; ——— NATIONAL CREDIT UNION ADMINISTRATION

WASHINGTON, D.C. 20456

November 4, 1991

Alan B. Decker
1841 Broadway
New York, N.Y. 10023

Re: Member Business Loans (Your August 30, 1991,
Letter)

Dear Mr. Decker:

You have asked whether a loan of $25,000 or less, that is
used for a commercial purpose, is counted against the limit
of loans to one borrower under the member business loan rule.
In general such loans are not counted when calculating the
loans to one borrower limit as long as the aggregate of all
such loans to the same borrower is less than $25,000.

ANALYSIS

NCUA has issued a new member business loan rule (see en-
closed) which becomes effective on January 1, 1992. The an-
swer to whether a loan under $25,000, granted for a commer-
cial purpose, is exempt from the loans to one borrower
limits, remains unchanged. It is important to note, however,
that under the new regulation the loans to one borrower limit
has been reduced from 20% to 15% of reserves and the defini-
tion of reserves has also been modified. This letter dis-
cusses the new regulation.

Section 701.21(h) (1) (i) (C) of NCUA’s Rules and Regulations
exempts from the business loan regulation a "loan meeting the
general definition of member business loans . . . which when
added to other such loans to the borrower or associated mem-
ber, is less than $25,000." Section 701.21(h) (2)(iii) (A) of
NCUA’s Rules and Regulations, states in part that:

the aggregate amount of outstanding
member business loans to any one member
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or group of associated members shall
not exceed 15% of the credit union’s
reserves (less the Allowance for Loan
Losses account), or $75,000, whichever
is higher.

If the aggregate of business purpose loans is less than
$25,000, they are not counted toward the 15% loan to one bor-
rower limit because they are not classified as business loans
for purposes of the regulation. Therefore, it is possible
for a credit union to make a business purpose loan(s) of less
than $25,000 to a member that exceeds 15% of its reserves
without violating the regulation. The regional office may
however, have safety and soundness concerns with that situa-
tion.

Sincerely,

oAty /Lt.(/W

Hattie M. Ulan
Associate General Counsel

Attachment

cc: Doug Verner, Region I
Director of Supervision

GC/MM:sg
SSIC 3501
91-0912
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This section of the FEDERAL REGISTER
contains requiatory documents hawing
general appicabiity and legal effect, most
of which are keyed 10 and codihed n
the Code of Federal Regulations, which is
published under S0 tlitles pursuant 1o 44
USC. 1510

The Code of Federal Regulations is sold
by the Superintendent of Documents.
Prices of new books are listed n the
first FEDERAL REGISTER issue of each
week,

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Part 701

Organization and Operation of Federal
Credit Unions

AGENCY: National Credit Union
Administration (NCUA).
ACTION: Final rule.

SUMMARY: The National Credit Union
Administration Board (Board) has
amended its rules concerning member
business loans, which were initially
adopted by the Board in 1987. These
amendments follow two separate
requests for comment. The first request
was issued on January 17, 1991, (See 56
FR 2723, 1/24/91). The comment period
closed on March 25, 1991, with a total of
744 comments. On April 4, 1991, the
Board approved a second request for
comments which, based on the earlier
comments, reflected a number of
changes and amendments {See FR 15053,
4/15/91). That comment period ended on
June 14. 1991, with 403 comments.
Numerous problems relating to member
business loans have been revealed
during the examination and supervision
process. Business lending has resulted in
high losses to credit unions, their
members and the National Credit Union
Share Insurance Fund. The existing rule
and increased examination and
supervision efforts have not been
sufficient to stem losses due to problems
associated with member business loans.
Changes to the existing rule are
necessary in order to limit certain high
risk activities and are intended to
reduce losses to the credit union system.
EFFECTIVE DATE: January 1, 1992,
ADORESSES: National Credit Union
Administration. 1776 G Street, NW..
Washington, DC 20436.

FOR FURTHER INFORMATION CONTACT:

D. Michael Riley, Director, David M.

Marquis. Deputy Director. or Timothy P.
Hornbrook. Director, Department of
Supervision, Office of Examination and
Insurance, NCUA, at the above address,
or telephone: {202) 682-9640.
SUPPLEMENTARY INFORMATION:

A. Background

The Board adopted rules and
regulations addressing member business
Inans in 1987 {See 52 FR 12365, 4/16/87).
At that time. the Board expressed its
intent to evaluate the effectiveness of
the rule over & 3-year period. Over that
period. specialized examination
methods and training have been
developed in order to increase overall
examiner awareness and skills in this
area. In addition, data has been
collected from the semiannual call
reports and from examination and
supervision contacts.

The proposed changes to the existing
rule are intended to reduce losses to the
credit union system. These changes will
require greater diversification, revised
collateral requirements and overall
limits on certain types of lending. In
addition, the changes adopted will
improve the ability of the Agency to
identify and monitor business lending
activity.

Numerous problems relating to
member business loans have been
revealed during the examination and
supervision process. These problems
have contributed to overall weaknesses
in asset quality, earnings and capital
which have led to liquidations. mergers
and special assistance to avoid
liquidation. Business lending, when not
properly carried out, has invariably
caused heavy expenses to individual
credit unions, their members and the
National Credit Union Share Insurance
Fund (NCUSIF).

Examination and supervision findings
have documented the often complex and
potentially high risk nature inherent in
loans for business purposes.
Traditionally. other industrics recognize
this increased risk in the form of a risk
premium, e.g., higher rates charged to
business borrowers. Data from the
Federal Deposit Insurance Corporation,
for example, indicates that even
experienced commercial banks average
a loss ratio related 1o business lending
that is nearly three times higher than the
average loss ratio for credit unions.
Finally. NCUA experience indicates that
problems related to member business
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lvans have an extremely high
correlation with problem credit unions
and losses to the NCUSIF.

