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prior month-end moving daily average
net assets; and

(ii) The quarterly earnings retention
amount is determined by multiplying
the earnings retention factor by mov-
ing daily average net assets for each of
the prior three month-ends.

(3) The earnings retention factor is
determined as follows:

(i) If the prior month-end retained
earnings ratio is less than 2 percent
and the core capital ratio is less than 3
percent, the earnings retention factor
is .15 percent per annum; or

(ii) If the prior month-end retained
earnings ratio is less than 2 percent
and the core capital ratio is equal to or
greater than 3 percent, the earnings re-
tention factor is .10 percent per annum.

(4) The OCCU Director may approve a
decrease to the earnings retention
amount if it is determined a lesser
amount is necessary to avoid a signifi-
cant adverse impact upon a corporate
credit union.

(5) Operating management of the cor-
porate credit union must notify its
board of directors, supervisory com-
mittee, the OCCU Director and, if ap-
plicable, the state regulator within 10
calendar days of determining that the
retained earnings ratio has declined
below 2 percent. If the decline in the
retained earnings ratio is due, in full or
in part, to a decline in the dollar
amount of retained earnings and the
retained earnings ratio is not restored
to at least 2 percent by the next month
end, a retained earnings action plan is
required to be submitted within 30 cal-
endar days.

(6) The retained earnings action plan
must be submitted to the OCCU Direc-
tor and, if applicable, the state regu-
lator and, at a minimum, include the
following:

(i) Reasons why the dollar amount of
retained earnings has decreased;

(ii) Description of actions to be taken
to increase the dollar amount of re-
tained earnings within specific time
frames; and

(iii) Monthly balance sheet and in-
come projections, including assump-
tions, for the next 12-month period.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65652, 65659, Oct. 25, 2002]
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§704.4 Board responsibilities.

(a) General. A corporate credit
union’s board of directors must ap-
prove comprehensive written strategic
plans and policies, review them annu-
ally, and provide them upon request to
the auditors, supervisory committee,
and NCUA.

(b) Policies. A corporate credit
union’s policies must be commensurate
with the scope and complexity of the
corporate credit union.

(c) Other requirements. The board of
directors of a corporate credit union
must ensure:

(1) Senior managers have an in-depth,
working knowledge of their direct
areas of responsibility and are capable
of identifying, hiring, and retaining
qualified staff;

(2) Qualified personnel are employed
or under contract for all line support
and audit areas, and designated back-
up personnel or resources with ade-
quate cross-training are in place;

(3) GAAP is followed, except where
law or regulation has provided for a de-
parture from GAAP;

(4) Accurate balance sheets, income
statements, and internal risk assess-
ments (e.g., risk management measures
of liquidity, market, and credit risk as-
sociated with current activities) are
produced timely in accordance with
§§704.6, 704.8, and 704.9;

() Systems are audited periodically
in accordance with industry-estab-
lished standards;

(6) Financial performance is evalu-
ated to ensure that the objectives of
the corporate credit union and the re-
sponsibilities of management are met;
and

(7) Planning addresses the retention
of external consultants, as appropriate,
to review the adequacy of technical,
human, and financial resources dedi-
cated to support major risk areas.

[62 FR 12938, Mar. 19, 1997, as amended at 67
FR 65654, Oct. 25, 2002]

§704.5 Investments.

(a) Policies. A corporate credit union
must operate according to an invest-
ment policy that is consistent with its
other risk management policies, in-
cluding, but not limited to, those re-
lated to credit risk management, asset
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and liability management, and liquid-
ity management. The policy must ad-
dress, at a minimum:

(1) Appropriate tests and criteria for
evaluating investments and investment
transactions before purchase; and

(2) Reasonable and supportable con-
centration limits for limited liquidity
investments in relation to capital.

(b) General. All investments must be
U.S. dollar-denominated and subject to
the credit policy restrictions set forth
in §704.6.

(c) Authorized activities. A corporate
credit union may invest in:

(1) Securities, deposits, and obliga-
tions set forth in Sections 107(7), 107(8),
and 107(15) of the Federal Credit Union
Act, 12 U.S.C. 1757(7), 1757(8), and
1757(15), except as provided in this sec-
tion;

(2) Deposits in, the sale of federal
funds to, and debt obligations of cor-
porate credit unions, Section 107(8) in-
stitutions, and state banks, trust com-
panies, and mutual savings banks not
domiciled in the state in which the cor-
porate credit union does business;

(3) Corporate CUSOs, as defined in
and subject to the limitations of
§704.11;

(4) Marketable debt obligations of
corporations chartered in the United
States. This authority does not apply
to debt obligations that are convertible
into the stock of the corporation; and

(5) Domestically-issued asset-backed
securities.

