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(6) The total costs associated with 
the purchase of the option is known by 
the Federal credit union prior to ef-
fecting the transaction; 

(7) The options are purchased at the 
same time the certificate is issued to 
the member. 

(8) The counterparty to the trans-
action is a domestic counterparty and 
has been approved by the Federal cred-
it union’s board of directors; 

(9) The counterparty to the trans-
action: 

(i) Has a long-term, senior, unsecured 
debt rating from a nationally-recog-
nized statistical rating organization of 
AA¥ (or equivalent) or better at the 
time of the transaction, and the con-
tract between the counterparty and the 
Federal credit union specifies that if 
the long-term, senior, unsecured debt 
rating declines below AA¥ (or equiva-
lent) then the counterparty agrees to 
post collateral with an independent 
party in an amount fully securing the 
value of the option; or 

(ii) Posts collateral with an inde-
pendent party in an amount fully se-
curing the value of the option if the 
counterparty does not have a long- 
term, senior unsecured debt rating 
from a nationally-recognized statis-
tical rating organization. 

(10) Any collateral posted by the 
counterparty is a permissible invest-
ment for Federal credit unions and is 
valued daily by an independent third 
party along with the value of the op-
tion; 

(11) The aggregate amount of equity- 
linked member share certificates does 
not exceed the credit union’s net 
worth; 

(12) The terms of the share certificate 
include a guarantee that there can be 
no loss of principal to the member re-
gardless of changes in the value of the 
option unless the certificate is re-
deemed prior to maturity; and 

(13) The Federal credit union pro-
vides its board of directors with a 
monthly report detailing at a min-
imum: 

(i) The dollar amount of outstanding 
equity-linked share certificates; 

(ii) Their maturities; and 

(iii) The fair value of the options as 
determined by an independent third 
party. 

[68 FR 32960, June 3, 2003, as amended at 69 
FR 39831, July 1, 2004] 

§ 703.15 Prohibited investment activi-
ties. 

Adjusted trading or short sales. A Fed-
eral credit union may not engage in ad-
justed trading or short sales. 

§ 703.16 Prohibited investments. 
(a) Derivatives. A Federal credit union 

may not purchase or sell financial de-
rivatives, such as futures, options, in-
terest rate swaps, or forward rate 
swaps. This prohibition does not apply 
to: 

(1) Any derivatives permitted under 
§§ 701.21(i) and 703.14(g) of this chapter; 

(2) Embedded options not required 
under GAAP to be accounted for sepa-
rately from the host contract; and 

(3) Interest rate lock commitments 
or forward sales commitments made in 
connection with a loan originated by 
the Federal credit union. 

(b) Zero coupon investments. A Federal 
credit union may not purchase a zero 
coupon investment with a maturity 
date that is more than 10 years from 
the settlement date; 

(c) Mortgage servicing rights. A Fed-
eral credit union may not purchase 
mortgage servicing rights as an invest-
ment but may perform mortgage serv-
icing functions as a financial service 
for a member as long as the mortgage 
loan is owned by a member; 

(d) A Federal credit union may not 
purchase a commercial mortgage re-
lated security that is not otherwise 
permitted by Section 107(7)(E) of the 
Act; and 

(e) Stripped mortgage backed securities 
(SMBS). A Federal credit union may 
not invest in SMBS or securities that 
represent interests in SMBS except as 
described in paragraphs (1) and (3) 
below. 

(1) A Federal credit union may invest 
in and hold exchangeable collateralized 
mortgage obligations (exchangeable 
CMOs) representing beneficial owner-
ship interests in one or more interest- 
only classes of a CMO (IO CMOs) or 
principal-only classes of a CMO (PO 
CMOs), but only if: 
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