Call report data from June 1981
indicates that federally insured credit
unions now hold a total of $1.9 billion in
member business loans. This is 1.4
percent of total loans or .8 percent of
total assets. Member business loans
have increased $924 million/99 percent
since 1987 and $212 million/13 percent
over the past 6 months. The dala
indicate further that only 1.360 of 13.007
or about 10 percent of total federally
insured credit unions are holding
member business loans.

At the same time. problem credit _
unions (CAMEL code 3. 4. or 5), share a
disproportionately higher level of
member business loans than other credit
unions. In addition. poorly reserved
credit unions hold a larger amount of
member business loans in proportion to
other, better reserved credit unions. In
summary, credit unions with the poorest
overall condition and poorest ability to
withstand losses tend to have the
greatest involvement with member
business loans.

The Board recognizes that loans for
business purposes have been an integral
part of some credit union’s lending
programs. Accordingly, the Board
wishes to reaffirm that it does not intend
to preclude well-operated credit unions
from offering business-purpose loans to
their members. Nevertheless, consistent
with its fiduciary duty to protect the
interests of all federally insured credit
unions, and the NCUSIF, the Board is
taking certain steps in an effort to
reduce losses. These steps are intended
to place reasonable limits on some of
the riskiest activities, require the board
of directors to establish prudent lending
policies and to improve the ability of
NCUA to monitor its exposure. At the
same time, examination procedures will
continue to emphasize safe and sound
lending policies and practices in an
effort to minimize operating losses.
Finally. training programs will provide
continuing education to agency staff in
order to ensure that staff is sufficiently
qualified and experienced to evaluate
and provide guidance to credit union
officials when appropriate. Although
several commenters continue to
encourage the Board to limit its
regulatory changes in favor of increased
supervision and monitoring, the Board is
not convinced that these efforts alone
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will produce the changcs needed 1o
reduce lusses 10 an acceptable level,

B. Comments

A totis] of 403 comments were
rrceived as a result of the request for
comments which ended on June 14, 1991,
Fighty comments were received ftom
Federal credit unions and 133 comments
came from Stute-chartered credit unioas.
Seventy-five comments were received
from credit union members {including 48
comments frora a single credit union).
Six comments were from national credit
union organizations and 21 were from
State credit union leagues. Four
comments were from state regulators
and two comments were received from
other state agencies. Seventy-six
ccmments were received from religious
organizations and their affilales. Two
comments were received from law firms.
Comments were also received from two
State senators, an insurance group, and
a city mayor.

Although nine commenters approve of
the proposed rule in its entirety. most
comments recommended additional
changes. Numerous meetings and
discussions with various individuals and
groups and, as a result of this additional
information, a number of changes to the
April proposed rule are incorporated
herein. While these amendments will
cause certain changes to policies and
practices, these changes are considered
a reasonable accommodation in
consideration of the increased risk
expcesure resulting from lending for
business purposes.

C. Discussion
Definitions—Secticn 701210k )01)

Section 701.21(h)(1)(i} contains the
defirition of member business loans.
The definition of member business loans
was expanded to include loans for the
purpose of “investment property or
venture”. Several commenters requested
additional clarification of this term.
Such loans are characterized by a
dependence on future appreciation in
the valce of the property or future
income derived from the property in
orcer to repay the loan in whole or in
part.

Fifty-five commenters requested a
separate rule for agricultural lending At
th:s time, the Board is convinced that
#xnicuitural and other types of business
lending share common characier:stics
and behavioral patterns and
«ccordingly, fall into the same general
Cutegory. A separate ruie has not been
incorporated.

The existing rule contains four
exciusions from the general defininon of
member business Joans. Several

moud:ficatines have been made 11 is not
the Board'sintent toinclude within the
context of this revised rile. louns
already grunted under the author:ty of
the deieted excissions. Simlarly.
recordheeping provisions of this rule are
not iniended to apply to louns

previously exempled from reporting
requirements. Accordingly. cred.t unions
are not required to reclussify evisting
loans or take any other actiuns with
respect to loans previously granted
under existing authority. All new loans
granted subsequent to the effeclive date
of the rule are covered under the revised
provisions of this rule.

Section 701.21{h)(1){i){A) of the final
rule removes the exemptions for
business loans secured by a member's
sccondary residence or one other such
dwelling. Thirty-eight commenters
favored the exemptions contained in the
exisiing rule. Loans secured by a
member's primary residence are
considered a lesser overall risk than
loans secured by other residences. In
determining whether an exemption is
allowable, the credit union must
determine whether the subject property
is or will be the principal residence of
the member-borrower. If so, the loan is
not within the purview of § 701.21(h) but
may be subject to rules concerning long-
term mortgage lending. § 701.21(g).

Section 701.21(h){1)(i){C) excludes
business loans of less than $25.000 from
the definition of member business loans.
The language contained in this section
has been amended slightly for
clarification purposes. Although severs)
commenters requested an increase in
the amount of the exclusion. the Board
has heard no clear or compelling
reasons why such an increase shotld be
considered. By way of example,
commenters pointed out that a loan for
$25.000 for an automobile would be
considered a consumer loan to an
individual. yet the same loan would be
subject to the provisions of this section
if granted for a business purpose.
Although true, the additional
underwriting, recordkeeping and other
provisions of this section is related to
the risk inherent in business loans
rather than the character or value of the
collateral securing such a loan. In short,
risks associated with consumer credit
are less than those associated with
business cedit. In any event. the Board
is excluding loans of less than $25.000 in
the interest of eliminating unnecessary
burdens for smaller credits.
Nevertheless. regardless of amount,
loans for business purposes should be
underwritten as business loans and any
additional rishs associated with such
lending should be considered by the
credit union in its evaluation criteria.

collateral requirements, pricing snd
morduning mechanisms.

