed in the hands of Federal credit
unions and Federal credit union
management. Credit unions are
cooperative member-owned institutions,
The entire board of directors is elected
by the membership, and thus is
continuously accountable to the
interests of the rr~mber. Moreover. the
directore serve as volunteers. Directors
and employees are and will continue to
be proh~ited fi’om personally receiving
commissions or other forms of

¯ compensation in connection w~th c~edit
insurance sales (see J 721.~c] of the
regulation). Thus, there is litt~ incentive
for s credit union to simply seek out the
insurance product paying the highest
commissions. To the extent th~lt Federal
credit unions do choose to receive
commissiom or other income, that
income should redound to the benefit of
the entire membership as discussed
above,

Also concerning the issue of whether
FCU’s should be allowed to receive
income, the Board notes that many
credit unions now receive commissi on
income indirectly by establishing credit
union service organizations that receive
the commission income and pay it
th~u~h to the credit union as a return
on the credit union’s investment in the
service organization. Allowin~ FCU’s
the choice of receiving the income
directly will recognize what is cun’en~ly
taldng place in the marketplace and
eliminate the need for the artificial
device of establishing a service
organization. Finally. with respect to
reverse competition, the Boa~ notes
that if the evidence at a ~uture date
demonstrates that Federal credit u~on
members are paying dramatically higher
insurance premsums M a result of the
removal of compensation limits. NCUA
can and will reconsider this issue.

State Insurance Law

As noted in the Board’s proposal.
Federal credit unions’ obligation to
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(c) No official or employee of a
Federal credil union or any immediate
family member o~ an offic~J or
employee may receive any
compenMO~m or beoelSt dfmc~ o~
indirectly, m conjunction with any
achvity under this regulation. For
purposes ~ this secl~o~
famdy member’" ~ a ~. or a
c~ ~, ~dc~]~ ~an~a~.
b~ther ~ ~. ~ s~use of ~y such
indi~d~
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5200.2 REIMBURSEMENT FEES--
COST OF SELLING
CHECKS

The credit union may collect fees from members
in connection with the sale to them of negotiable
checks, travelers’ checks and money orders. Fee in-
come should be recorded in Account No. 151.
"’Miscellaneous Operating Income."

A federal credit union is not required to sell such
checks. If such checks are sold. the board should
decide on the amount of the fee, if any, to be charged.

5200.2.1 SEPARATE BANK ACCOUNT
If a credit union sells its own checks or money

orders, a separate bank account, properly identified.
should be used for this purpose. A separate General
Ledger cash account with an appropriate descriptive
title should be used. For this purpose the additional
cash. genera! ledger account should be assigned one
of the unused numbers in the series 732 through 736.
Sufficient funds should be kept in the bank account
to pay all checks or money orders drawn on it. The
checks or money orders issued under such an ar-
rangement should be readily distinguishable from the
credit union’s regular checks.

5200.2.2 CHECKS SOLD
An adequate record or register in chronological

order of all checks sold should be maintained.
Although no standard form of record or register has
been prescribed, it should provide for at least the
following: (a~ date. {b) member’s name or account
number, (c) check number. (d} amount of the check.
and te) amount of fee collected for the sale of the
check. If voucher checks are used. the duplicate or
triplicate copy can be prepared so that it will serve
as the register, If a record or register separate from
the Journal and Cash Record is used. a daily sum-
mary entry, showing the inclusive number of checks
issued, should be made in the Journal and Cash
Record. The checks issued as shown by the record
or register should be reconciled at the end of each
month with the bank’s records.

5200.2.3 AGENT
The credit union may act as an agent for the sale

of checks or money orders for another institution or
organization. The credit union should maintain ade-
quate records to: {a) control the supply of checks
which are offered for sale, and (b) to permit proper

5-142

recording of the credit union’s income from fees col-
lected, and its Liability to remit funds to the institu.
lion or organization for whom the credit union ~s
acting as agent. A suggested record for this purpose
can be the register described above under "Checks
Sold.’" An additional column should be added to show
the Liability to the institution or organization for each
check sold.

5200.2.4 ESCHEATMENT--ABANDONED
MONEY ORDERS AND CHECKS

Where negotiable checks or money orders issued
by a federal credit union have been ~resumed to be
abandoned and where the federal credit union is
directly liable for payment:

a. The state in which such negotiable checks or
money orders were purchased shall be entitled to
escheat under its own laws: or

b. If the laws of the state in which such negotiable
checks or money orders were purchased do not pro-
vide for the escheat, then the state in which the
federal credit union has its principal place of business
shall be entitled to escheat or take custody of such
funds.

5200.3 REIMBURSEMENT FEES--
COST OF CASHING CHECKS

Fees collected from members for cashing checks
or money orders should also be recorded in Account
No. 151. "Miscellaneous Operating Income." Fees
may not be charged to a member for the cashing of
a check or money order when such check or money
order is applied in its entirety for payment of a loan.
interest, obligation to the credit union, or purchase
of shares. Nor should any fee be charged to the
member for the casldng of a check or money order
drawn by the credit union on its own bank account
and issued to the member in connection with a share
withdrawal or disbursement of a loan. The change
fund. which is discussed in the description of
"’Change Fund". (Account No. 739). should be used
in cashing checks or money orders.

5200.4 REIMBURSEMENT FEES--
COST OF HANDLING
INSURANCE

Reimbursement fees may be received from in.
surance companies when the credit union has under-
taken to facilitate the members’ voluntary purchase
of insurance. Part 721 of the National Credit Union