(d) Repurchase agreements. A cor-
porate credit union may enter into a
repurchase agreement provided that:

(1) The corporate credit union, di-
rectly or through its agent, receives
written confirmation of the trans-
action, and either takes physical pos-
session or control of the repurchase se-
curities or is recorded as owner of the
repurchase securities through the Fed-
eral Reserve Book-Entry Securities
Transfer System;

(2) The repurchase securities are
legal investments for that corporate
credit union;

(3) The corporate credit union, di-
rectly or through its agent, receives
daily assessment of the market value
of the repurchase securities and main-
tains adequate margin that reflects a
risk assessment of the repurchase secu-

12 CFR Ch. VII (1-1-06 Edition)

rities and the term of the transaction;
and

(4) The corporate credit union has en-
tered into signed contracts with all ap-
proved counterparties and agents, and
ensures compliance with the contracts.
Such contracts must address any sup-
plemental terms and conditions nec-
essary to meet the specific require-
ments of this part. Third party ar-
rangements must be supported by tri-
party contracts in which the repur-
chase securities are priced and reported
daily and the tri-party agent ensures
compliance; and

(e) Securities Lending. A corporate
credit union may enter into a securi-
ties lending transaction provided that:

(1) The corporate credit union, di-
rectly or through its agent, receives
written confirmation of the loan, ob-
tains a first priority security interest
in the collateral by taking physical
possession or control of the collateral,
or is recorded as owner of the collat-
eral through the Federal Reserve Book-
Entry Securities Transfer System;

(2) The collateral is a legal invest-
ment for that corporate credit union;

(3) The corporate credit union, di-
rectly or through its agent, receives
daily assessment of the market value
of collateral and maintains adequate
margin that reflects a risk assessment
of the collateral and terms of the loan;
and

(4) The corporate credit union has en-
tered into signed contracts with all
agents and, directly or through its
agent, has executed a written loan and
security agreement with the borrower.
The corporate or its agent ensures
compliance with the agreements.

(f) Investment companies. A corporate
credit union may invest in an invest-
ment company registered with the Se-
curities and Exchange Commission
under the Investment Company Act of
1940 (15 U.S.C. 80a), provided that the
prospectus of the company restricts
the investment portfolio to invest-
ments and investment transactions
that are permissible for that corporate
credit union.

(g) Forward settlement of transactions
later than regular way. A corporate
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credit union may enter into an agree-
ment to purchase or sell an instru-
ment, with settlement later than reg-
ular way, provided that:

(1) Delivery and acceptance are man-
datory;

(2) The transaction is clearly dis-
closed in the appropriate risk reporting
required under §704.8(b);

(3) If the corporate credit union is
the purchaser, it has adequate cash
flow projections evidencing its ability
to purchase the instrument;

(4) If the corporate credit union is
the seller, it owns the instrument on
the trade date; and

(5) The transaction is settled on a
cash basis at the settlement date.

(h) Prohibitions. A corporate credit
union is prohibited from:

(1) Purchasing or selling derivatives,
except for embedded options not re-
quired under GAAP to be accounted for
separately from the host contract or
forward sales commitments on loans to
be purchased by the corporate credit
union;

(2) Engaging in trading securities un-
less accounted for on a trade date
basis;

(3) Engaging in adjusted trading or
short sales; and

(4) Purchasing mortgage servicing
rights, small business related securi-
ties, residual interests in collateralized
mortgage obligations, residual inter-
ests in real estate mortgage invest-
ment conduits, or residual interests in
asset-backed securities; and

(5) Purchasing stripped mortgage
backed securities (SMBS), or securities
that represent interests in SMBS, ex-
cept as described in subparagraphs (i)
and (iii) below.

(i) A corporate credit union may in-
vest in exchangeable collateralized
mortgage obligations (exchangeable
CMOs) representing beneficial owner-
ship interests in one or more interest-
only classes of a CMO (I0 CMOs) or
principal-only classes of a CMO (PO
CMOs), but only if:

(A) At the time of purchase, the ratio
of the market price to the remaining
principal balance is between .8 and 1.2,
meaning that the discount or premium
of the market price to par must be less
than 20 points;
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(B) The offering circular or other of-
ficial information available at the time
of purchase indicates that the notional
principal on each underlying I0 CMO
should decline at the same rate as the
principal on one or more of the under-
lying non-I0 CMOs, and that the prin-
cipal on each underlying PO CMO
should decline at the same rate as the
principal, or notional principal, on one
or more of the underlying non-PO
CMOs; and

(C) The credit union investment staff
has the expertise dealing with ex-
changeable CMOs to apply the condi-
tions in paragraphs (h)(5)(i)(A) and (B)
of this section.

(ii) A corporate credit union that in-
vests in an exchangeable CMO may ex-
ercise the exchange option only if all of
the underlying CMOs are permissible
investments for that credit union.

(iii) A corporate credit union may ac-
cept an exchangeable CMO rep-
resenting beneficial ownership inter-
ests in one or more IO CMOs or PO
CMOs as an asset associated with an
investment repurchase transaction or
as collateral in a securities lending
transaction. When the exchangeable
CMO is associated with one of these
two transactions, it need not conform
to the conditions in paragraphs
(h)(5)(1)(A) or (B) of this section.

(i) Conflicts of interest. A corporate
credit union’s officials, employees, and
immediate family members of such in-
dividuals, may not receive pecuniary
consideration in connection with the
making of an investment or deposit by
the corporate credit union. Employee
compensation is exempt from this pro-
hibition. All transactions not specifi-
cally prohibited by this paragraph
must be conducted at arm’s length and
in the interest of the corporate credit
union.

() Grandfathering. A corporate credit
union’s authority to hold an invest-
ment is governed by the regulation in
effect at the time of purchase. How-
ever, all grandfathered investments are
subject to the requirements of §§704.8
and 704.9.

[62 FR 12938, Mar. 19, 1997, as amended at 63
FR 24105, May 1, 1998; 67 FR 65654, Oct. 25,
2002; 69 FR 39832, July 1, 2004]
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