Section TOL2URIGRE) was addued o
ciarfy that loans granted by a corporate
eredit umion 1o another credit unton are
not iactuded within the scope of this
rule. Severul commenters indicated that
while this point was clear with respect
to federally chartered corporates. the
1ssue with respect to State-chartered
corporutes was unclear. It was not the
Board's intent 10 include corporate
credit union transactions within the
context of this ruie,

Section 701.21(h}(1){ii) defines the
term “reserves” as used in this section.
The proposed rule excluded the balance
of the Ailowance for Loan Losses
account from the definition of reserves.
Several commenters pointed out that
this revised definition differed from the
definition of reserves used elsewhere in
these regulations and in other Agency
references and would lead 10
unnecessary confusion. The Board
agrees and retains the definition as used
in the existing rule. At the same time.
the Board reaffirms the exclusion of the
Allowance for Loan Losses as a factor in
the computation of various limits found
elsewhere in this section. Since the
Allowance for Loan Losses account is
considered a provision for known and
potential losses in the existing loan
portfolio, these are not considered free.
unallocated reserves available for use in
celerring risk in other assels.
Accordingly, the Allowance for Loan
Losses is not considered a viable factc:
to be used to leverage the amount of
available credit. Accordingly.

§§ 701.21{h){2)(iii) (A). {B) and {D} have
been revised {0 exclude the Allowance
for Loan Losses account from tctal
reserves. This change accommodates
the concerns of those who believe the
proposed definition will be
unnecessarily confusing while also
providing for the concerns of the Board
that allowance accounts not be
leveraged.

Section 701.21{h}{1){iii) defines the
term “gssociated member”. Several
commenters requested clarification tha:
the term be limited to shared interests
with this credit union Altbough no
change is being made to the final rule. i1
is noted tha! the Board interds for this
term to be limited to shared interes:s.
investments or other pecuniary interests
associuted with the credit union where
the loan has been requested. Similarly,

§ 701.212j{A) is intended to apply
mermber business loans to this credit
union. For example, in determining the
{imit of loans to one borrower. this
construction applies to the individual
credit union to which the member
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T pphes fur @ member busing ss loun und

ilnes aot require ench credit union to
determine the aggrevate member
biness loans made collectively by al
ciedit urions or other financial
irstitulions.

Section T01.21(h)(1){v) defines the
term “luan-to-value™ as used elsewhere
in this section. This amendment to the
existing regulation received no comment
or discussion and is being left as
propaosed.

Section 701.21(h){1){v1) defines the
term “construction or development
lo«n™ as used elsewhere in this section.
Cummenters requested additional
ciinfication in order to ensure that such
lcans are distinetly ident:fied.
Cuns:ruction ofr development loans are
fur the acquisition of lund or property
upon which improvertents are planned.
Examples of these tvpes of loans
included: (1) The purchase of raw lund
1o be developed for resale as building
lots: (2} the purchase of raw or
developed land for the purpose of
constructing housing or a commercial
building: and (3) the purchase of an
existing structure for rehabilitation in
order to improve the economic value for
resale or to improve income-producing
potential. This term does not include
loarns for the construction of a member’s
residence. Loans for construction of a
member’s residence are normally
consumer loans granted under cther
provisions of these rules and
regulations.

Feguirements—~Section 701.21(%)(2)

Section T01.21(k)(2;51) establishes a
requirement that the board of directors
adopt written business loan policies.
Section 701.21(h){2){i)(F) requires that
the beard of directors establish
qualification requirements for personnel.
This section has been revised to require
at least 2 years direct experience of
personnel involved in making and
administering business loans. Although
14 commenters objected to this
requirement, the Board remains
convinced that minimum experience
requirements are necessary. The
responsibility of determining the criteria
to be used to establish the minimum
quaiifications rests with the board of
directors.

Tre intent of this section is to ensure
*hat each type of credit offered is
properly underwritten and administered.
Fur example. the lending process
involved with commercial real estate
d:ffe s significantly from that of lending
fur business inventory or equipment. In
this example. a credit union wivolved in
beth types of business lending would be
required to establish qualified personnel
‘ur each type credit. ln some cases, this

may require thut more than one
individual be used. Credit unions are not
required 1o hire staff but must ensure
that the expertise is avalable, as
necessary. to meet the requirements of
this section. This couid be met, for
example. by hirng contract assistance
on a casc-byv-case bass.

Sectien 702K H) clanfies the
documentation requiremen!s needed to
support extensions of credit for business
purposes. This section has been
amended to clarify that documentation
is necessary except when it is not
gererally available. This reduces
somewhat, the discretion of the board of
directors to determine that
documentation 18 not necessary. The
Bcard will sormally expect that each
business loan is well-documented as
noted in the requlation.

Section 701.21(h}(2){ii}{A) establishes
rew requirements that business loans be
secured and establishes loan-to-value
(LTV) ratios. Six commenters approved
of these provisions, while 33
commenters objected. Those objecting
did so on the basis that such limits are
unrealistic and that creditworthiness
should be the primary concern as
opposed to collateral nequirements. The
Board agrees and notes that lending
criteria should place primary emphasis
on the borrower's creditworthiness,
secondary emphasis on viability of the
enterprise and lastly, on the collateral
value securing the loan.

