@E — NATIONAL CREDIT UNION ADMINISTRATION
WASHINGTON, D.C. 20456
May 4, 1992

Carolyn J. Murphy
Regional Vice President
Field Service
Cash Equivalent

Clearing Corporation
Pacific Fianancial Plaza
840 Newport Center Dr.
Suite 680
Newport Beach, CA 92660

Re: Demiad @f quuestqgor Endorsenment
(Your Letter of April 8, 1992) -

Dear Ms. Murphy:

You reguested am NCUA endersement of investment products, in-
cluding certificates of deposit and time deposits, offered by
Cash Equivalent Clearing Corporation ("CECC"). NCUA does not
endorse specific individual investment products. Investment
decisions should be made by the board of directors of a fed-
eral credit union ("FCU") in accordance with guidelines
within legal parameters reflecting each FCU’s particular
needs.

Nor does NCUA opine upon the legality of specific investment
schemes. We suggest that counsel for each FCU investing in
your products make the determination of the legality of such
investments in accord with relevant law, regulations and NCUA
policy.

AL S

FCU investment and deposit authority is governed by Sections
107(7), (8) and (15) of the FCU Act and Part 703 of the NCUA
Rules and Regulations. See 12 U.S.C. §§1757(7), (8), and
(15) and 12 C.F.R. Part 703 (both enclosed). Under Section

' 107(8) of the FCU Act, an FCU may make deposits in national
banks and in state banks, trust companies, and mutual savings
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banks operating in accordance with the laws of the state in
which the FCU does business, or in banks or institutions the
accounts of which are insured by the Federal Deposit Insur-
ance Corporation. Several prior opinion letters regarding
investments in certificates of deposit, time deposits and
like products are enclosed for your guidance. See NCUA Opin-
ion Letter from me to Tobias E. Timm, McDonald & Company, en-
titled "Bank Notes," dated December 3, 1991; NCUA Opinion
Letter from me to Morgan Reed, U.S. Sterling Capital Corpora-
tion, entitled "Federal Credit Union Investment Authority,"
dated January 2, 1991; NCUA Opinion Letter from me to Carl A.
Bright, Irwin Union Bank and Trust, entitled "Irwin Union CD
Program," dated November 30, 1990; NCUA Opinion Letter from
me to Mitchell C. Glass, Eastern Airlines Federal Credit
Union, entitled "Investment in Yankee Dollars," dated May 16,
1989; and Letter from Valerie J. Best, Senior Attorney, FDIC,
to me, dated November 16, 1990.

An FCU is required to establish written investment policies
consistent with the FCU Act, NCUA’s regulations and other ap-
plicable laws and regulations which are to include policies
regarding the FCU’s: investment purposes and objectives;
delegations of investment authority; investment limits; matu-
rity limits; interest rate risk; credit risk; approved secu-
rities dealers/brokerage firms; and securities safekeeping
and safekeeping facilities. 12 C.F.R. §703.4. Any involve-
ment by an FCU with CECC must be in accord with the FCU’s in-
vestment policies.

The products and services offered by CECC comprise an invest-
ment program. The discussion in NCUA Letter to Credit Unions
No. 92 (August 13, 1987) (enclosed) applies to investment
programs as well as mutual funds. NCUA does not issue opin-
ions on the legality of particular investment programs. FCUs
are "encouraged to explore the full range of investment op-
tions available, and then to make an investment decision that
is in the best interests of the FCU." NCUA Letter to Credit
Unions No. 92, p.2. FCUs are responsible "for establishing
and supporting the legality of any of its investments. If in
doubt about a particular investment, FCU’s are encouraged to
obtain the opinion of qualified legal counsel." Id. NCUA
does not endorse specific investment programs. :

It is unclear to us whether your products or services involve
a delegation of investment authority from FCUs to CECC. Sec-
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tion 113(6) of the FCU Act (12 U.S.C. §1761b(6)), provides

that the board of directors of an FCU "shall have charge of
investments." It has long been NCUA policy that the board of
directors of an FCU may delegate its investment authority
only if certain conditions are met. Before delegating its
investment authority, the board should investigate to its
satisfaction the integrity and financial condition of any
third party investment manager. The delegation should be
noted in the FCU’s investment policies, the extent of the
delegation of investment authority must be specifically
stated, and the delegation must be made in writing by board
resolution. Under no circumstances should the third party be
given total authority to invest credit union funds with no
FCU board of director oversight. The determination as to the
permissibility of a particular investment program, as well as
its suitability for a particular FCU, should only be made by
the board of directors of the FCU, with the advice of coun-
sel. FCU boards may also want to contact their bonding com-
pany for further guidance.

This letter should not be interpreted as either an approval
or endorsement of your products. It is merely a discussion
of the issues to be addressed in making a determination on
the legality and suitability of a particular program.

Sincerely,

Hattie M. Ulan

Associate General Counsel
Enclosure
GC/MEC:sg

SSIC 4660
92-0424
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Such organization certificate may aiso cuntamn any
provisions approved by the Board for the manave-
ment i the business of the association and for the
conduet of its affairs and relative to the powers of its
directors. officers, or stockholders.

§ 1754 § 104

Approval of organization certificate.—The
organization certificate shall be presented to the
Board for approval. Before any organization
certificate is approved. an appropriate investiga-
tion shall be made for the purpose of determining
(1) whether the organization certificate conforms
to the provisions of this chapter: (2) the general
character and fitness of the subscribers thereto:
and (3) the economic advisability of establishing
the proposed Federal credit union. Upon approval
of such organization certificate by the Board it
shall be the charter of the corporation. and one of
the originals thereof shall be delivered to the cor-
poration after the payment of the fee required
therefor. Upon such approval the Federal credit
union shall be a body corporate and as such. sub-
ject to the limitations herein contained. shall be
vested with all of the powers and charged with all
of the liabilities conferred and imposed by this
chapter upon corporations organized hereunder.

$ 1755 § 105

Fees.—a) In accordance with rules prescribed
v e Board. each Federal credit union shall pay to
the Administration an annual operating fee which
may be composed of one or more charges identified
as to the function or functions for which assessed.

(b) The fee assessed under this section shall be
determined according to a schedule. or schedules.
or other method determined by the Board to be
appropriate. which gives due consideration to the
expenses of the Administration in carrying out its
responsibilities under this Act and to the ability of
Federai credit unions to pay the fee. The Board
shall. among other things. determine the periods
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idy All operating fees shail be deposited with the
Treasurer of the United States for the account of
the Administration and may be expended by the
Board to defray the expenses incurred in carryving
out the provisions of this Act inciuding the exami-
nation and supervision of Federal credit unions.

te)1) Upon request of the Board. the Secretary
of the Treasury shall invest and reinvest such por-
tions of the annual operating fees deposited under
subsection (d) as the Board determines are not
needed for current operations.

(2) Such investments may be made only in
interest bearing securities of the United States
with maturities requested by the Board bearing
interest at rates determined by the Secretary of
the Treasury, taking into consideration current
market vields on outstanding marketable obliga-
tions of the United States of comparable maturi-
ties.

(3) All income derived from such investments
and reinvestments shall be deposited to the ac-
count of the Administration described in subsec-
tion (d).

§ 1756 § 106

Reports and examinations.—Federal credit
unions shall be under the supervision of the Board.
and shall make financial reports to it as and when it
may require. but at least annually. Each Federal
credit union shall be subject to examination by, and
for this purpose shall make its books and records
accessible to, any person designated by the Board.

G § 107

Powers.—A Federal credit union shall have suc-
cession in its corporate name during its existence
and shall have power—

(1) to make contracts:
(2) to sue and be sued:

(3) to adopt and use a common seal and alter
*he same at pleasure:
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ners. 1o nther credit unions. and to credit union
srganizations and to participate with otner creait
.nions. credit union organizations. or financial or-
sanizations :n making loans to credit union mem-
ners n accordance with the foilowing:

'A) Loans tn members shail be made in
conformity with criteria established by the board
of directors: Provided. That—

(i) a residential real estate loan on a one-
to-four-famiiy dwelling, including an individual co-
operative unit. that is or will be the principal
residence of a credit union member. and which is
secured by a first lien upon such dweiling. and may
have a maturity not exceeding thirty vears or such
other limits as shall be set by the National Credit
Union Administration Board (except that a loan on
an individual cooperative unit shall be adequately
secured as defined by the Board). subject to the
rules and reguiations of the Board:

(i) a loan to finance the purchase of a
mobile home. which shall be secured by a first lien
on such mobile home. to be used by the credit union
member as his residence. a loan for the repair,
alteration. or improvement of a residential dwell-
ing which is the residence of a credit union
member. or a second mortgage loan secured by a
residential dwelling which is the residence of a
credit union member, shall have a maturity not to
exceed 13 vears or any longer term which the Board
may allow.

(iii) a loan secured by the insurance or
guarantee of. or with advance commitment to pur-
chase the loan by. the Federai Government. a State
government or any agency of either may be made
for the maturity and under the terms and condi-
tions specified in the law under which such insur-
ance. guarantee. or commitment is provided:

{iv) a loan or aggregate of loans to a
director or member of the supervisory or credit
committee of the credit union making the loan
which exceeds 310,000 plus pledged shares. be
approved by the board of directors:

(v) loans to other members for which
directors or members of the supervisory or credit
committee act as guarantor or endorser be
approved by the board of directors when such
loans standing alone or when added to any out-
standing loan or loans of the guarantor or endorser
exceeds $10.000:
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([) after consuitation with the appropriate com-
mittees of the Congress. the Devartment of Treas-
srv. and the Federai financiai nsutution
regulatory agencies. an :nterest rate ceiling eN-
ceeding such 13 per centum per annum rate. for
neriods not to exceed 13 months. if it determines
rhat moneyv market interest rates nhave rigen over
*he preceding six-month period and that prevaiiing
interest rate levels threaten the safety and sound-
ness of individual credit unions as evidenced by
adverse trends in liquidity. capital. earnings. and
growth: and

(II) a higher interest rate ceiling for Agent mem-
bers of the Central Liquidity Facility in carrying
out the provisions of title I1I for such periods as the
Board may authorize.

(vii) the taking, receiving. reserving. or
charging of a rate of interest greater than is al-
lowed by this paragraph. when knowingiy done.
shall be deemed a forfeiture of the entire interest
which the note. bill. or other evidence of debt
carries with it. or which has been agreed to be paid
thereon. If such greater rate of interest has been
paid. the person by whom it has been paid. or his
legal representatives. may recover back from the
credit union taking or receiving the =ame. In uan
action in the nature of an action of debt. the entire
amount of interest paid: but such action must be
commenced within two vears from the time the
usurious collection was made:

(viii) a borrower may repay his loan. prior
to maturity in whole or in part on any business day
without penalty, except that on a first or second
mortgage loan a Federal credit union may require
that any partial prepayments ([) be made on the
date monthly installments are due and (11) be in the
amount of that part of one or more monthly install-
ments which would be applicable to principal:

(ix) loans shall be paid or amortized in
accordance with rules and regulations prescribed
by the Board after taking into account the needs or
conditions of the borrowers. the amounts and dura-
tion of the loans. the interests of the members and
the credit unions. and such other factors as the
Board deems relevant:

(x) loans must be approved by the credit
committee or a loan officer. but no loan may be
made to any member if. upon the making of that
loan, the member would be indebted to the-Federal

NOVEMBER 1989
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(B) A seif-repienisning une of credit to a oor-
rower mayv be established to a stated maximum
AMOUnt on certain terms and conditions wnicn mav

s~hed Jor another borrower.

() Loans 1o other credit unions zhail be
approved by the board of directors.

(D) Loans 0 credit union organizations snail
be approved by the board of directors and shail not
exceed 1 per centum of the paid-in and unimpaired
capitai und surplus of the credit union. A credit
UNION HrEanizalion means any organization as de-
termined by the Board. which is established pri-
marily 1o serve the needs of its member credit
unions. and whose business relates to the daily
operations of the credit unions they serve.

(E) Participation loans with other credit
unions. credit union organizations, or financial or-
ganizations shall be inaccordance with written poli-
cies of the board of directors. Provided. That a
credit union which originates a loan for which par-
ticipation arrangements are made in accordance
with this subsection shall retain an interest of at
least 10 per centum of the face amount of the loan.