As recent events in New England
Lave demonstrated. material deciines in
regional economies impact
creditworthiness and collateral
adequacy simulianeously. Collateral
requirements are imposed as a hedge
against the potential for borrower
default. Additionally, LTV ratios
implicitly produce powerful incentives
to encourage borrowers to repay, e.3.. to
protect the borrower’s equity interest in
the property. These incentives.do not
exist with bigh LTV ratios where the
borrower bas little, if any, equity at risk.
Accordingly. it is critical that sufficient
equity be available to protect the
lencer’s interest. For these reasons. LTV
ratios consistent with generally
accepted industry standards have been
established as a part of this nde.

Section 701.21(h){2)}{ii)(B) adds a
requirement that member business loans
include the persoral liability and
guaraniee of principals. The final rule
exempts loans to not-for-profit
organizations such as churches.
cooperatives, charitable organizations
and similar groups from the s:gnature
requitement of this provision. Comments
to the ruie preposed in Jenuary 1991
argued that. given the low level of losses
with such groups. the provision requiring

the swnature of the principal should not
be :mpused where the borrower 18
orgamzed or incorporated as a nonprofit
corpurat:on. The Board recogmizes that
the structure of such organizations
ncmaily does not provide for a
principal.

Sechan 701.21(h}(2)(:i){C) has been
added to the rule to exempt state-
chartered credit unions from the general
prohibition against unsecured credit
with respect to corporate credit card
accounts. Several comments pointed out
that such credit is normally short-term,
entails strong underwriting criteria and
is generally made available only to the
most creditworthy applicants. Aithough
Statechartered credit unions are ot
prohibited from offering such unsecured

redit by these regulations. State law
provisions must also be followed. if
applicable. In any event, this exemption
is intended to apply only with respect to
traditional credit card uses. Such uses
may include employee travel
reimbursement and similar credit
arrangements, Further, examiners will
be closely reviewing such credit
extensions and will expect sound
underwriting criteria including careful
documentation with collateral required
when appropriate. Examiners will' also
review policies and procedures to
ensure adequate administration and
mozitoring. This exemption does mot
affect federal credit unions since the
standard Federal Credit Union Bylaws
generally limit credit to connatural
persons o the extent of shares on
deposit as the credit union.

Section 701.21(h){2){ili){A) establiskes
a limit on the amount of loans that may
be made 10 ane borrower. Sixty
commenters objected to this provision.
A number of these comments indicated
that they believe that reducing the lim:t
to 10 percent of reserves will have a
substantially negative impact oa
agricultural credit unions. Consistent
with the intent expressed by the Board
to increase the diversification of
member business loan portfolios. the
rule has been amended to a loans to ore
borrower limit of 15 percent of reserves
{less the Allowance for Loan Losses
account) or $75.000. whichever s the
higher. At the same time, the Board
achnowledges that circurnstances have
teen demonstrated to indicate that
loans ia excess of this amount are
somet.mes clearly warranted.
Exceptions to the loans to one borrower

:mitation may be obtained through the
regional director serving the area where
the credit union is located. Clar:fication
of the information required to be
submitted in support of an exception are
discussed eisewhere. As indicaied
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tarhier, it is not the Board's intent g
curtal sound leading provrams byt
tather, to improve upon weak progr.ams.
Aithough credit unions may apply for a
lian-by-loan exception, an application
for a higher overall linut will oftentimes
prove a more practical alternative,

This section has been amended to
ehiminate the exclusion of an interest in
the burrower's residenco(s) from
calculation of the loans to one borrower
limit. This exclusion had no practical
effect in the existing rule. since such
loans were already excluded from the
rule by definition. Eliminating these
exclusions from this final rule maintsins
consistency between the definition of
member business loans and the loans
which, when added together. establish
the loans to one borrower limit.

Section 701.21(h)(2)iii}(A) has also
been modified slightly to clanfy that the
Beard intends to exclude from the
calculation of the loans to one borrower
limit, any portion of 8 member business
loan secured by shares in the credit
union or by deposits in another financial
institution, or fully or partially insured
or guaranteed by. or subject to. an
advance commitment to purchase by
any agency of the federal government or
of a state or any of its political
subdivisions. This has been
accomplished by changing the term
*fully secured” in the sccond sentence
of this section to “secured".

Several comments expressed concern
rcgarding loans which presently exceed
the revised loans to one borrower limit,
This would include loans which have
been fully funded, binding commitments,
letters of credit or lines of credit issued.
As with other provisions contained in
this section, the effective date applies to
loans which are granted or committed
on or after the effective date. Loans
granted. committed or funded prior to
the effective date of this rule are not
affected by these provisions.

The proposed rules each contained an
aggregate limit on member business
loans. This issue created considerable
comment and debate regarding the
merits and problems related 10 an
aggregate cap. At this time. the Board
has determined that an aggregate cap
shall not be established by regulation.
Although cognizant that a cap alone will
riot reduce losses. it is important to note,
however, that each board of directors is
required by this rule to establish its own
daggregate member business loan limit.
Such limits shall be reviewed during
regular supervisory examinations.
Additionally, the Board will monitor the
activity of credit unions through the
reporting requirements of this rule. The
need to readdress this issue will be
reviewed periodically to ensure that

azgredate imits established by cach
credit umon are meaningful and provide
fur the safe and sound operation of the
credit union.

Section TO1.21(h)(2)(in}{B} establishes
criteria for credit unions seching
exceptions to the loans lo one borrower
limit or those contuined in the
construction, development and
speculative lending section of these
rules. Thirty-seven comments opposed
the involvement of the regional director
in the process. Previous comments
expressed concern regarding the )
impartiality of the regional directors’
views concerning member business
loans and requested clanfication of the
criteria to be used to evaluate requests
for exceptions. The Board believes that
itis necessary that an exception process
be available o credit unions who wish
to avail themselves of limits in excess of
those established by regulation.
whatever that limit should be. Further,
the regional directors clearly have the
best resources to investigate and act on
requests in the most timely manner.
Finally. as indicated previously, the
Board has made it clear that member
business loans are a necessary service
for many credit unions and regional
directors support these views as well.

This section clarifies, in specific
detail, those items which shall be
included in the requests for exception.
The Board intends that requests which
are well-supported by sound financial
condition, experience. and thorough
analysis shall be favorably viewed.
Further. the final rule provides that
credit unions may assume approval has
been granted if notification has not been
provided within 30 days of receipt of the
request in the regional office. In any
event, regional directors will make
every reasonable effort to act on each
request as expeditiously as possible. As
with other actions, appeal of the
decision of the regional directors may be
directed to the NCUA Board. The Board
will monitor this process to assure that
applications for exception are processed
timely and effectively in conformance
with the intent of the Board.

Section 701.21(h)(2)(i11)(C) requires
that member business loans be granted
for periods consistent with the purpose.
security, creditworthiness of the
borrower and sound lending policies.
Additionally. it is noted that the board
of directors is responsible for
establishing maturity limits on these
loans. Although the proposed rules
established maximum maturity limits,
these are deleted from this final rule. In
the case of federal credit unions.
member business loans may not be
granted for periods in excess of 12
years. This limit is established by the

Federal Credit Union Act. State-
chartered credit unians are himited 'o
the matunty established under stute
law.

Section T01.21thH2Miii )t D) establishes
monitoring requircments for credit
unions which have member business
Inans outstanding in excess of 100
percent of rescrves {less the Allow.nce
for Loan Losses account). Forty-six
comments objected to this monitoring
requirement. Experience with problem
credit unions has indicated that.
frequently. losses or liquidations could
have been avoided or minimized if poor
underwriting and similar problems were
detected earlier and corrective action
taken. Short of imposing a mandatory
cap on such lending, the Board believes
that requiring credit unions to provide a
monitoring report, once a substantial
commitment of credit union equity is at
risk, is a reasonable method of detecting
such problems at an earlier stage.

Although the proposed rule required a
monthly report, this requirement has
been modified slightly to require such
reports on a quarterly basis, In addition,
information regarding delinquent
member business loans is modified from
10 days delinquent to 30 days
delinquent. Monitoting requirements
may be modified or amended through
separate request or agreement with the
regional director.

Section 701.21(h}{2)(iv) has been
amended slightly in order to reference
the Appendix to § 701.21{h). No change
in intent or meaning to derived from this
modification.

Construction and Development
Lending—Section 701.21(h}(3)

Section 701.21{h)(3) establishes
additional rules concerning construction
and development lending. The Board
bas determined that this particular
segment of the member business lending
market contains the largest overall risks.
The final rule establishes an aggregate
portfolio cap on such loans. requires a
minimum 33 percent equily in the project
by the borrower, and requires on-site
inspection prior to release of funds.

In general. must comments and
discussions support the provisions of
this section. Several individuals
suggested that NCUA prohibit such
lending by federally insured credit
unions. Lending for speculative purposes
is not appropriate for federally insured
credit unions. Speculation. in general. is
purchasing something (land. a building)
in hopes of future returns or
dappreciation. Speculative construction
means construction that begins withou!
signed contract(s} for the ultimate
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A number of commears, aithough not
alijecning to the provision. suggested
e reasing the porifolio cap abuove the
propused 15 percent of reserves level. A
namhber of comments recommended
exiluding any portion of a loan secured
by shures or guaranteed by a
vovernment agency. This final
recommendation has been adopted in
the final rule while maintaining the
proposed aggregate cap on such lending
of 15 percent of reserves. less the
Ailowance for Loan Losses account
This exclusion lunguage should provide
some rclief ta credit untons such as
community development credit unions
which offer government guaranteed or
assisted loans 1o low income groups and
others. Rehab of existing structures for
tow income housing would often fall into
this same category of exclusion.

A number of comments requested
clurification concerning whether this
rule is intended to apply to loans for the
construction of a member's residence. It
is not the intent of the Board that this
rule apply to loans for the purpose of
constructing a member’s personal
residence.. Such loans would pot
generally meet the definition of member
business loans since the purpose is for a
residence and not for business.
commercial, investment or similar
purpcse.

Section 701.21(3) establishes
recordheeping requirements. The final
rule requires that loans which meet the
general definition of a member loan,
regardiess of exclusions or exemptons.
be identified as such in the records of
the credit union and reported on the
financial and statistical reports required
by NCUAL In view of the record of
losses and high risk involved with such
lending, the Board has determined that
accurate recordkeeping and reporting
rules are necessary.

This requirement adds a
recordheeping burden to credit unions
which grant loans for business purposes
that are excluded from the underwriting
and cther requirements of these rules
die to one or more exclusion to the
seneral definition. This added burden is
necessary to determine the extent of
husiness lending by credit unions.
ussociated losses and the effect of
regelation o limating such losses.
Further, this gew requirement only
affects loans made prospectively and
dues nct apply to loans existing within
tne perifolio prior to the effective date of
this rule. Periodic review of the need for
such a recordheeping burden wiil be
performed as required by the Oflice of
\Management and Budget.