(6) To receive from its members. from other
credit unions. from an officer. empioyee, or agent
of those nonmember units of Federal. [ndian
Tribal. State. or local governments and political
<ubdivisions thereof enumerated in section 207 of
this Act and in the manner so prescribed. from the
Central Liquidity Facility. and from nonmembers
in the case of credit unions serving predominantly
low-income members tas defined by the Board)
payments, representing equity, on—(A) shares which
may be issued at varying dividend rates: (B) share
certificates which may be issued at varying dividend
rates and maturities: and (C) share draft accounts
authorized under Section 205(f); subject to such
terms. rates, and conditions as may be established
by the board of directors, within limijtations pre-
seribed by the Board.

o invest its funds (A) in loans exclusively
to thembers: (B) in obligations of the United States
of America. or securities fully guaranteed as to
principal and interest thereby: {C) in accordance
with rules and regulations prescribed by the
Board. in loans to other credit unions in the total
amount not exceeding 25 per centum of its paid-in
and unimpaired capital and surplus: (D) in shares
or accounts of savings and loan associations or
mutual savings banks. the accounts of which are
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mooperatives. Federal iana bunes. Federal interme-
dlate creait banks. Federal nome oan panks. the
Federai Home Loan Bank Board. or anv corvoru-
non aesignated in section ~45 of Title 4 as
whollv nwned Government corporaton: or n ndii-
Zutions, participations. ar otner instruments of or
ssued by, or fullv guaranteed as to principal and
interest bv. the Federal Nayonul Mortguge Assocr
ation or the Government Nationai Mortgage Asso-
clation: or in mortgages. obligations. or nther
securities which are or ever have been =old by the
Federal Home Loan Mortgage Corporaton pursu-
ant to Section 305 or Section 306 of the Federal
Home Loan Mortgage Corporation Act: or in obli-
gations or other instrumems or securities of the
Student Loan Marketing Assoclation; or in obliga-
tions. participations. securities. or other instru-
ments of; or issued by. or fullv guaranteed as to
principal and interest by any other agency of the
United States and a Federal credit union may issue
and sell securities which are guaranteed pursuant
to section 306(g) of the National Housing Act: (F)in
participation certificates evidencing beneficial in-
terests in obligations. or in the right to receive
interest and principal collections therefrom. which
obligations have been subjected by one or more
Government agencies to a trust or trusts for which
any executive department. agency, or instrumen-
tality of the United States tor the head thereof) has
been named to act as trustee; (G) in shares or de-
posits of any central credit union in which such
investments are specifically authorized by the
board of directors of the Federal credit union muk-
ing the investment: (H) in sharex. share cerufi-
cates. or share deposits of federatly insured credit
unions: (I) in the shares, stocks. orvbligations of any
other organization, providing services which are a~-
sociated with the routine operations of credit unions.
up to 1 per centum of the total paid in and unimpaired
capital and surplus of the credit union with the ap-
proval of the Board: Pruvided. however. That such
authority does not inciude the power to acquire con-
trol directly or indirectly. of another financial in-
stitution. nor invest in shares. stocks or obligations
of aninsurance company. trade association. liquidity
facility or any other similar organization. corpora-
tion. or association, except as otherwise expressiy
provided by this Act: (J) in the capital stock of the
National Credit Union Centrai Liquidity Facility:
and (K) investments in obligations of. or issued by.
any State or political subdivision thereof (including
any agency, corporation. or instrumentality of a
State or political subdivision). except that no credit




<

LAon may invest more tnan (o per centum SR
inimpaired capitai and surplus In tne »ougations
4NV one 1ssuer texciusive of Zeneral onilgations ol
the 1ssuer).

o make deposits in national danks ana n
3tate banks. trust companies, and mutudi 2daVings
banks sperating in accordance with the iaws Nt the
State in which the Federai credit union sives
business, o1 in banks or institutions the aceounts of
which are insured by the Federai Deposit Insur-
ance Corporation or the Federal Savings and Loan
Insurance Corporation. and for Federal credit
unions or credit unions authorized by the Depart-
ment of Defense operating suboffices on American
military installations in foreign countries or trust
territories of the United States to maintain demand
deposit accounts in banks located in those coun-
tries or trust territories. subject to such regulations
as may be issued by the Board and provided such
banks are corre- -ndents of banks described in this

paragraph:

(9) to borrow in accordance with such rules and
regulations as may be prescribed by the Board.
from any source, in an aggregate amount not ex-
ceeding. except as authorized by the Board in
carrying out the provisions of title II1. 50 per centum
of its paid-in and unimpaired capital and surplus:
Provided. That any Federal credit union may dis-
count with or sell to any Federal intermediate credit
bank any eligible obligations up to the amount of its
paid-in and unimpaired capital;

(10 to levv late charges. in accordance with
the bvlaws. for failure of members to meet
promptly their obligations to the Federal credit
union:

(11) to impress and enforce a lien upon the
<hares and dividends of any member, to the extent
of anv loan made to him and any dues or charges
pavable by him:

(12) in accordance with rules and reguiations
prescribed by the Board. to sell to members negoti-
able checks (including travelers checks). money or-
ders and other similar money transfer instruments:
and to cash checks and money orders for members,
for a fee:

(13) in accordance with rules and regulations
prescribed by the Board. to purchase, sell. pledge,
or discount or otherwise receive or dispose of. in
whole or in part, any eligible obligations (as
defined by the Board) of its members and to pur-
chase from any liquidating credit union notes made
by individual members of the liquidating credit
union at such prices as may be agreed upon by the
board of directors of the liquidating credit union

and the board of directors of the purchasing credit

LTION. PUT nO HUrCnuse My e mude under wuinor
v oAf TRIS UArAErapn 1l LUOn tne making ot tnat
surcnase. tne agygregate ol Ine unbaid balances of
notes purcnased under authority of this paragrapn
would exceed 5 per centum of the unimpairea cubi-
ral and surpius of the credit union: and ‘

(141 to =eit ail or a part of 113 assets o another
credit union. 1o purchase ail or part of the ussets of
another credit unon and 1o assume the labiiities of
the selling credit union and tnose of itz mempers
subjegme0 revruiations of the Board:

o invest in securities that—

A) are offered and sold pursuant to section
45) of the Securities Act of 193313 U.S.C.
77dt5n: or

(B) are mortgage related securities (as that
term is defined in section 3tax4l) of the
Securities Exchange Act of 1934 (15 U.S.C.
78ctax41)), subject to such regulations as the
Board may prescribe. including regulations
prescribing minimum size of the issuetat the
time of initial distribution) or minimum ag-
gregate sales prices, or both:

(16) subject to such reguiations as the Board
may prescribe, to provide technical assistance to
credit unions in Poland and Hungary; and

(17) to exercise such incidental powers as shall
be necessary or requisite to enable it to carry on

_ effectively the business for which it is incorporated.

§ 1758 § 108

Bylaws.—In order to simplify the organization
of Federal credit unions the Board shall from time
to time cause to be prepared a form of organization
certificate and a form of bylaws, consistent with
this chapter, which shall be used by Federal credit
union incorporators, and shall be supplied to them
on request. At the time of presenting the organiza
tion certificate the incorporators shall also submit
proposed bylaws to the Board for its approval.

§ 1759 § 109

Membership.—Federal credit union member
ship shall. consist of the incorporators and such
other persons and incorporated and unincorporated
organizations, to the extent permitted by rules and
regulations prescribed by the Board, as may be
elected to membership and as such shall each
subscribe to at least one share of its stock and pay
the initial installment thereon and a uniform en
trance fee if required by the board of directors: ex
cept that Federal credit union membership shall
be limited to groups having a common bond of oc
cupation or association, or to groups within a well
defined neighborhood, community, or rural district

NOVEMBER 1989
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.2) Recoras that must be maintamed
Sursuant 1o this part may be the onmnai
or & reproduced copy or a microiorm if
such reproduced copy of microform 3
suly authenbcated by authonzed
penonnei and the microform s capable
of producing a clear and legible copy
sfter storage for the period specified by
Commiission regulations. The record
may also be stored in electronic media
with the capatulity for producing. oa
demand. \egible. accurate. and compiete
recards dunng the requred retentioa
oerod. Records such as letters,
drawings. and specifications must
nciude all pertinent information such as
stamps, initials. and signatures.

{3} The licensee shall maintan
adequate safeguards against tampering
with and loss of recards.

Dated at Rockwille. Maryland. this Wth day
of October. 1981.

For \he Nuciear Reguiatery Commussion.
Samuel §. Chilk.

Secretary of the Commission.
1}1\0«-..—&:! Filed 10-30-9L 83 am}
SRLLING COOE 7900-0%-8

NATIONAL CREDIT UNION
ADMINISTRATION

12 CFR Pert 703

Investnant and Deposit Actiwities

AGENCY: National Credit Union
Administration (NCDA).
acmow: Final rule.

susary: This final rede will restrict
access to certam high risk imvesunents
that have been purchased by a limited
number of federal creddit umons. The
rule will aiso probitxit isdessl credst
unions from investing is corporate credit
unions that fail to mesbouEtam
regulatory cntens aadmmcuse that esch
federal credit union estathish wratien
nvestment policies consistent wath the
Federal Credit Union Act. NCUA Bles
and Reguiations. and other appbicatie
1aws and reguiatians. The ruie aise
cstablishes conditions ender which &
federal credit umos mnst acaiyze the
credit quahty of an msttuton i 3
permitted 1o invest in uBger secaon
10718) of the Federal Credit Umion Act.
Finally. certsin provmioas of the
reguiation have been vpdated to refiect
‘he resuwctirng of the {ederal depostt
\nsurance systern, ad to ciardy that

e ———————

federsi credit snion? have the suthonty
1o investin 8 mutual fund if the

Jrvesiments &

nd mvestnenl

iransactions of the fund ere legally
permissible for federal credit umons
"nder e Federai Credit Union Act end
NCUA Ruoles and Reguiations.
EFFECTIVE DATL December 2 1991
except that the effective date of the
srohibition contained in § ™03.5(e) is

delaye

d oot March 1. 1992

ADODRESSEX: National Credit Cniocn
Administration. U78 G Street. NW..
Washiagwon, DC 20458.

FOR FURTHER INFORMATION CONTACT:
Lisa Henderson, Staif Attorney. Office
of General Counsel (202-682-9630}. o
Charles Felket, mvesunes Officer. '

Office of Examunaton and

Inswrance

{202-682-9640), at the above
SUPPLEMENTARY INPORMATION.

A. Backgroums

On March 21, 1991, the NCUA Board
published proposed changes to pant 708
of the NCUA Rules and Regulations (See
<8 FR 11944, Mar. 21. 1991). The changes
were proposed pursuant 10 RNCUA's
estabfished poficy of reviewing ils
regulations at regular jmervals.

proposal was issued with a 60-day
comment period-

B. Commnounts

Forty-three comment letiers were
recefved: Twenty-four from federai
credit unions, six from stats chartered
credit wrions, one from & cerparate
credit union, three from state leagues.

one from & stale credit union 'n@ahtot.
one fram a credil union ‘bonding

company.
brokerage

three from securifies
frms. and two from

morgage-related corparatians. Six

comxmenters SpProv

ed of (ke proposal as

waritten, while one comypenter abjected

to it in its antisety. Thistsea

commenters

generally approved of the rule as
writen, suggesting only misar changes.
The remainder of the commenters
discussed specific provisions without

asa
C. Discussion and AothorRy
Section 7033  Scope

§

expressing 48 opiaion of the regulation

insured stam caedit unicos.

The NCUA Board wishes t0 charify
‘hat the provivions of part 203 apply 0
rederal credit unioas. The Bosrd notes.

however. that federafly inwared state
credit unions «re required to entablish
an additional spectal reserve for
investments if hose credit unions are
permitted by their respective states 10
make mvestments beyond those
autharized by the Federai Credht Umrion
Act and NCUA Rutes and Regulations.
This requmrement 13 comtamed in pant
=11 of the NCUA Rules and Reguiations
(Requirements for Imsurancel. which
applies to federal credit anions.
federafly insured state credit snions and
credit Tmions making application for
\nsurance of accounts pursuam to title ;!
of the Federal Credit Union Act.

The NCUA Board also notes that
federaily insured state credit unions
operating under suate statutes that have
“parity provisions” with respect to the
investment powers conferred by the
Federal Credit Union Act and NCUA
Rules and Regaiations wiil also be
impacted by the finai rule.

Section 7832 Defiaftions

This section of the proposai included
a sumber of mew key terms and
definitions. No comments were received
relative to this sectiom: sccordingly. this
section of the proposed rule has been

carried trto e finel rule
Sectien 7033 Imestneat Policies
The roie esch .

investmem policies consistent with the
Federai Credit Union Act. NCUA Rules
and Regulations, emd other sppficable
laws and repuiatioms. and to review
them at least anraefy.

Eight cammenters specificelly sgreed
with this section. One commenter
suggested. however, that the term
“interest rate risk.” which fs Fsted in
paregraph el sz e comsideration that
must be addressed by wriften
investment pofictes, be clarified in the

ary information section. In

te this suggestion. the Board
notes that “interest rate risk” is the risk
Uset the gemersi level of iterest rates
may ive, this cassing the market valve
of owtstanding obligations to {all.
Fedaﬁm&aﬁoﬂanlﬁﬁt&ﬁsrﬂk
by establishing wntten policies
controfiing the materity distributien of
the irvesument portfolio. Seversd
commenters questioned the mesnng of
the term “sppreved” used in paregraph
{h) when refertmg o the list of
safekoeping faciities. The NCUA Board
notes that the term “gpproved” was
meant te-refer t0 safekeeping facifities
approved by the credit union's boavd of
directors. The NCUA Boaxd Ras clanfed
themﬂd&eword‘md"in
the final nie.
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CQue commester sbyctad o the
proposed provision. stating that NCUA
should deal with the credit unuars that
have invested improperiy tather thaa
propasiog a rule which wall
ynnecessaniy aect aid eredi! uniins As
indicated 1n the preamble ta U2
oroposed ruje. NCUA haa coeunually
encouraged federal credit wuoes ta
Jeveiop weitien investmeant policies.
Unfortucately. a significant nuraber of
federai credit urnons have not
Jdeveloped writen investment palicies or
have devejoped written poiicies that are
inadequate because they fail to address
certain basic investmemt considerations.
Racogmizing that such fundamental
inadequacies can result in losses to
credit unicns and the National C:edit
Union Administration Share lnsurance
Fund (NCUSIF}, the NCUA Board
continues to bepeve that the proposed
rule is jusufied.