Sectian 0121 h)6) estiblishes an
eHective date of Junuary 1. 1902 This
rule ws proposed g January. 19891 and
affected pirties have had a sign.ficant
pened of tme 1o deternune the potential
vifect of any requiatory chinges. The
Board 1s-confident that the effective date
shouid provide adequite hme for credit
unicns to make any changes necessary
to comply with this revised ruie.

As indicated earliet. this rule applies
only to loans granted or committed after
the effective date of the rule. Loans
granted or committed prior to the-
effective date are not required to comply
with the revised provisions of this rule.

Reyuirements of lnsarence—Section
7413

Na charnge is being made to this
sect:on. State regulatory authorities and
federaily insured state-chartered credit
unions are advised, however, that
exemplions previously obtained by
states under the existing regulations are
no longer valid to the extent that
existing state regulations are not
substantially equivalent to these final
regulations. Such states must reapply for
exemption 2s provided in this section.

D. Regulatory Proceduces
Resulatery Flexibility Act

The Board certifies tbat the proposed
ruie will not have a significant impact
on a substantial number of small credit
unions because the rule applies only to
the federally insured credit unions
which make member business loans.
Approximalely 78 federzlly insured
credit unions with assets less than §1
million grant member business loans. In
addition. loans of less than $25.000 are
exempt from most provisions of this
rule. Accordingly. the Board has
determined that a Regulatory Flexibility
Analysis is not required.

Paperwork Recuction Act

This rule will increase the collection
and recordkeeping requirements of the
Paperwork Reduction Act A separate
recuest is being submitted to the Office
of Management and Budge! for approval
priot to the effective date of thi
regulition. -
Execulive Order 12612

Executive Order 12612 requires NCUA
to consider the effect of its actons on
state interests. It states that “Federal
action liritirg the policy making
discretion of the States shouid be taken
only where const:tutional authority for
the action is clear and certain and the
nztional activity is necessitated by the
presence of a problem of national
scope.” The issue of member business

toaas and their risks to federally insured
credit unions afe concerns of nanung
scope This reguliation is enacted 10
order to exible NCUA and the NCLSIF
t0 have an operable mechan.sm n place
10 easure the safety and soundness of
federally insured credit umons. This
regulation will apply to all federally
insured credit unions. The NCU'A Bourd
belicves that the protection of the
NCUSIF warrants these new resfrrctions
and that the increased restrictions io the
amendments will not unduly burden
federally insured state-chartered credit
unions. The NCUA Board. pursuant to
Executive Order 12612, hcs determined
that this rule mav have anoccasional
direct effect on the states. on the
relationship between the staies. or on
the distnbution of power and
responsibilities among the various levels
of government. Further the amendments
may supersede provisions of state law
or regulations concerning member
business loans which do not
substantially meet the requirements of
§ 701.21(h).

List of Subjects in 12 CFR Part 701

Civil rights, Conflict of interests,
Credit, Credit unions, Fair housing,
Insurance. Mortgages. Reporting and
recordkeeping requirements. Signs and
symbols, Surety bonds.

By the National Credit Union
Administratnon Board on Sepremier 13, 1991
Bechy Baker,

Secretary of the Boc-d.

For the reasons set forth in the
preambie. 12 €FR part 701 :s amended
as follows:

PART 701—~ORGANIZATION AND
CPERATION OF FEDERAL CREDIT
UNIONS ‘

1. The authority citation fur pert 701
continues.to read as.follows:

Authority: 12 US.C. ©52(5), L°SS. 1738,
1757, 1759, L'S1a, 1761b. 1766, 1767, 1782,
1784. 1787 and 1789 and P.L. 101-73.

Sectiun "01.8 is also authorzed by 31
rSC i

Section 701.21 is &lso authurized Ly 15
U.S.C 1601 et seg.. 42 L.S.C 1201 enc 42
L S C. .601-3610.

2. In § 701.21. paragraph (h: s "ev:sed
10 read as follows:

§701.21 Loans to members and lines of
credit to members.

(r) Member Susiness locns—{1i
Devnizions. (i) Member bus.ress vees
mean any loan. line of credit. or lefter of
credit. the proceeds of which will be
used for a commercial. corporate.
business. investment property or
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* tenture. or aenicultusal purpose. exeept
that the following shall not Le
considered member business loans for
‘he purposes of this section:

{.\) A lnan or loans fully secured by a
ien on g 110 4 family dwelling that is
the member's primary residence.

(B) A loan that is fully secured by
shares in the credit union or deposits in
ather fingncial institytions.

{Cl A loan meeting the general
definition of member business loans
under this paragraph (h){1)(1). and. made
to a borrower or an associated member
{us defined in paragraph (h}{1)iii} of this
section). which. when added to other
such loans to the borrower or associsted
member, is less than $25.000.

(D) A loan. the repayment of which is
fully insured or fully guaranteed by. or
where there is an advance commitment
to purchase in full by. any agency of the
federal government or of a state or any
of its political subdivisions.

(E) A loan granted by a corporate
credit.union operating under the
provisions of part 704 of this chapter. to
another credit union.

{i1} Reserves mean all reserves.
including the Allowance for Loan Losses
and undivided earnings or surplus.

{iii} Associated Member means any
member with a shared ownership,
investment or other pecuniary interest in
a business or commercial endeavor with
the borrower.

{iv) Immediate Family Member means
a spouse or other family member living
in the same household.

(v) Loan-to-value (LTV) ratio means
the quotient of the aggregate amount of
all sums borrowed from all sources on
an item of collateral divided by the
market value of the collateral used to
sccure the loan.

(vi) Construction or development loan
means a financing arrangement for the
purpose of acquisition of property or
rights to property including land or
structures with the intent of conversion
into income-producing property
including residential housing for rental
or sale. commercial, or industrial use. or
a similar use.

{2) Reguirements. Member business
ivans. as defined in § 701.21(h)(1)(i). may
be made by federal credit unions only in
accordance with the applicable
provisions of § 701.21 (a) through (g), to
the extent that they are not inconsistent
with this section. and the following
additional requirements:

(1) Written loan policies. The board of
directors must adopt specific business
loun policies and review them at least
annually. The policies shall. at a
minimum. address the following:

{A} Types of business loans that will
be made:

{B) The credit unwon's *rade area for
husiness loans;
{C) Mavimum amount of coeidit union

assetson relation 1o resesves: that wiil
he invested in business loans;

(D) Maximum amount of credit union
4ssets.in relation to reserves. that will
be invested in a given category or type
of business loan:

{E) Maximum amount of credit union
assels, in relation to reserves, that wiil
be loaned to any one member or group
of associated members, subject to
§ 701.21(h)(2)(iii)(A):

(F} Qualifications and experience of
personnel involved in muking and
administering business loans with a
minimum of 2 years direct experience
with this tvpe of lending;

(G) Analysis of the ablity of the
borrower to repay the loan:

(H) Documentation supporting each
request for an extension of credit or an
increase in an existing loan or line of
credit shall {except where the board of
directors finds that such documentation
requirements are not generally available
for a particular type of business loan
and states the reasons for those findings
in the credit union’'s written policies)
include the following: balance sheet,
cash flow analysis. income statement,
tix data: leveraging: comparison with
industry averages: receipt and periodic
updating of financial statements and
other documentation: including tax
returns:

(1) Collateral requirements. including
loan-to-value ratios: appraisal. title
search and insurance requirements;
steps to be taken to secure various types
of collateral: and how often the value
and marketability of collateral is
reevaluated;

{]) Appropriate interest rates and
maturities of business loans:

{K) Loan monitoring, servicing and
follow-up procedures. including
collection procedures;

(L) Provision for periodic disclosure to
the credit union's members of the
number and aggregate doilar amount of
member business loans:

{M) Identification, by position. of
those senior management employ ces
prohibited by paragraph (h)(3) of this
section from receiving member business
loans.

(i1} Other policies. The following
minimum limits and policies shall also
be established in writing and reviewed
at least annually for loans granted under
this section:

{A) Loans shall be granted on a fully
secured basis by collateral as follows:

{1) Second lien for LTV ratios of up to
70 percent: )

2} First lien for LTV ratios of up to 80
percent;

LiyFirstlien swth an LTV suvi0
exeese of 80 percent shail be arantend
wly where the value in excess of a0
prereentis cosered throuch acquisition of
private martiuze. or equivalent tvpe,
mnsuriance provided by an insurer
sceeptable to the credit union or
insurance or gudrantees by or subject to
advance comrutment to purchase by, an
agency of the federal government or of a
state or any of its political subdivisio® s.
and in no event shall the LTV ratio
exceed 95 percent;

(B) Loans shall not be granted without
the personal liability and guarantees of
the principals {natural person members)
except where the borrower is a not-for-
profit organization as defined by the
Internal Revenue Service Code (26
U.S.C. 501}

(C) Federally insured. state-chartered
credit unions are exempt from the
provisions of § 701.21(h}(2)(ii){A) with
respect to credit card line of credit
programs offered to nonnatural person
members which are limited to routine
purposes normally made available
under such programs.

(iii) Loan limits.—{A) Loans to one
borrower. Unless a greater amount is
approved by the NCUA regional
director, the aggregate amount of
outstanding member business loans to
any one member or group of associated
members shall not exceed 15% of the
credit union's reserves {less the
Allowance for Loan Losses account). or
$75.000, whichever is higher. If any
portion of a member business loan is
secured by shares in the credit unior. or
deposits in another financial institution,
or fully or partially insured or
guaranteed by. or subject to an advance
commitment to purchase by, any agency
of the federal government or of a state
or any of its political subdivisions. such
portion shall not be calculated in
determining the 15% limit.

(B) Exceptions. Credit unions seeking
an exception from the limits of
$§ 701.21(h)(2)(iii)(A) or § 701.21(h)(3)
must present the regional director with,
2t a minimum: the higher limit sought: an
explanation of the need by the members
to raise the limit and ability of the credit
union to manage this activity: an
analysis of the credit union's prior
experience making member business
loans: and a copy of its business lending
policy. The analysis of credit union
experience in making member business
loans shall document the history of loan
losses. loan delinquency. volume and
cvclical or seasonal patterns,
diversification, concentrations of credit
10 one borrower or group of associated
borrowers in excess of 15 percent of
reserves (less the Allowance for Loan
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Possos attount) anderwriling stind.irds
and practees. npesof loans grouped by
parpose and collyteral and
auatiheations of personned responsible
for underwriing and administering
membier business loans. Regional
directors shall consider, in addition to
the information submitted by the credit
anion. the histoncal CAMEL ratings. If
the credit union does not recejve
notification of the action taken within 30
calendar days of the date the request
was received by the regional office, the
credil union may assume approval of the
request to exceed the limit,

(C) Maturity. Member business loans
shall be granted for periods consistent
w:th the purpose. security.
creditworthiness of the borrower and
sound lending policies.