Sect:on 703.4 Authonzed Activines

A proposed amendment to paragraph
{(c) established ronditions ander which 2
federal credit union wouid be reqmred
to analyze the credit quahity of an
institution it is permitted W Hrvest in
under section 107(8) of the Federal
Credit Union Act. Under the proposed
rule. a feders! credit umion is required to
make such an analysis whenever 2
contemplated investment in one of these
institutions is not fully covered by
federal deposit insursnce.

Nine commenters were in favor of the
proposed revision slthoogh & pumber
suggested changes or requested
clanfications. One commenter suegested
that Ure phrase “deposit in & section
107{8} insnamian” he defined i the
regulation rather than merely discossed
1n the suppiementary infarmaton
secticn. The Board notes that the tecm
“Jepomt* canmot be precmely defmed
for purposes of the reguiaten. Aoy
attempt 0 construct such s defrmsion
would be frustrated by the growing
universe of bank ltability products that
may be permussible investwents foz
federal credit unioms, Rather than
attemptng to defioe the term “depont”
'n pait 703 of the NCLIA Rales and
Regulations. NCUA has generally
louked 1o the Federal Reserve's
Regulation D for guidssce. Reguiation D
containg the resesve requrements for
depository instituuons. incinding federal
credit umona. and aiso defines the wrm»
“Jdeposit” NCUA bhas folowed this
definition in determunmg what
constitates a depoax liahiity for
purposes of section ¥2(8] of the Federal
Credit Union Act. A collaterat begefit of
this approach is that it has allowed
NCUA to expand federal credit union
depoait authonty from une to hme

withow Favung o amend i3 owwn
reguialion.

Two oihet commeniers stated that
‘heir board of directors, aok MCUAL
shouid determme credit quansty. The
NCUA Board agrees with Urs statement
and empoasizes that U does not intend
‘v Leictmine credit quairy fur federal
crew! vowts The credit quality of the
1S3.:08 tRSUInllON must be determuned
by :ne credi! union itseif consustent wik
‘he writien policies and procedures
es-ablished by the board of directors.

Another cammenter requested
cianficatror on what 18 t0 he ineluded in
the credut analysws aad when such an
analysis should be done. While the
regulation does not specify a procedure
to be foilowed in making a credit
analysis. it is believed that most federal
credit unions will want to rely. at least
in part. on an outside rating service that
spe~ializes in evaluating the credit
quaiity of financial institntions. Federat
credit umons are also encosraged to
review copies of the institution’s corrent
financial s’atements. as well as any
other duta deemed relevant to the
review. As noted it the preamble to the
proposed rule, evahrating the credit
quality of a ftnancial institution is an cn-
going process wirich mmst comtinoe
throaghout the [He of the inrvestorent.
While the rule does not establish
minimun fntervals at which the iritial
credit analysrs must be updated. the
NCUA Board anticipstes that most
credit amrons wilfl want to update the
initial analysis no less frequently than
every 90 days. The credit quality of the
financial institution sbould siso be
carefully momitored between periodic
Lpdetes.

The final rule also contams & new
paragraph {j), which clarifies that
federal credit unions have the autherity
to invest in mutua} hnds if the
investments and investment
ransactions of the fend are legally
permissible as direct investiments for
federal credit unioms under the Federal
Credit Union Act and NCUA Rules and
Regulations.

Section 7035 Prcbititizos
Corposate Credit Unions

The proposed rule prohibited {ederal
credit unions from investing in a
corporate credit uruon uniess the
corporate credit union meets both of the
following conditions:

{1) The corporate credit union must
onerate 1n substannal compiiance with
part 704 of the NCLUA Rules and
Reguiations; and

{2) The corporate credit unien mast be
examiaed by NCUAL

NCUA has propasad revions W parst
"33 of the NCUA Rules aad Regu.ations.
fma.ndug the powers and authontes of
‘ederai corzorate credit unicas NCUA
Se..eves tnat 4il corporate credit umiuns
snuuld be examined by NCUA corporate
2aamoets. Quesnons regardiog the
Jegree of compiance with part 704 w:il
be Jetermined by the appropnate NCUA
regional director wath the concurrence cf
NCUA's Wash.ogmn Office. Under ke
proposed rule. crperate credst unsons
deemed 30t t0 be 18 substaptial
compliance with part 704 are
‘mpermssible myestovems for federal
crecht umions

Eight commenters supporied tus
proposal although some suggested minor
changes or requested clarrfications.
Several commenters were confused
about whether 8 nonfederally insured
corporate had to operate in substantial
compliance with pan 708 and be
exammined by NCUA in order to be 2
s ermmissitiie investrnent for a federal
credit umon. The NCUA Board notes
that the sbove critena apply © all
corporate credit snions. meeanirg that 2
nonfederally irrsured corporate credit
umfon must also meet the above-
mentioned criteria in order to be 2
permissible investment for & federal
credit union.

As noted in the preamble to the
proposed rule. questions regarding the
degree of compliance with part "8 w:it
be determined by the appropriate
regional director. Under currentdy
proposed revisions ta part "0 each
corporate credit upion wil have 180
days to comply with that rule. Where a
regionai director subsequently
determines tha! a corparate credit urion
is not in substantial compliance with
part 704. and. as such. {s not permutted
10 do business with federa] credit
unions, the regional director will notify
the federal credit union members of that
corporate crecit union’s nancompliance
The NCUA Board also notes that a
corpora:e credit union will be deened tv
be in substantial compliance witk part
704. provided that the safety and
scundness of the corporate credit us:un
:s not threatered.

In responsa :o the cancerns of 3 state
regulatoe, the Board wishes o
emphasize that NCUA does oot
aniicipate ary changes in the present
arrangement far examming state-
charwered corporate credrt umons. Under
the current asrangerment NCUA sad
siate examurers jointly candoct the
exam:matuon. At the cancission of the
examibation., the exagsoation report is
prepated by NCUA mmd/or tbe state
reguiatar depending oa the arramgement
with the pasucuiac state. As befoge. any
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Jtatechartered corporate credit union
(hat disagrees with the examination
findings may appeal the findings to the
state reguidtor anclor NCUA.

vior:gage Derivative Products

~~g¢ nroposed -ule protubited federal
c-edit umons {rom purcnasing the
foiiowing Morigage-backed secur'y
VBS) derivatives: Sirippea Mortgage-
Backed Secur:t:es {SMBSi;
Coilateralizec Mortgage Obligat.on
1CMO) and Reai Estate Morteage
Investment Condu;t (REMIC) tranches
wnose average l.fe wouid extend or 18
sneriened by more than 6 vears uncder
modeling scenarios where mortgage
commitment rates immediateiy rise or
fail 300 basis points: and residual
interests in CMO and REMIC
transactions. An important principle
underlying this section of the proposed
ruie 1s that SMBSs, CMO and REMIC
tranches which fail the average life test.
and CMO and REMIC residuais possess
average life or price voiatility in excess
of the average life or price voiatility
typically associated with a whole MBS.

Eight commenters approved of the
proposal to profubit investment in SMBS
and five opposed it. One commenter
questioned NCUA's authonty to prohibit
the purchase of SMBS. since they are
authorized investments under the
Federal Credit Union Act. Three
commenters indicated that SMBS may
be appropriate holdings for credit unions
where they are used to reduce interest
rate nsk. Eight commenters agreed with
the proposal to proh:bit investment in
CMO and REMIC tranches that fail the
a»erage life test. although several
-ecuested clanification regarding the
anpicauon of the test. Ten commenters
cobcsed the proposai. several
expressing concern that it would
crofibit investments that can enhance
tne performance of a credit union's
.mvestment portfolio. Two commenters
s.igested that the average life test
snouid not be appiied to floating rate
1-.nches. Fcur commenters supported
‘=p Oroposal to profibit investment 1n
CMO ana REMIC residuals. while an
=zua. number cpposed it. One
-ommen:er siatea tha: the CMO/REMIC
~arxetpiace has evolved rapidly during
‘~e past few years and that not all
-es5.auais exhibil the same amount to
Ti3A.

The NCUA Board again emphasizes
«=at SMBS. CMO and REMIC residuals,
ana CMO and REMIC tranches that fail
'me average life test typically have a
higher degree of average life or pnce
voiatility than whole MBS. Since most of
1nese “high nisk™ derivatives'tend to
trade 'n “"thin markets.” a federal credit
union holding any of these securities

may aisc be subiected to a s:gnx(xcan«'
degree of marketabiiily risk. of ne f1sk
'hal the security may have to be
aispused of at 8 s:igmificant loss i it
sugdeniv needs 1o be soid. In addition.
as mentoned n (ne preampoie to the
srcposea ruie. w:ih the 10 porron of an
SMBS or a tvpcat CMO resiqual. itis
possibie for the invesior lo experience a
.oss of principal even when the secunty
is heid to matunty.

For all of these reasons. the NCUA
Board continues to conciude that SMBS.
CMO and REMIC tranches that fail the
average ufe test. and CMO and REMIC
residuals are unsuitable investments for
the vast majority of federal credit
unions.

At the same time, the NCUA Board
recognizes that these “high nisk”
derivatives may be suitable invesiments
for some federal credit unions where
they are used to reduce interest rate
r:sk. For example. a federal credit union
with a sophisticated and well-managed
securities or mortgage portfolio might
employ the {Q portion of an SMBS or a
bearish residual to offset a decline in the
market value of the portfolio in 8 nsing
interest rate environment. Similarly. a
federai credit union that makes
mortgage loans and then sells them in
the secondary market might empioy
certain types of CMO tranches that fail
the average life test to protect the
market value of the mortgages prior to
selling them in the secondary market.

Based on the foregoing analysis. the
NCUA Board has decided to prohibit the
purchase of SMBS, CMO and REMIC
tranches that fail the average life test.
and CMO and REMIC residuals. except
where these secunties are acquired
solely to reduce interest rate nsk. Under
the final rule. a federal credit union
purchasing any of these “high nsik”
derivatives to reduce interest rate nsk
must have a monitoring and reporting
system in place that provides the
documentation necessary 0 evaluate
the expected and actual performance of
the securities under different interest
rate scenarios. The credit union must
ase this system to conduct and
document an analysis that shows, prior
to purchase. that the proposed
acquisition of the security will reduce
the credit union's interest rate nsk.
Subsequent to purchase. the credit unicn
must evaluate the document. 4t least
quarterly. whether the security has
actually reduced interest rate nsk.
Federal credit unions acquring any of
these “high risk” derivatives to reduce
interes! rate nsk must also report the
secunties as trading assets at maraet
value or as held-for-sale assets at the

iower of cost or marxet value unti the:r
disposition.

Recogrizing that vanable rate
investments can aiford federai credit
unions some protect!on against interest
rate rnisk. the NCUA Boara has aiso
decided to exciude certain vanabie or
floating rate CMQ tranches {rom the
average iife test. To quaiify for the
exciusion. the interest rate of the
instrument must reset. at least anausliv.
and the instrument must have a
maximum ailowable interest rate at
least 300 basis points above its interest
rate at the ime of purchase. The
exclusion does not appiy to floating rate
instruments whose interest rate varies
inversely with the reiated interest rate
index or whose interest rate adjusts as a
multiple of the change in the reiated
index {i.e.. inverse floating or super
floating CMO tranches).

As noted above. a number of
commenters requested clanfication
regarding the appiication of the average
life vanability test. A number of these
commenters wondered how often a
CMO tranche should be retesied after it
has been purchased. While the rule does
not specify a minimum retesting period
for these investments, the NCUA Board
recommends that federal credit unions
retest these investments at least
annuaily. As one commenter noted. such
a test could be carned out in connec:ion
with the board of director's annuai
review of its investment policies.

This same commenter suggested that
the final regulation contain a liquidation
schedule for CMO tranches that faii the
average life test on a subsequent review
date. The NCUA Board is concerned
that such a schedule qught prove to be
too ng:d. depending on the particular
circumstances of the case under review.
NCUA prefers 10 handle these situatiors
on a case-by-case basis under existing
supervisory politics and procedures.
Generally. existing supervisory poiicies
and procedures would allow NCUA and
the affected credit union to agree to a
liquidation schedule appropriate to the
particular ciccumstances of the case.
taking into account ail relevant facors.
including the dollar amount of the
investment the remaining time to
maturity, and the credit union’s earnings
and capital position where the saie of
the investment would resuitin a
sigruficant loss to the credit union.

For purposes of determining whether
or not a particular CMO tranche passes
the average life test, federal credit
unions may use standard industry
calculators (Bloomberg. etc.) employed
in the mortgage-related securities
marketplace. NCUA examiners will
review the credit union's calculations
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for reasonsblensss. Where (e reswits of
a credit amwoa's calcriansse difier
signficandy frem thoss rendts produced
by standard :odustry caicuistars, ke
examiner may gse 8 standard mdnstry
calculator to deteyame wether or not
ihe invesiment passes e average (e
test.