{D) Mon:toring requirement. Credil
unions with member business loans in
excess of 100 percent of reserves (less
the Allowance for Loan Losses account)
shall submit the following information
regisrding member business loans to
their respective regional director on a
quarterly basis: the aggregate total of
loans outstanding: the amount of loans
delinquent in excess of 30 days: the
balance of the allowance for member
business loan losses: the aggregate total
of all concentrations of credit to one
borrower or group of associated
borrowers in excess of 15 percent of
reserves (less the Allowance for Loan
Losses account); the total number and
amount of all construction. development
or speculative loans: and any other
information pertinent to the safe and
sound condition of the member business
luarn portfolio.

(v} Allowance for loan lesses. (A)
The determination whether a member
business loan will be classified as
substandard. doubtful. or loss. for
purposes of the valuation allowance for
loan losses. will rely on factors not
limited to the delinquency of the loan.
Nondelinquent loans may be classified.
depending on an evaluation of factors.
including. but not limited to, the
adequacy of analysis and
documentstion. The criteria for
determining the classification of loans is
tnntsined in the appendix to
§ "01.21(hj}—~LClassifications.

{B) Loans classified shall be reserved
as fullows:

{7} Loss loans at 100% of outstanding
AMount;

(.1 Doubtfal loans at 50 of
vutstanding amourts; and

{51 Substundard loans at 107 of
ourstunding amourt unless other factors
{eg.. history of such loans at the credit
umon) indicate a greater or lesser
amount is appropriate.

N Consteyetion eod dos ey oens
foneee Loans granted under ths
section to finance the construc’ian or
development of-commercia! or
residential property shall be suthect to
the following additiunal provis.ons:

{i) The ygaregate of all such luans,
excluding any portion of a loan secured
by shares in the credit union. or deposits
in another finuncial institution, or fully
or partially insured or guaranteed by. or
subject to an advance commitment to
purchase by, any agency of the Federal
Government or of a State or any ol its
political subdivisions, shall not exceed
15 percent of reserves (less the
Allowance for Loan Losses account);

{ii) The borrower shall have a
minimum of 35 percent equity interest in
the project being financed:

(i1i) Funds for such projects shall be
released following on-site inspections
by independent. qualified personnel in
accordance with a preapproved draw
schedule.

(4) Prohibitions.—{i) Senior
menagement employees. A federal
credit union may not make member
business loans to the following:

{A) Any member of the board of
directors who is compensated as such;

{B) The credit union's chief executive
officer (typically this individual holds
the title of President or Treasurer/
Manager):

(C) Any assistant chief executive
officers (e.g.. Assistant President. Vice
President, or Assistant Treasurer/
Manager):

(D} The chief financial officer
{Comptrolier):

{E) Any associated member or
immediate family member of the senior
management employees listed in
paragraphs {h)(4}(i) {A) through (D) of
this section.

{ii) Equity kickers/joint ventures. A
federal credit union shall not grant a
member business loan where a portion
of the amount of income to be received
by the credit union in conjunction with
such loan is tied 10 the profitor sale of
the business or commercial endeavor for
which the loan is made.

{5) Recorcieening. All loans:. lires of
credit. or letters of credit. the proceeds
of which will be used for a commercial.
corporate: business. investment property
or venture. or agricuitural purpose. shall
be separately identified in the recozds of
the credit univn and reported as such in
firancial and statistical repor's required
by the National Credit Union
Adminstration.

{6) Effective dete. Section ~01.21k) is
effective January 1. 1942, All member
business loans granted on or afier that

- ——
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SILLING COOE 7535014

DEPARTMENT OF TRANSPORTATION
Federal Aviation Administration

14 CFR Part 71

{Airspace Docket No. 90-ANM-151

Amendment, Aspen Transition Area,
Aspen, CO

AGENCY: Federal Aviation
Administration (FAA) DOT.

ACTION: Final rule.

SUMMARY: This action amends the
Aspen. Colorado, 1200 foot Transition
Area. The increase in aeronautical
operations at Colorado “Ski Country™
airports, and the attendant development
of Instrument Flight Rules (IFR)
procedures. necessitates the
establishment of this additional
controlled airspace. This change will
facilitate further procedure development
and provide point-to-point air navigation
routings within controlled airspace
where none presently exists.

EFFECTIVE DATE: 0901 u.t.c.. November
14, 1991.

FOR FURTHER INFORMATION CONTACT:
Ted Melland. ANM-536. Federal
Aviation Administration, Docket No. 90-
ANM-15. 1601 Lind Avenue SW. Renton.
WA 980354056, Telephone: (206) 227-
2536.

SUPPLEMENTARY INFORMATION;

History

On January 29. 1991, the FAA
proposed 10 amend part 71 of the
Federal Aviation Regulations {14 CFR
part 71) to amend the Transition Area at
Aspen, Colorado {56 FR 3231). Interested
parties were invited to participate in this
rulemaking proceeding by submitting
written comments on the proposal to the
FAA. No comments objecting to the
proposal were received. The proposed
coordinates have been changed to {1}
exclude the eastern portion of the
proposal that is part of the Derver
Transition Area. (2} exclude a southwest
portion of the proposal which is part of
controlled airspace at Grand Junction.
Colorado. and (3) include airspace west
of the proposal which is currently part
of the Meeker, Coloraco. Transition
Area. These changes to the proposal do
rot result in an inicrease in the volume of
existing controlied airspace.
Accordingly. the rule is adopted as