Finally. in response to the comment
that tne NCU A Board does not bave the
authornity to prohibit or testnct access to
1nvestments authonzed by the Federal
Credit Union Act. the NCUA Boasd
notes that it kas previousiy determined
that it does dave soch autbosity where it
determines tha! any such mvestment
presen's significant safety and
soundness congcerns.

Zero Coapon Bonds

The proposed regulation prohibited
the purchase of a zero coupon bond with
a rerairning matunry of more tham 10
years. Five commenters agreed with the
prohibition, while seven disagreed with
it. One commenter opposing the
proposal stated that it was arbitrary.

The NCUA Board does not agree with
the statement that the proposed
prohibition 18 arbitrary. To the comirary.
as pointed out in the preamble to the
propased rule. langer maturily tsswes of
these securtties (generally, mauurities in
excess of 10 years) have exisbited
extreme pnice volatility and may camse
unintended changes i s gedil wnion's
earnings and its interest rate. iqudity
and funding nsk profile. Therefore. the
NCUA Board cantinues 0 believe that
these investments are generally
unsuitable far all federal eredit unians.
Accordingly. the proposal ta prohibit the
purchase of zero coupon securnities with
remaining maturities of more than 10
years 1s carried into the final rule
uncharged.

Section 703.8 of the proposed rule
required lederal credit unions holding
SMBS. CMO/REMIC residuals. CMO/
REMIC tranches which fail the average
life test, and zero coupen secuniiies wih
remaining maturities of more than 10
vears to dispose of the prohibited
investments within T year of the
effective dste of the regulation.

Thirty-one commenters disappraved
of the propnsal. the majority statng that
it could force federal credit unions to
‘ake urnecessary losses. In light of these
comments. the NCUA Board has
decided to "grandfather” existing
investments in SMBS, CMOs /REMICs.
and zero coupon securities that do not
cenform to the final rule. The {inal rute
somtains a “grandfather’ provision st
the beginning of § 703.5. and § 703.8 has
been deleted

The NCUA Board wishes o
emphasize. however. that the

‘srandfather” provision only applies
where a prohibited irvestment has been
purchased prior 1o publication of thns
rie 1n the Federai Register. The Board
also nctes that NCUA examiners wiil
seek the arderly disposal of these
‘grandfathered” investments. where. m
thetr optnson. such investments
constitute a significant threat to the
continued sound aperauon of a federal
credit umon. '

D. Regulatory Precedures

Regu.utary Flexsbriity Act The
Regulatory Flexibilrty Act requires
NCUA to prepare an enaiysis to
desc:ibe any nignificant econonuc
nmpact any proposed reguiation may
have on a substantial number of small
credit vnions (primaniy those under $?
meffion in assets)

Based on the experience of NCUA
examiners. few small credit unions are
engaging 1n the investment practices
that are the subject of the final rule.
Accordingly, the NCUA Board
determires and certifies that the final
rube will not bave a sigmidicant ecoacdhic
impaceon a substantal number of smail
credit unions and that a Regulatory
Flexibility Analysis is not required.

Paperwork Rechection Act. Sectiom
703.3 of the final rule requires federal
credi? unions to establish written
investmrent poficies. Section 703.4(c)
requires feders! credit umions to analyze
the credit quality of amy uninsared
deposits int section 10718} institutions
and to record their decisions regasding
the investments. These recordkeeping
requiremsnts will be submitted 2 the
Office of Management and Budget far
review under the Paperwock Reduction
Act. Written comments and
recommendations regarding the
collection requirements should be
forwarded ditrectly to thre OMB Desk
Officer mdicated betow at the followme
address: OMB Reporws Management
Branch. New Execmive Office Buildiey.
roamm 3298, Washington. DC 20603, At
Jerry Waxman.

Execriive Order 12612. Execttive
Order 12612 requires NCUA ta consider
the effect of its actions on state
interests. The Board defermines that the
final rule will not have a substanual
direct effect on the states, on the
relationship of the national government
and the states. or on the distnbution of
power and responsibiiities amang the
varrous levels of government

List of Subjects iz 12 CFR Part 708

Credit unions. invesunents.

8y the Navome! CredR Unioa
Admirmrason Board on Oxwober 17 1991
Becky Bales,
Secreiamy of *e Board

For the reasons set {orth in the
preamble. 12 CIR Part 703 s revised 0
read as foilows:

PART T03—/NVESTMENT AND
DEPOSIT ACTIVITIES

1. Part 707 s rovised to read as
follows:

Scﬂ.

<037 Scovpe.

022 Desinitioas

T03.3  investment policises.

703.4 Asthorzed acuvines

G35 Prohibited acunities.
Authority: 12 U.S.C. 175717) 1757181

1737{15), 176ala). 17896110,

§703.1 Scope.

Sections 107{7) 10718}, and 107115} of
the Fecerai Credit Union Act (12 US.C.
173747), 1737(8) T'57(18). set fortr those
secunties, depostis. and othet
obligetions n which federai cred:t
unons may nvest. Inclwded are
secarities wsued or fully guaranteea by
the United States Government or anv oi
its agencies, shares of centrai credit
unions and axy {edenally insured cred:t
union. accounts in oter federaity
insured Bnancinl Mettubans certain
mortgages and martgage-telatec
securities. snd other speciiied
investimests. This Part interpreis several
of the prowmioss of sections 19717,
107(8) and 207(15}{BL. It adso places
limits oz the types of transacoans that
federal crexiit mmons may enter into 1n
cansection with the purchase and sale
of autherized secanties, depossts. and
obligations under sections 1CT7 ). 10718}
and 107(13X B} This pert does not apply
to: Investments im loans to members and
related activities, whick are governed by
$§ 701.21. 701.22 and 703123 {12 CFR
701.21, 701.22 and 701.23). to the
purchase of real estate-secured loans
pursuant to § 107(15}{A). which is
governed by § 701.23: o investmen’ a
credit union service orgernzanons.
which s governed by § 701.27 {12 CFR
701.27). or to investment in fixed assets.
which fs governed by § 701.38 (12 CFR
TC1.96).

§7032 DefuSona

Adiusted Lroding means any method
or fransachion used to defer » loss
whereby a federal credit unton se!ls a
security to a vendor at a pmice above i's
curcent market price end simmbtareousis-
purchases or commrts to purchase &om
the vender another secunty at a pce
abova vs curremt market price.
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yveroge /e means the weighted
sverage ume 10 principai repayment
0 the amount of the pnncipai
Javdowns (DOMR scheduled and
“~scneduied! as the we:ghts.

Soooment fon =ite cCntroct means a
__ntract whereny a third party. banx cr
_mer financiai mstiction, for a fee.
,arees 10 exerc se ordinary care in
~rorecting the secuoities held in
safeneeping for .is customers.

Bcnners Acceptance means a time
iraft that is arawn on and accepted by a
~anx. and that represents an irrevocable
snugation of the bank.

Cush forward cgreerent means an
igreement to purchase or sell a secunty
with delivery and acceptance being
—andatory and at a future date in
excess of thirty (30} days from the trade
galte.

Coliateralized Mortgage Obligation
:CMO) means a muiti-ciass bond issue
coilateralized by whole loan mortgages
cr mortgage-backed securnties (MBS).
CMOs usually consist of four or more
classes of bonds which are commonly
referred to as “"tranches”.

Corporate credit union means a credit
union that conforms to the definition of
“corpotate credit union” as contained in
part 704 of this chapter.

Eurodollar deposit means a deposit in
a foreign branch of s United States
depository institution.

Facility means the home office of a
federal credil union or any suboffice
thereof including. but not necessarily
limited to. 8 wire service, telephonic
station. or mechanical teller station.

Federa! funds transaction means a
short-term or open-ended transfer of
f.ads to a section 107(8) institution.

Fitures contract means a contract for
=g future delivery of commodities.
;nciuding certain government securities.
soid on commodities exchanges.

Immediate famiiy member means a
scouse or other family members living in
ine same household.

Market price means the last
es:ablished price at which a security is
soid.

vloturity cote means the date on
wnich a securily matures, and shall not
mean the cali da'e or the average life of
‘he SECUI‘U}'.

Real Es:cie Mortgage Investment

«nuty {ormed for the sole purpose of
~uiding a fixed pool of mortgages
secured bv aninterest in reail property
and 1ssuing multiple classes of interests
n the underiving mortgages.
Repurchcse (ransaction means a
ransaction in which a federal credit
_rion agrees to purchase a secunty from
a vendor and to resell the same or any
.Jenticai secunty to that vendor at a

‘ater date A repurcnase transact:on
may be of three types:

(1) Investmert-tyDe recuscrose
(~gnsEClion Medns a repurchiase
1ransaction where the federai creant
Lnion purchasing the security takes
~hysical possession of the securi'y. or
recetves written confirmation of the
purchase and a custod:ai or safeheeping
receipt from a third par'y undera
written baiimen: for hire contract. or ts
recorded as the owner of the secunty
through the Fecerai Reserve Book-Entry
System:

{2) Finencral institution-ivpe
repurchase transaction means a
repurchase transaction with a section
107(8) insutution: and

{3} Loon-type repurchase transuction
means any repurchase transaction that
does not quaiify as an investment-type
or financial institution-type repurchase
transaction.

Residual interest means the
remainder cash flows from a CMO or
REMIC transaction after payments due
bondholders and trust administrative
expenses have been satsfied.

Reverse repurchase transaction
means a transaction whereby a federal
credit union agrees to sell a security to a
purchaser and to repurchase the same or
any identical security from that
purchaser at a future date and ata
specified price.

Section 107(8) institution means an
institution in which a federal credit
union is authorized to make deposits
pursuant to section 107(8) of the Federai
Credit Union Act {12 U.S.C. 1757(8}). i.e..
an institution that is insured by the
Federal Deposit Insurance Corporation
or is a state bank, trust company or
mutual savings bank operating in
accordance with the laws of a state in
which the federal credit union maimains
a facility.

Security means any security.
obligation. account. deposit. or other
item authorized for investment by &
federal credit union pursuant to section
107(7). 107(8). or 107(15)(B) of the
Federal Credit Union Act (12 US.C.
1757(7), 1757(8}. 1757(15)(B)). other than
loans to members.

- 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 {Comptrotler).

Settlement date means the date
originaily agreed to by a federal credit
union and a vendor for settiement of the
purchase or saie of a security.

Short saie means the saie of a secunty
not owned by the seiler.

Stendby commitment means a
commitment to either buy or seil a
secunty. on or before a future da‘e. at a
predetermined pnce. The seller of tre
commitment i3 the party receivirg
payment for assuming the risk
associated with commutting either 10
purchase a secunity in the future at a
predeterminied price. or to seil a secur:.
in the future at a predetermined price
The seiler of the commitment is required
to either accept delivery of a security {10
the case of a commitment to buy) or
make delivery of a secunty (in the case
of a commitment to sell), in either case
at the option of the buyer of the
commitment.

Stripped Mortgoge-Backed Secu::t:es
{SMBS) means securities that represent
unequal proportions of the cash flows of
an underlying pool of mortgages. In their
purest form. SMBS represent mortgage-
backed securities (MBS) that have been
converted into interest only (10)
securities, where hoiders receive 100
percent of the interest cash flows. and
principal only (PO) securities. where
holders receive 100 percent of the
pnncipal cash flows.

Trode date means the date s [ederal
credit union originally agrees. whether
orally or in writing, to enter into the
purchase or sale of a security.

Yankee Dollar deposit means a
deposit in a United States branch of
foreign bank licensed to do business in
the state in which it is located. or a
deposit in a state<chartered. foreign
controiled bank.

Zero coupon bond means s debt
obligation that makes no penodic
interest payments but instead is sold at
a discount from its face vaiue. The
holder of a zero coupon bond realizes
the rate of return through the gradual
appreciation of the security, which is
redeemed at face value on a specified
maturity date.

§ 703.3 investment Poficies.

The board of directors of each federal
credit unuon shal} establish written
investment policies consistent with the
applicable provisions of the Act.
NCUA's regulations. and other
applicable laws and regulations. and
review them at least annuaily. Ata
minimum. the wnitten policies shall
address the following:

(a} Purposes and objectives of the
credit union's investment activities.
including a statement whether securinies
purchased are beld for sale. investment.
or trading purposes:

{b} Persons or commuttees to whom
investment authority has been delegated
and the extent of their authority:
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{c} Limits on the amount of funds that
may be commutted to any particuiar
1Mvestment or secunties transaction:

d} Matunty limits:

{e} Interest rate nsk (as appiicablel:

{f) Credit risk (a9 applicabie):

Ig} Securities dealers/brokerage firms
spproved for use by the board of
directors together with any limitations
that the board has estabiished witn
respect to the amount of funds that may
be placed or invested with any of the
approved broker/dealers (as
appiicable): and

(h) Safekeeping of securities. including
a list of safekeeping facilities approved
by the credit union's board of directors.

§ 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 secutity 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 agreements. A
federal credit union may enter into a
cash 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 twenty (120) days:

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

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

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

{c) Loans. shares and deposits—other

finaacial institutions. A federal credit

union may invest in the following
accounts of other financial institutions
as specified in sections 107(7) and 107(8)
of the Federal Credit Union Act (12
U.S.C. 1757(7), 175718)): Loans to
nonmember credit unions in an
aggregate amount not exceeding 25
percent of the lending credit union's
unimpaired capital and surplus: shares,
share cernficates 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
not federally insured. a credit union
shall analyze the credit quality of the
issuing institution prior to making the
deposit. Where the deposit. or any
portion of it is not federaily insured. a
federal credit union shall also record its
credit decision respecting the

.nvestment in the records of the credit
union,

{d) Repurchase transactions. A
federai credit union may enter into an
invesiment-type repurchase transaction
or a financial institution-type repurchase
‘ransaction provided the purchase pnce
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 2 loan-
tvpe repurchase transaction subject to
section 107 of the Federal Credit Union
Act (12 U.S.C. 1757), which generaily
limits federal credit unions to making
loans only to members.

(e) Reverse repurchase transactions.
A federal credit union may enter into a
reverse repurchase transaction,
provided that either any securities
purchased with the funds obtained from
the transaction or the securities
coilateralizing the transaction have a
maturity date not later than the
settiement date for the reverse
repurchase transaction. A reverse
repurchase transaction is a borrowing
transaction subject to section 107{9) of
the Federal Credit Union Act {12 U.S.C.
1757(9)), which limits a federal credit
union's aggregate borrowing to $0
percent of its unimpaired capital and
surplus.

() Federa!/ funds. A federal credit
union may sell Federal funds to a
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 1 or more business days or
the credit union is able to require
repayment at any time.

{g) Yankee Dollars. A federal credit
union may invest in Yankee Dollar
deposits in a section 107(8) institution.

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

(i) Banker's acceptances. A federal
credit union may invest in banker's
acceptances issued by a section 107(8)
institution.

(i) Mutual funds. A federal credit
union may invest in a mutual fund if the
investments and investment
transactions of the fund are legally
permissible for federal credit unions
under the Federal Credit Union Act and
NCUA Rules and Regulations.

§ 7028 Prohibited Activities.

The prohibitions contained in
paragraphs (). (g). (h) and (k) of this
section shall not apply to securities
purchased prior to the effective date of
those prohibitions.

(a) Except as provided in § 701.21!
federai credit union may not purcid:
sell & standby commitment.

(b) A federal credit union may not
ar sell a futures contract.

\c} A federal credit union may not
engage in adjusted trading,

(d) A federal credit union may no
engage i1n a short sale.

{e) A federal credit unjon may not
purchase shares or deposits 1n. or
otherwise transact business with a
corporate credit union that does not
operate in compliance with part 704
this chapter in significant respects. ¢
not examined by NCUA.

{0 Except as provided in paragrap
of this section. a federal credit unior
may not purchase a Stripped Mortg:
Backed Security (SMBS).

(8) Except as provided in paragra;
of this section. a federal credit unior
may not invest in a CMO or REMIC
tranche whose average life wouid
extend or is shortened by more thar
years under modeling scenarios whe
mortgage commitment rates immedi
rise or fall 300 basis points. The ave
life standard contained in this
subsection shall apply to the investr
at the time of purchase and on any
subsequent review dates, assuming
market interest rates and prepayme
speeds at the time the standard is
applied.

(h) Except as provided in paragra
of this section. a federal credit unio:
may not purchase a residual interes
CMO or REMIC transaction.

{i) The prohibitions contained in
paragraphs (). (g) and (h) of this sec
shall not apply where an investmen
made solely to reduce interest rate r
and where:

(1) A monitoring and reporting sy:
is in place that provides the
documentation necessary to evalua:
the expected and actual performanc
the investment under different inter
rate scenarios:

{2) The monitoring and reporting
system is used to conduct and docu:
an analysis that shows, prior to
purchase. that the proposed investr
will reduce the credit union's intere:
rate risk:

(3) The investment. subsequent to
purchase. is evaiuated at least quar
to determine whether or not the
investment has actually reduced the
credit union’s interest rate risk:

{4) The investment is reported as
trading asset at market value or as :
held-for-sale asset at the lower of ¢«
or market value until its disposition.

{j) The average life standard
contained in paragraph (g of this
section shall not apply to a floating
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gl 8IS CMO REMIC banche
=‘ has 8il of the fodowmg
cheractenstic irrespecuve of whether
of 0Ot it bas Deen purchased- W ceduce
\nterest rate nsk:

(1) The \nterest rate 1s resel at least
annuaily.

(2} The maxumum allowable interest
rate on the instrument 18 at least 300
basis points above the interest rate of
the instrument at the ime of purchase.

(3] The interest rate of the instrument
vanes directly (not inversely) with the
\ndex upon which it 18 based and is not
reset as a multiple of the change in the
related index.

(k) A federal credit union may not
purcbase a zero coupon secunty with a
maturity date that is more than 10 years
from the settlement date for purchase of
the secunty.

(1) A federal credit uruon’s directors.
officials. committee members and senior
management employees. and immediate
family members of such individuals.
may not receive pecuniary consideration
in connection with the making of an
investment or depasit by the federal
credit union. The prohibition contained
in this subsection also applies to any
employee not otherwise covered if the
employee is directly involved ia
investments or deposits unless the
board of directors determines that the
employee's invoivement does not
present a conflict of interest.

(m) All transactions with business
associates or family members not
specifically prohibited by paragraph (1)
of this section must be conducted at
arm's length and in the interest of the
credit union.

{FR Doc. 91-25928 Filed 10-30-91: 45 am|
BILLING COOE 733801~

DEPARTMENT OF TRANSPORTATION
Federal Aviation Administration

14 CFR Part 71

{Alrspace Docket No. 91-Af-1]

Establishment of Transition Ares,
Anaconda, MT

AGENCY: Federal Aviation
Admunistration (FAA), DOT.

ACTION: Final rule: correction.

sumMmARY: This action corrects an error
in the legal description of a final rule
concerning establishment of a transition
area at Anaconda. Montana that was
published in the Federal Register on
September 23. 1991 (58 FR 47903).
Airspace Docket No. g1-ANM-1.

errecTivE DATE October 31. 1991

FOR PURTHER INPORMA TION CONTALT:
James E. Riley. ANM-537. Federal
Aviation Adoumsoauon. Docket No. 91-
ANM-1. 1601 Lind Avenue SW.. Renton.
Washungton 960554058 Telephone:
(208) 227-2337.

SUPPLEMENTARY IPORMATION:

History

Federsl Register Document 91-22802.
Airspace docket No. 91-ANM-1.
published on September 23. 1991 (58 FR
47903). established a 700-foot Transinon
Ares at Anaconda. Montana. An error
was discovered in the legal description
of the 700-foot Transition Ares. This
action corrects that error.

Correction to Final Rule

Accordingly. pursuant to the authority
delegated to me. the legai descniption for
the Anaconda. Montana 700-foot
Transinon Area. as published in the
Federal Register on September 23. 1991
(56 FR 47903}, FR Doc. 91-22802. page
47904. column 1 is corrected as follows:

§71.181 (Corrected)

2. Anaconds. Montana “00-foot
Trapsition Area {new] [Corrected]

By removing “Starting at-" and
substituting “That airspace extending
upward from 700 feet ubove the surface
beginning at-".

{ssued in Seattie. Washington. on October
15, 1991.

Tempie H. johnson. Je.

Manager. Aur Traffic Division.

(FR Doc. 91-28233 Filed 10-30-91: 8:45 amj
SILLING CODE 4910-13-8

———————
DEPARTMENT OF THE TREASURY
Customs Service

19CFRPart 4

(7.0.91-89]

Addition of Bahrain %o the List of
Nations Entitied to Special Tonnage
Tax Exemption

AGENCY: Customs Service. Deparunent
of the Treasury.

actron: Final rule.

SUMMARY: Pursuant to information
provided by the Department of State. the
Customs Service has found that Babrain
does not impose discriminating duties of
tonnage or imposts upon vessels
belonging to citizens of the United
States. and that. accordingly. vessels of
Bahrain are exempt from special
tonnage taxes and light money in ports
of the Uaited States. This document
amends the Customs Regulations by

adding Babrawr (o the i1st of astions
whose vesseis are exernpt from the
payment of any higher tonnage dunies
than are appiicable to vessels of the
United States and from the payment of
light money.

EFFECTIVE DATE: The rec:procal
pnvileges for vessels registered in
Bahrain became effective on june 4.
1991. This amendment 1s effective
October 31. 1991.

FOR FURTMER INFORMATION CONTACT:
jeffrey B. Whalen. Carmer Rulings
Branch (202-566-3706).

SUPPLEMENTARY INFORMATION

Background

Cenerally. the United States imposes
regular and speciai tonnage taxes. anda
duty of a specified amount per ton.
called “light money". oa ail foreign
vessels which enter United States ports
(48 U.S.C. app. 121, 128). However.
vesseis of a foreign nation may be
exempted from the payment of special
tonnage taxes aod light money upon
presentation of satisfactory proof that
no discnminatory duties of toonage or
impost are imposed by that foreign
nation on U.S. vessels or their cargoes
(48 US.C. app. 141).

Section 4.22. Customs Reguiations (19
CFR 4.22). lists those nations whose
vessels have been found to be exempt
from the payment of any higher tonnage
duties than are applicable to vessels of
the United States and from the payment
of light money. The authority to amend
this section of the Customs Reguiations
has been delegated to the Chief.

_Regulauons and Disciosure Law Branch.

Finding

On the basis of the information
received from the Department of State
regarding the absence of discriminatory
duties of tonnage or impost imposed oa
U.S. vessels in the ports of Bahrain. the
Customs Service has determined that
vessels of Bahrain are exempt from the
payment of the special tonnage tax and
light money. effective june 4. 1991, and
that the Customs Reguiations should be
amended accordingly.

Inappkicability of Public Notice and
Delayed Effective Date Requirements,
the Reguiatory Flexibility Act and
Executive Order 12291

Because this amendment merely
implemenis 8 statutory requirement and
confers a beaeiit upon the public.
pursuant 10 $ U.S.C. 553(b)(B). notice
and public peocedure thereon are
unnecessary: further, for the same
reasons good cause exists for
dispensing with a delayed effective date
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TO CREDIT UNIONS DATE: August 13,1987

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

In the past, NCUA has responded to requests from broker/dealers,
mutual funds, Federal credit unions (FCU's), and others for a
determination as to the legality of particular mutual funds
(Funds) as FCU 1investments. For the reasons discussed below,
NCUA will no longer issue such opinions.

As you are aware, NCUA has taken the position that mutual funds
are permissible investments for FCU's provided that all of the
investments and investment practices of the mutual fund are legal
if made directly by an FCU. Sections 107(7) and 107(8) of the
Federal Credit Union Act set forth the securities, deposits, and
other obligations in which an FCU may invest. Part 703 of the
NCUA Rules and Requlations. places certain limits on the types of
transactions that FCU's may enter into in connection with the
purchase and sale of authorized securities, deposits, and
obligations.

NCUA is aware that some FCU's have invested in mutual funds
solely on the basis that NCUA has determined that the Fund is a
legal investment. Use of NCUA's legal opinion as the criterion
for making an investment raises several concerns. First, an FCU
relying solely on NCUA's legal opinion is not determining whether
the Fund is an appropriate investment in light of the FCU's
current investment portfolio and liability structure. Second,
NCUA is concerned that the routine issuing of opinions on mutual
funds has indirectly encouraged investment in the funds. Such a
result was not intended. The decision to invest in mutual funds
should be made based on the individual needs of each FCU. Last,
although NCUA has consistently stated that its opinions on the
legality of particular mutual funds are not to be interpreted as
recommendations or approval of the Funds by NCUA, the opinions
have been used by brokers and Funds as a marketing tool. The
prospectuses or marketing materials of some Funds incorrectly
state that they have been "approved by NCUA", and FCU's have
invested in the Funds on this basis.

Accordingly, NCUA has decided that it will no longer issue
opinions on the legality of particular funds. NCUA believes that
this decision will have a positive effect on FCU investment
policies. Those boards of directors which may in the past have



simply relied on NCUA's legal opinions will be encouraged to
explore the full range of investment options available, and then
make an investment decision that 1s 1n the best interests of the
FCU. 1In so doing, they will become more knowledgeable about FCU
investment authority and investment restrictions, as contained 1in
the FCU Act and the NCUA Rules and Regulations.

This new policy should not be viewed as NCUA's "abandonment" of
FCU's in this area. To the contrary, NCUA's Office of General
Counsel and the NCUA Investment Hotline will continue to respond
to investment questions requiring an interpretation of the FCU
Act and the NCUA Rules and Regulations, in particular the
legality of specific direct investments and investment

practices, However, the FCU will be responsible for establishing
and supporting the legality of any of its investments. 1If in
doubt about a particular investment, FCU's are encouraged to
obtain the opinion of qualified legal counsel.

Finally, NCUA is considering requiring that a Fund's prospectus
or statement of additional information provide that the type of
investments the Fund will make and the Fund's investment
practices may only be changed if authorized by majority
shareholder vote. Thus, if a Fund changes its investment
authority or practices in a manner that will make the Fund
impermissible for FCU's, the FCU will have knowledge of the

change and can take appropriate steps to divest itself of the
Fund.

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

Sincerely,

FOR THE NCUA BOARD

+»

ER W. PSE
CHairman

RWJ:sg



\ : — NATIONAL CREDIT UNION ADMINISTRATION

WASHINGTON, D.C. 2048586

Decempber 2, 1991

Tobias E. Timm

McDonald & Company

Credit Union Asset Management Group
4660 S. Hagadorn Road, Suite 190
East Lansing, MI 48823

Re: Bank Notes (Your October 8, 1991, Letter)
Dear Mr. Timm:

You have asked whether bank notes are permissible investments
for federal credit unions (FCUs). 1If the notes constitute
"deposits" under the Federal Reserve Board’s Regulation D,
they are permissible investments.

Analvsij

FCU investment and deposit authority is governed by Sections
107(7), (8), and (15) of the FCU Act, 12 U.S.c. §§1757(7),
(8), and (15), and Part 703 of the National Credit Union
Administration Rules and Regulations, 12 C.F.R. Part 703.
Under Section 107(8) of the FCU Act, and FCU may make
deposits in national banks and in state banks, trust
companies, and mutual savings banks operating in accordance
with the laws of the state in which the FCU does business, or
in banks or institutions the accounts of which are insured by
the Federal Deposit Insurance Corporation.

In determining what constitutes a "deposit" under Section
107(8), wa have generally looked to the Federal Reserve
Board’s Regulation D, 12 C.F.R. Part 204, for guidance.
Regulation D sets forth the reserve requirements for
depository institutions, including FCUs, and contains a
definition of the term "deposit," see 12 C.F.R. §204.2. Even
if a bank investment is not considered a “"deposit" as that
term is generally understood, it may still be considered a



Tobias E. Timm
Decemper 2, 1991
Page 2

deposit for Regulation D purposes. If the notes constitute

deposits under Regulation D, they are permissible investments
for FCUs.

Enclosed, for your information, are two prior opinion letters
on the same issue.

Sincerely,

Lastte ) U~

Hattie M. Ulan

Associate General Counsel
Enclosures

GC/LH:sqg
SSIC 4660
91-1016
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WASHINGTCN, C.C. 204E€E

Jeanne McGinley, Vice President
Portfolio Strategies Department
vining-Sparks IBG

6077 Primacy Parkway

Memphis, TN 38119

Re: Floating Rate Notes (Your September 11, 1991,
Letter)

Dear Ms. McGinley:

You have asked whether an cffering of floating rate notes
issued by First Federal of Michigan (First Federal) and
supported by an irrevocable letter of credit issued by the
Federal Home Loan Bank of Indianapolis is a permissible
investment for federal credit unions (FCUs.) Assuming the
accounts of First Federal are insured by the Federal Deposit
Insurance Corporation (FDIC) and the proceeds of the notes
were used for making loans or investments, maintaining liquid
assets, or other similar purposes, the notes are permissible
investments.

Analvsi

Section 107(8) of the FCU Act, 12 U.S.C. §1757(8), provides
FCUs with the authority to make deposits in banks or
institutions, the accounts of which are insured by the FDIC.
Assuming, the accounts of First Federal are insured by the
FDIC, the next question is whether the notes constitute
vdeposits.® In determining what constitutes a "deposit"
under Section 107(8), we have generally loocked to the Federal
Reserve Board’s Requlation D, 12 C.F.R. Part 204, for
guidance. Regulation D sets forth the reserve requirements
for depository institutions, including FCUs, and contains a
definition of the term "deposit." See 12 C.F.R. §204.2.



Jeanne McGinley, Vice President
‘ovemper 4, 1291
Page 2

Although the circular states that the notes "are [not)
deposits in First Federal," they may nevertheless fit wltnln
the definition of "deposxt" under Regulation D.

Paragraph 2(a) (1) (vii) of Regulatzon D provides that, with a
few exceptlons, "any liability of a depository 1nst1tutlon on
any promissory note . . . or similar obligation . . . that is
issued or undertaken by a depository institution as a means
of obtaining funds" constitutes a "deposit." The notes
appear to be promissory notes or similar obligations of First
Federal. Since none of the exceptions are applicable here,
the notes constitute "deposits" unless paragraph 2(a) (2) (iii)
of Requlation D applies. That paragraph states that
"deposit" does not include "obligations, the proceeds of
which are not used by the deposxtory institution for purposes
of making locans, investments, or maintaining liquid assets

. . " It further states, "An obligation issued for the
purpose of raising funds to purchase business premises,
equipment, supplies, or similar assets is not a deposit." As
long as the proceeds of the notes were used for the
appropriate purposes, the notes are permissible investments
for FCUs.

This letter is not an endorsement of the notes; rather, it is
our opinion that the notes, if they meet the above
requirements, are a legal investment for FCUs. We have
enclosed, for your information, a letter which addresses the
permissibility of investment in a similar type of note.

Sincerely,

2 te /) (oo

Hattie M. Ulan
Associate General Counsel

Enclosure
GC/LH:sg

SSIC 4660
91-0916



NATIONAL CREDIT UNION ADMINISTRATION
Wasmingron. D C. 290450

May 4, 1987
Orfice vt Genera: Counsel

C. Thomas Kunz, Esq.
Seward & Kissel
Wall Street Plaza
New York, N.Y. 1000S

Dear Mr. Runz:

This is in response to your letter of December 19, 1966. we
apologize for our delay in responding.

Your letter raised the issue of whether it is permissible for
Federal credit unions (PCU's) to invest in certain medium-term
notes (Notes) issued by Gibraltar Savings, a California-chartered
savings and loan association. The accounts of Gibraltar Savings
are insured by the Pederal Savings and Loan Insurance Corporation
(FSLIC). The Notes are not insured by PSLIC. You took the
position that the Notes are a permissible investment under
Section 107(7) (D) and/or Section 107(7) (B) of the PCU Act.

The Notes, which matuce from one to five years from the date of
issue, are supported as to principal and interest by the Pederal
Home Loan Bank of San Francisco. The interest rate on the Notes

is determined with reference to certain specified interest
rates,

Section 107(7) (D) of the PCU Act provides, in part, that PCU's
can invest their funds in shares or accounts of savings and loan
associations, the accounts of which are insured by the PSLIC. In
your letteg you stated that the Notes should be viewed as
accounts of & PSLIC-insured institution, and thus a permissible
investment for FCU's, because "the Notes rank pari passu with,
and are thus equal in safety to, large bank deposits. In
reaching this conclusion, you analogized PCU investment in the
Notes to investment in bankers' acceptances and the sale by PCU's
of Pederal funds, both of which have been determined to be
permissible for PCU's pursuant to their Section 107(8) deposit
authority. See Sections 703.3(f) and ({) of the NCUA Rules and
Regulations. You then arqued that the savings and loan account
investment authority should not be interpreted more narrowly than
the bank deposit investment authority.

It is clear to us that the Notes are not accounts in a PSLIC-
insured institution. As you stated in your letter, the term
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*accounts,® vhen used in reference to savings and loan
associations, is generally interpreted to mean deposit or share
accounts. The Notes do not fall within this definition, nor do
they fall within any NCUA interpretation of the tera

*accounts.® Therefore, the Notes are not a permissible

investment for PCU's under S§107(7) (D) of the PCU Act.

While you analogized investment in the Notes to investment in
bankers' acceptances and the sale of Pederal funds, you did not
argue that the Notes would similarly be permissible under Section
107(8). It is our opinion that if the Notes are a permissible
investment for FCU's, the source of this authority would be
Section 107(8). The issue then is whether Section 107(8) is
broad enough to encompass investment in the Notes.

Section 107(8) provides, in part, that PCU's have the authority
to make deposits in banks or institutions, the accounts of which
are insured by the Pederal Deposit Insurance Corporation (PDIC)
or the PSLIC. IRPS 8l1-2, 46 Ped. Reg. 14887 (March 3, 1981),
which was {ncorporated into Part 703 of the NCUA Rules and
Regulations and thereby revoked, authorized the sale of Pederal
funds by PCU's. In IRPS 8l1-2, the NCUA stated that the sale of
Federal funds to a bank is permissible under the Section 107(8)
deposit authority. Section 703.3(f) of the NCUA Rules and
Requlations codifies this statement, providing, in part, that an
FCU may sell Pederal funds to a Section 107(8) institution.

Section 703.3(i) of the NCUA Rules and Regulations provides that
an PCU may invest in bankers' acceptances issued by a Section
107(8) institution. The rationale for authorizing investaent in
bankers' acceptances was the same as that for the authorization
of the sale of Federal funds, i.e., by considering the acceptance
to be a type of deposit liability. 49 Fed. Reg. 12668, 12671
(March 30,.1984). It was further stated that bankers'
acceptances, like Pederal funds, certificates of deposit, and
Eurodollar deposits, which are all permissible investments,
appear on the issuing bank's balance sheet as direct liabilities
of the bank, and that bankers' acceptances present no nreater
risk than these investments. Id.

In determining whether investment in Pederal funds and bankers'
acceptances wvas permissible under PCU's deposit authority,
reference vas made to Requlation O, 12 C.P.R. $§204. Regulation D
sets forth the reserve requirements for depository institutions,
including PCU's, and contains a definition of the term "deposit.*

- b
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Section 204.2(a)(l)(vii) states in part that a deposit includes:

Any liability of a depository institution on
any promissory note, acknowledgenent of
advance, bankers' acceptance, oOr similar
obligation (written or oral), i{ncluding
mortgage backed bonds, that is issued or
undertaken by a depository institution as a
means of obtaining funds.

The above definition contains six exceptions, (a) (1) (vii) (A)
through (B) and (a)(l)(viii), in which the obligations listed
above would not constitute deposits. Many bankers' acceptances
are within the Regulation D definition of deposits, with some
being excepted by Section 204.2(a) (1) (vii) (B) and Section
204.2(a) (1) (viii). Similarly, some Federal funds transactions
are within the deposit definition, and others are excluded by
Section 204.2(a) (1) (vii) (D). After contrasting the definition of
deposit with Section 204.2(a)(2), which lists transactions that
are not within the definition of deposit, it was deteramined that,
for purposes of Section 107(8) of the PCU Act, Pederal funds and
bankers' acceptances constituted deposits. A similar arqument
can be advanced for including the Notes within the definition of
deposit.

The liability of a depository institution on a note is generally
included in the definition of deposit, with exceptions. 1If the
Notes do not fall within the exceptions contained in
§204.2(a) (1) (vii), they can constitute deposits. The applicable
exception to the Notes, Section 204.2(a) (1) (vii) (C), provides
that the liability of a depository institution will be considered
a deposit unless the obligation is:

not insured by a Pederal agency, is
subordinated to the claims of depositors, has
8 weighted average maturity of seven years or
more, is not subject to Pederal interest rate
limitations, and is issued by a depository
institution with the approval of, or under
the rules and regqulations of, its primary
Pederal supervisor.

The exceptions contained in §204.2(a) (1) (vii) (A) may also affect
the determination of whether a promissory note is a deposit, but
are not relevant to the instant Notes.



C. Thomas Kunz, Esq.

Page Four

As the Notes have a maturity of less than 7 years, the liability
Oof Gibraltar Savings on the Notes can be considered a deposit
under the Regulation D deposit definition. The Notes, like
Pederal funds and bankers' acceptances, are direct liabilities of
the {ssuing bank. Furthermore, {t does WOt appear that the Notes
Present a greater risk than these other investments. aAs the
Notes do constitute deposits, we believe that the would be
authorized pursuant to the same reasoning aggkiea to Pederal
funds and bankers' acceptances, i.e., by conaxdeting the Notes to
e a type o eposit lia Y.

Your alternative argument for the permissibility of PCU
investment in the Notes was that the Notes vere guaranteed by an
agency of the United States. The basis of your argument was that
the Notes are fully secured as to principal and interest by a
letter of credit from the Pederal Home Loan Bank of San
Francisco. While our resolution of your first argument renders
the alternative arqument moot for all practical purposes, we will
briefly address it at this time.

Section 107(7) (B) provides that, inter alia, PCU's can invest:

°in obligations issued by Pederal home loan
banks;

* - * *

or in obligations, participations,
securities, or other instruments of, or
issued by, or fully guaranteed as to
principal and interest by any other agency of
the United States.® (Bmphasis added.)

Whether or not Pederal home loan banks are agencies of the United
States is, based on the quoted lanquage, irrelevant. with
respect to Pederal home loan banks, it is only obligations issued
by then that Congress deemed permissible for PCU'sS. The use of
the term “other® in modifying the term “agency® clearly means
other tham any agency previously enumerated (which includes
Federal home loan banks) in Section 107(7)(B). In the case of
certain other entities enumerated in the Section, for example the
Federal National Mortgage Association, Congress went beyond
merely those obligations {ssued by the Association and ins%ead
specifically included obligations or instruments fully guaranteed
thereby. Congress clearly could have afforded the same treatment
for Federal home loan banks but did not do so.

Based on the foregoing analysis, it is our opinion that PCU's may
invest only in obligations issued by Federal home loan banks.
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It would not be a permissible FCU investment if the obligation is

merely guaranteed by Pederal home loan bank, unless the issuing
entity is the United States or "any other® agency thereof.

However, as opined above, the Notes would be considered deposits
or purposes of Section 10 (8) of the PCU Act and woul

pPermissible investments.

Our opinion that the Notes are a permissible investment for PCU's
should not be interpreted or represented as NCUA's recommendation
or endorsement of the investment. Before investing in the Notes
or similar obligations, an PCU should evaluate the investaent
from a safety and soundness perspective. Factors to consider are
the financial condition of the issuer, the maturity and repayment
terms of the obligation, and the rate of return. Generally, it
is advisable to have the obligation guaranteed by a financially
responsible party. .

We trust this has been of assistance.

Sincerely,

L e

STEVEN R. BISKER
Assistant General Counsel

JT:s8qg
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Stephen A. J. Eisenberg, Esq.
General Counsel ‘
Pentagon Federal Credit Union
P.O. Box 1432

Alexandria, Virginia 22313

Re: Federal Credit Union Investment in Commercial
Paper (Your December 27, 1988, Letter)

Dear Mr. Eisenbergq:

You have asked whether a Federal credit union ("PCU") may invest
in commercial paper issued by institutions identified in Section
107(8) of the FCU Act (12 U.S.C. 1757(8)). An attachment to your
letter indicates that your specific question is whether an FCU
may invest in promissory notes issued by Section 107(8)
institutions. We have previously determined than an FCU may,
pursuant to its deposit authority, invest in promissory notes
issued by those types of institutions set forth in Section 107(8)
of the FCU Act. This continues to be our position. Due to the
risks associated with this type of investment, we expect an FCU
to carefully evaluate the investment from a safety and soundness
perspective. Factors that must be considered are the financial
condition of the issuer and the maturity and repayment terms of
the obligation.

ANALYSIS .
Section 107(8) of the FCU Act provides, in part, for an FCU:

to make deposits in national banks and in
State banks, trust companies, and mutual sav-
ings banks operating in accordance with the
laws of the State in which the Federal credit
union does business, or in banks or
institutions the accounts of which are insured
by the Federal Deposit Insurance Corporation
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or the Federal Savings and Locan Insurance Cor-
poration.

In determining what constitutes a "deposit" under Section 107(8)
of the FCU Act, we have geperally looked to the Federal Reserve's
Regulation D for guidance.” (See 12 C.F.R. 204 and enclosure. )
Regulation D sets forth the reserve requirements for depository
institutions, including FCU's, and contains a definition of the
term "deposit.” After reviewing what is and is not a deposit for
purposes of Regulation D, (gee Sections 204.2(a)(l) and (2)), we
determined that for purposes of Section 107(8) of the FCU Act,
FCU investment in Federal funds and bankers' acceptances should
be authorized as a type of deposit liability. These transactions
are therefore permissible under Section 107(8), provided they are
entered into with a Section 107(8) institution (gee Sections
703.3(f) and (i) of NCUA's Rules and Regulations, 12 C.F.R.
§8703.3(f) and (i)).
We have further interpreted Section 107(8) to permit FCU invest-
ment in promissory notes issued by Section 107(8) institutions on
the basis that the notes can be considered for purposes of
Section 107(8) as a type of deposit liability. Requlation D

‘, views the following as deposits, with certain exceptions:

any liability of a depository in-
stitution on any promissory note,
acknowledgment of advance, bankers'
acceptance, or similar obligation
(written or oral), including
mortgage-backed bonds, that is
issued or undertaken by a de-
pository institution as a means of
obtaining funds. . . . (See

12 C.F.R. 204.2(a)(1l)(vii).

We should point out that FCU's should not be using this
investment authority as a method of making lcans to nonmember
banks. This is an investment tool to be utilized for funds in
excess of loan demand.

SAFETY AND SOUNDNESS CONCERNS

While we believe that it is legally permissible for an FCU to in-
vest in promissory notes issued by Section 107(8) institutions,
we expect an FCU to thoroughly review any such investment from a
safety and soundness perspective. The review should include
review of the maturity and.repayment terms of the obligation, as
well as an evaluation of the financial condition of the issuer.

‘" note that we look to Regulation D for a definition of deposits but
: not bound by it.

[
-
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wWhile investment in promissory notes is permissible as a type of
deposit liability, an FCU should be aware that, unlike a
traditional deposit, the investment is probably not insured.
Recently, there has been some confusion as to what constitutes a
deposit for purposes of deposit -insurance coverage. Certain bank
instruments are currently being marketed as "bank notes" and "de-
posit notes.” While the provisions of these instruments are the
same or similar, the deposit notes are being marketed by issuers
as being covered by Federal deposit insurance while the bank
notes are not. To help allesviate any confusion, the FDIC has is-
sued a proposed rule to clarify what type of bank liabilities
would be subject to insurance coverage by the FDIC (see 53 Fed.
Reg. 47723 [November 25, 1988)). Prior to investing in
promissory notes, an FCU should determine whether or not the
notes are covered by deposit insurance.

Lastly, we emphasize that FCU's do not have the general authority
to invest in commercial paper. This authority is limited to

promissory notes or similar obligations issued by Section 107(8)
institutions.

Sincerely,
,-—rcl?f{a.i_ /?'7 K{(_% _

HATTIE M. ULAN
Assistant General Counsel

JT:sg

Enclosure
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Morgan Reed

U.S. Sterling Capital Corp.
20 Peachtree

Holbrook, NY 11741

Re: Federal Credit Union Investment Authority
(Your November 29, 1990, Letter)

Dear Mr. Reed:

You have asked whether federal credit unions (FCUs) may
purchase negotiable certificates of deposit (CDs) and deposit
notes, both of which are issued by FDIC insured national

. banks. The purchase is made for the FCU through a clearing
agent, who owns the investment and is offering it to you for
sale to your customers. After the transaction is made, the
clearing agent holds the investment as agent for each
beneficiary (FCU).

alvsis

Federal credit union investment and deposit authority is
governed by Sections 107(7), (8) and (15) of the FCU Act (12
U.S.C. §§1757(7), (8) and (15)) and Part 703 of the National
Credit Union Administration (NCUA) Rules and Regulations (12
C.F.R. Part 703). Under Section 107(8) of the FCU Act, an
FCU may make deposits in national banks and in state banks,
trust companies, and mutual savings banks operating in
accordance with the laws of the state in which the federal
credit union does business, or in banks or institutions the
accounts of which are insured by the Federal Deposit
Insurance Corporation.

In determining what constitutes a "deposit" under Section
107(8), we have generally looked to the Federal Reserve
Board’s Regulation D (12 C.F.R. §204) for guidance.
Regulation D sets forth the reserve requirements for

ma—

\ — e ‘1:\\ R
A\ A T R



Morgan Reed
Janvars 2, 1290
Page 2

depository institutions, including FCUs, and contains a
definition of the term "deposit" (see 12 C.F.R. §204.2).
Negotiable CDs are clearly "deposits" within the meaning of
Regulation D (see 12 C.F.R. §204.2(c) (1)) and are permissible
investments for FCUs under Section 107(8). As to deposit
notes, we have determined that deposit notes that are called
and recorded by the issuing bank as deposits, where the
issuing bank is FDIC insured, constitute "deposits" under
Regulation D and are perm1551ble investments for FCUs under
Section 107(8) (see Horner Letter, dated September 30, 1988,
enclosed). We have also determined that negotiable tlme
deposits are permissible investments for FCUs (see Brush
Letter, dated July 16, 1987, enclosed). Since the definition
of "deposit" is quite speCLflC, however, we have not stated
generally that all deposit notes are permissible investments.

You have not provided us sufficient information regarding the

_nature of the deposit notes in which you are interested for

us to determine whether they qualify as deposits under
Regulation D. If you wish to provide a more complete
description of the notes and where they fit within the
Requlation D definition of deposit, we will evaluate whether
they constitute permissible investments for FCUs.

As to the mechanism by which the FCU invests in the CDs, we
note that while there is no legal requirement that the FCU
make the purchase directly or hold the investment itself,
NCUA examiners may take exception to certain practices based
on safety and soundness considerations.

Sincerely,
i ;Q.Ltdlw
Hattig M. Ulan
Assocliate General Counsel
Enclosures
GC/LH:sg

SSIC 4660
90-1201
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Ms. Becky Horner

Corporate Funds Manager
Independent Federal Credit Union
P.O. Box 629

Anderson, Indiana 46015

Re: Permissibility of Federal Credit Union
Investment in Bank Deposit Notes (Your
July 13, 1988, Letter)

Dear Ms. Horner:

An FCU may invest in bank deposit notes issued: (1) by national
banks; (2) by state banks, trust companies, and mutual savings
banks operating in accordance with the laws of the state in which
the FCU does business; and (3) by banks or institutions the
accounts of which are insured by the Federal Deposit Insurance
Corporation.

Background

You have asked whether an FCU may invest in medium term bank de-
posit notes. The material you submitted with your letter indi-
cates that the notes will be FDIC insured up to $100,000, and
that the only structural difference between a certificate of de-
posit and a deposit note is the interest payment schedule. The
deposit notes will be classified on the bank's balance sheet as a
deposict.

Analzsis

Section 107(8) of the FCU aAct (12 U.S.C. 1757(8)] authorizes an
FCU to:

make deposits in national banks and
in Stacte banks, trust companies,
and muctual savings banks operating

F;:ZA in acccrdance with the laws of the

- VOL. 1 F Deposit
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Inasmuch as the ceposit notes are called and recorded by the
issuing bank as deposits (presumably wicth the permission of the
FDIC), and the issuing bank is FDIC insured, they are a
permissible investment for an FCU pursuant to the Section 107(8)

deposit authoricy.

ely,

Siyc/e‘
7 PG
Jm ) '
TIMOTH . McCOLLUM
Assistant General Counsel

JT:sg
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Mr. Robert C. Brush éﬁ/ <é:<47<:>

Assistant Treasurer

LMSC Federal Credit Union

P.0O. Box 3643

Sunnyvale, California 94086-3643

Dear Mr. Brush:

This is in response to your letter requesting our opinion as to
whether Certificate of Deposit Notes issued by a national bank

(Bank) are permissible investments for Federal credit unions
(FCU's). )

Your letter and the accompanying materials describe the Notes as
negotiable instruments evidencing time deposits in the Bank. The
materials state that holders of the Notes are covered by PDIC
insurance to the same extent as holders of any deposit in the
Bank. The deposit evidenced by the Note ranks egqually with all
other deposits of the Bank. The Notes will be issued either in
underwritten blocks of $25 million or more, or in response to
investor inquiry. The maturities will range from eighteen months
to five years or occasionally longer. The minimum denomination
will be $250,000. The Notes may be split without charge to the
investor so long as such splits result in no certificates being
less than the $250,000 minimum denomination.

The issuing and transfer agent for the Notes is a trust company
in New York.

Federal credit union investment and deposit authority is governed
by Sections 107(7) and (8) of the Federal Credit Union Act (12
U.S.C. §§1757(7) and (8)) and Part 703 of the NCUA Rules and
Regulations (12 C.F.R. Part 703). Under Section 107(8) of the °
FCU Act, an FCU may make deposits in national tanks and in state
banks, trust companies, and mutual savings banks operating in
accordance with the laws of the state in which the Federal credit
union does business or in banks or institutions the accounts of
which are insured by the Federal Deposit Insurance Corporation or
the Federal Savings and Loan Insurance Corporation.

Inasmuch as the national bank's Deposit Notes are deposits (they
are negotiable time deposits) they would be a permissible deposit
for FCU's.

!

. : , . i
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?rior to placing a deposi: :n such Notes, we would suggest that
you confirm with the FDIC the extent to which the $5100,000 FDIC
insurance will cover your deposit. It should te noted, the
entire FCU deposit in such a Note would not need to be covered by
FDIC insurance to be a permissible FCU deposit under Section
107(8) of the FCU Act. However, deposit amounts over the
$100,000 insurance coverage pose potential safety and soundness
issues that your FCU would need to address.

I hope we have been of assistance.

Sincerely,

-

S

STEVEN R. BISKER
Assistant General Counsel

‘ G RD:sg
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Mr. Carl A. Bright

Irwin Union Bank and Trust
P.O. Box 929

Columbus, IN 47202-0929

Re: Irwin Union CD Program (Your September 27,
1990, Letter)

Dear Mr. Bright:

You have asked us to review materials you provided regarding
the Irwin Union Certificate of Deposit Program (the Program)
and render an opinion on whether federal credit unions (FCUs)
may participate in the Program. You state that concerns have
been raised about the fact that certificates of deposit (CDs)
are not issued in the FCU’s name and that Irwin Union does
not issue physical certificates or allow FCUs to wire funds
directly to the issuing institution. You have enclosed a
copy of a 1982 opinion from this Office in which we stated
that our objection to the Program’s not complying with the
requirement that an FCU "itself" purchase a CD was satisfied
by a third party acting as agent for the FCU in its purchase.

FCU investment authority is contained in Sections 107(7),

(8), and (15) of the FCU Act (12 U.S.C. §1757(7), (8), and
(15)) and Part 703 of NCUA’s Rules and Regulations (12 C.F.R.
Part 703). Pursuant to Section 107(8) of the Act, FCUs are
authorized "to make deposits in national banks and in State
banks, trust companies, and mutual savings banks operating in
accordance with the laws of the State in which the Federal
credit union does business, or in banks or institutions the
accounts of which are insured by the Federal Deposit
Insurance Corporation."”

In 1984, the requirement in then Section 703.1(a) (1) of the

Rules and Regulations that an FCU "itself" purchase a CD was
o 7ed from the regulation. Any concerns generated by that
leyuirement are therefore unwarranted. We note that there is
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no legal requirement that CDs be issued in the FCU’s name,
that physical certificates be issued at all, or that FCUs be
permitted to wire funds directly to the issuing institution.
NCUA examiners may, however, take exception to certain

practices based on safety and soundness considerations.
As a final matter, we have enclosed a copy of NCUA Letter to
Credit Unions No. 92 (August 13, 1987), in which we stated

that NCUA would no longer issue opinions on the legality of
particular mutual funds.

Sincerely,

Lot Mt U

Hattie M. Ulan
Associate General Counsel

Enclosure
cc: Regional Director, Region IV
GC/LH:sg

SSIC 4660
90-1014



R, _ NCUA LETTER NO. 92

TB EREbi’I:' U—B}ION—S DATE: August 13, 1987

TO THE BOARD CFf CIRECTCRS CF THE FrEDERAL CREDIT UNION ADDRESSED:

In the past, NCUA has responded to requests from broker/dealers,
mutual funds, rederal credit unions (FCU's), and others for a
determination as to the legality of particular mutual funds
(Funds) as FCU iavestments. For the reasons discussed telow,
NCUA will no longer 1ssue such opilinions.

As you are aware, NCUA has taken the position that mutual funds
are permissitle investments for FCU's provided that all of the
investments and investment practlices of the mutual fund are legal
if made directly by an FCU. Sections 107(7) and 107(8) of the
Federal Credit Union Act set forth the securities, deposits, and
other obligations 1n which an FCU may invest. Part 703 of the
NCUA Rules and Requlations places certain limits on the types of
transactions that FCU's may enter into in connection with the
purchase and sale of authorized securities, deposits, and
obligations.

NCUA is aware that some FCU's have 1nvested in mutual funds
solely on the basis that NCUA has determined that the Fund is a
legal investment. Use of NCUA's legal opinion as the criterion
for making an investment raises several concerns. First, an FCU
relying solely on NCUA's legal opinion is not determining whether
the Fund is an apopropriate investment in light of the FCU's
current investment portfolio and liability structure. Second,
NCUA is concerned that the routine issuing of opinions on mutual
funds has indirectly encouraged investment in the funds. Such a
tesult was not intended. The decision to invest in mutual funds
should Be made based on the individual needs of each FCU. Last,
although NCUA has consistently stated that its opinions on the
legality of particular mutual funds are not to be interpreted as
recommendations or approval of the Funds by NCUA, the opinions
have been used by brokers and Funds as a marketing tool. The
prospectuses or marketing materials of some Funds incorrectly
state that they have been "approved by NCUA", and FCU's have
invested in the Funds on this tasis.

Accordingly, NCUA has decided that it will no longer issue
opinions on the legality of particular funds. NCUA belijeves that
this decision will have a positive effect on FCU investment
policies. Those boards of directors which may in the past have
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-nvesttent authority and investment :£2stric=ions, as con
tne FCU Act and the NCUA Rules and Reqgulations.

Thls new policy should not te viewed as NCUA's "abandonment® of
fCU's 1n this area. To tnhe contrary, NCUA's Office of General
Counsel and the NCUA Investment Hotl:ne will continue to respond
tO lnvestment guestlons requiring an laterpretation of the FCY
ACt and the NCUA Rules and ‘“equlations, in particular :the
legalicy of specific direct investments and investment

fractices. However, the FCU will be responsible for establishing
and supporting the legality of any of its investments. If in
doubt about a particular investment, FCU's are encouraged to
obtain the opinion of qualified legal counsel.

Finally, NCUA is considering requirinag that a Fund's prospectus
or statement of additional information provide that the type of
investments the Fund will make and the Fund's investment
practices may only bte changed if authorized by majority
shareholder vote. Thus, if a Fund changes its investment
authority or practices in a manner that will make the Fund
impermissible for FCU's, the FCU will have knowledge of the
change and can take appropriate steps to divest itself of the
Fund.

In the interim, FCU's investing in mutual funds should either
lnvest only in Funds that feature the shareholder vote notice, or
continually monitor the Fund to ensure that it remains a legal
lnvestment. If the Fund does invest in securities or engage 1in

activities not authorized for FCU's, the credit union must
immediately divest its interest in the Fund.

Sincerely,

FOR THE NCUA BOARD

5,

ER W, PSE
CHairman

RWJ:=sg



NATIONAL CREDIT UNION ADMINISTRATION -
Washingron. D.C. 20450

May 16, 1989

Othee ot General Counsel

Mr. Mitchell C. Glass

Director of Finance

Eastern Airlines Federal Credit Union
P.O. Box 028532

Miami, FL 33102

Re: Investment in Yankee Dollars (Your
February 9, 1989, Letter)

Dear Mr. Glass:

Your have asked whether a Federal credit union ("FCU") may
invest in Yankee Dollar deposits offered by state-licensed
branches of foreign banks that are not insured by either the
Federal Deposit Insurance Corporation ("FDIC") or the Federal
savings and Loan Insurance Corporation ("FSLIC"). FCU's are
not permitted to invest in Yankee Dollars offered by such
institutions.

BACKGROUND

Eastern Airlines FCU has been purchasing Yankee Dollar
Bankers' Acceptances and Certificates of Deposits issued by
state licensed branches of foreign banks. It is your opinion
that state licensed branches of foreign banks operating in
accordance with the laws of a state in which a credit union
maintains a facility are equivalent to Section 107(8)
institutions as defined in the FCU Act and the NCUA Rules and
Regulations.
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LAWS

Section 107(8) of the FCU Act (12 U.S.C. §1757(8)) provides,

in part,

that FCU's have the power:

to make deposits in national banks and in
State banks, trust companies, and mutual
savings banks operating in accordance with
the laws of the State in which the Federal
credit union does business, or in banks or
institutions the accounts of which are
insured by the Federal Deposit Insurance
Corporation or the Federal Savings and Loan
Insurance Corporation....

Section 703.3(g) of the NCUA Regulations (12 C.F.R.
§703.3(g)) provides:

(g) A Federal credit union may invest in
vankee Dollar deposits in a branch of a
Section 107(8) institution.

Section 703.2(u) of the NCUA Regulations (12 C.F.R.
§703.2(u)) defines Yankee Dollar deposit as:

ANALYSIS

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

On March 30, 1984, the NCUA issued a revised Part 703 of its
Requlations (49 Fed. Reg. 12668). The preamble to the final
rule discussed Yankee Dollar deposits:

A Yankee Dollar deposit is a dollar
denominated deposit in a United States branch
or subsidiary of a foreign bank. 1If the
branch or subsidiary is federally insured or
operating in accordance with the laws of a
state in which the Federal credit union does
business, then a Federal credit union deposit
in the branch or subsidiary is authorized
pursuant to section 107(8) [of] the (Federal
Credit Union] Act. Section 703.3(g) of the
proposal set forth this authority. It has
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been carried over to the final rule without
substantive change. (Emphasis added.)

The preamble to the proposed rule issued on September 22,
1984 (48 Fed. Reg. 43182) also discussed Yankee Dollar
deposits:

Yankee Dollar deposits are deposits in United
States branches of foreign banks and in
United States subsidiaries (of foreign banks)
chartered under state law. If the branch or
subsidiary is FDIC or FSLIC insured, or is a
state bank, trust company or mutual savings
bank operating in accordance with the laws of
the state in which the FCU maintains a
facility ... investment in such an
institution (a "Yankee Dollar deposit") is
authorized pursuant to the plain language of
sections 107(7)(d) and 107(8) of the Act....

Taken alone, a reading of the preamble to the final rule
would appear to permit FCU's to invest in Yankee Dollars in
federally-insured institutions, state-chartered institutions
and state-licensed institutions. This is not the correct
result in light of the authority found in the FCU Act and the
preamble to the proposed rule. In the preamble to the final
rule the NCUA Board stated that there were no substantive
changes from the proposed rule. The preamble to the proposed
rule restricts FCU investment in Yankee Dollars to FDIC- and
FSLIC-insured or state-chartered institutions (banks, trust
companies or mutual savings banks) operating in accordance
with the laws of the state in which the FCU maintains a
facility.

The definition of Yankee Dollar found in 703.2(u) is a
general commercial definition and describes what types of
institutions offer such investments -- a United States branch
of a foreign bank licensed to do business in the state or a
state-chartered, foreign-controlled bank. FCU's are
permitted to invest in Yankee Dollars offered by specific
institutions (Section 107(8) institutions) -- not all
institutions offering Yankee Dollars. In our opinion, the
FCU Act and NCUA Regqulations permit FCU's to invest in Yankee
Dollars provided that the financial institution is: (1)
insured by the FDIC or FSLIC; or (2) is a state-chartered

(i) bank, (ii) trust company, or (iii) mutual savings bank,
operating in accordance with the laws of a state in which the
FCU maintains a facility.
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The Yankee Dollar investment you describe -- a deposit in a
foreign bank licensed to cperate in the State of New York,
not FDIC or FSLIC insured, and not chartered or incorporated
by the State of New York -- does not meet either of the two
classifications set forth above. Therefore, such activity is
not permissible under the FCU Act or NCUA'S Rules and
Requlations. If the foreign bank created a subsidiary bank
chartered by the State of New York or obtained FDIC or FSLIC
insurance, then an FCU could make a permissible Yankee Dollar
investment in the institution.

We have consulted with the NCUA's Office of Examination and
Insurance concerning this issue. They concur with our
opinion. In addition, they believe Yankee Dollar investments
in state-licensed institutions would present safety and
soundness concerns.

Sincerely,

Jates M. Ul

HATTIE M. ULAN
Assistant General Counsel
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Federal Deposit insurance Corporation
~/ashington. ©.C. 20429 -egai Civision

November 16, 1990

Ms. Hattie M. Ulan

Associate General Counsel

National Credit Union Administration
Washington, D. C. 20456

Dear Ms. Ulan:

I am wrltlng in response to your letter dated October 31, 1990
concerning deposit insurance provided by the Federal Dep051t
Insurance Corporation. 1In your letter you referred to 12 U.S.C.
§ 1757. That section provides in part:

A Federal credit union shall have succession in its
corporate name during its existence and shall have
power--

(8) to make deposits in national banks and in
State banks, trust companies, and mutual savings banks
operating in accordance with the laws of the State in
which the Federal credit union does business, or in
banks or institutions the accounts of which are insured
by the Federal Deposit Insurance Corporation or the
Federal Savings and Loan Insurance Corporation ....

12 U.S5.C. § 1757(8).

You ask if bank holding companies and bank holding company
affiliates (other than banks and savings associations) would
qualify as' "institutions the accounts of which are insured by the
Federal Deposit Insurance Corporation." The answer to your
question is no. The FDIC does not insure bank holding companies
or their affiliates (other than banks and savings associations).

The insurance provided by the FDIC extends only to insured
deposits. The term "insured deposit" is defined by the Federal
Deposit Insurance (FDI) Act to mean "the net amount due to any
depositor ... for deposits in an insured depository institution
(after deducting offsets) less any part thereof which is in
excess of $100,000. 12 U.S.C. § 1813(m)(l). The term
"deposits" is defined, in part, as "the unpaid balance of money
or its equivalent received or held by a bank or savings
association in the usual course of business and for which it has
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given or is obligated to give credit, either conditionally or
unconditionally, to a ccmmercial, checking, savings, <ime, or
+hrif= account, or which is evidenced by its certificate of
deposit, thrift certificate, investment certificate, certificate
of indebtedness, or other similar name, or a check or draft drawn
against a deposit account and certified by the bank or savings
assocciation, or a letter of credit or a traveler's check on which
the bank or savings association is primarily liable ...." 12
U.S.C. § 1813(l). The phrase "insured depository institution”
refers to any bank or savings association the deposits of which
are insured by the FDIC. 12 U.S.C. § 1813(c)(2). The term
"bank" generally refers to natiocnal banks or State banks, and
includes trust companies, savings banks, and industrial banks.

12 U.S.C. § 1813(a). The term "savings association" generally
means Federal savings association or State savings associations,
and includes building and loan associations, savings and loan
associations, and Federal savings banks. 12 U.S.C. § 1813(b).

To summarize, the FDIC insures only banks and savings
associations. It does not insure bank holding companies or their
affiliates (other than banks and savings associations).
Furthermore, the FDIC insures only deposits. The FDIC does not
insure securities, mutual funds, and similar types of
investments, whether issued by a bank, a savings association, a
bank holding company, or a bank holding company affiliate.

I trust this has been responsive to your inquiry. Please call me
at (202) 898-3743 if you have any questions.

Sincerely,

V oleniay Rk

Valerie J. Best
Senior Attorney






