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National Credit Union Administration § 703.16 

EFFECTIVE DATE NOTE: At 75 FR 64826, Oct. 
20, 2010, § 703.14 was amended by revising 
paragraph (b), effective Oct. 20, 2011. For the 
convenience of the user, the revised text is 
set forth as follows: 

§ 703.14 Permissible investments. 

* * * * * 

(b) Corporate credit union shares or deposits. 
A Federal credit union may purchase shares 
or deposits in a corporate credit union, ex-
cept where the NCUA Board has notified it 
that the corporate credit union is not oper-
ating in compliance with part 704 of this 
chapter. A Federal credit union’s aggregate 
amount of perpetual and nonperpetual cap-
ital, as defined in part 704 of this chapter, in 
one corporate credit union is limited to two 
percent of the federal credit union’s assets 
measured at the time of investment or ad-
justment. A Federal credit union’s aggregate 
amount of contributed capital in all cor-
porate credit unions is limited to four per-
cent of assets measured at the time of in-
vestment or adjustment. 

* * * * * 

§ 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: 

(i) 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; 

(ii) The offering circular or other of-
ficial information available at the time 
of purchase indicates that the notional 
principal on each underlying IO CMO 
should decline at the same rate as the 
principal on one or more of the under-
lying non-IO 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 

(iii) The credit union staff has the ex-
pertise dealing with exchangeable 
CMOs to apply the conditions in para-
graphs (e)(1)(i) and (e)(1)(ii) of this sec-
tion. 

(2) A Federal 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. 

(3) A Federal credit union may accept 
an exchangeable CMO representing 
beneficial ownership interests in one or 
more IO CMOs or PO CMOs as an asset 
associated with an investment repur-
chase 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 
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12 CFR Ch. VII (1–1–11 Edition) § 703.17 

paragraphs (e)(1)(i) and (ii) of this sec-
tion. 

(f) Other prohibited investments. A Fed-
eral credit union may not purchase re-
sidual interests in collateralized mort-
gage obligations, real estate mortgage 
investment conduits, or small business 
related securities. 

[68 FR 32960, June 3, 2003, as amended at 69 
FR 39832, July 1, 2004] 

§ 703.17 Conflicts of interest. 

(a) A Federal credit union’s officials 
and senior management employees, and 
their immediate family members, may 
not receive anything of value in con-
nection with its investment trans-
actions. This prohibition also applies 
to any other employee, such as an in-
vestment officer, if the employee is di-
rectly involved in investments, unless 
the Federal credit union’s board of di-
rectors determines that the employee’s 
involvement does not present a conflict 
of interest. This prohibition does not 
include compensation for employees. 

(b) A Federal credit union’s officials 
and employees must conduct all trans-
actions with business associates or 
family members that are not specifi-
cally prohibited by paragraph (a) of 
this section at arm’s length and in the 
Federal credit union’s best interest. 

§ 703.18 Grandfathered investments. 

(a) Subject to safety and soundness 
considerations, a Federal credit union 
may hold a CMO/REMIC residual, 
stripped mortgage-backed securities, 
or zero coupon security with a matu-
rity greater than 10 years, if it pur-
chased the investment: 

(1) Before December 2, 1991; or 
(2) On or after December 2, 1991, but 

before January 1, 1998, if for the pur-
pose of reducing interest rate risk and 
if the Federal credit union meets the 
following: 

(i) The Federal credit union has a 
monitoring and reporting system in 
place that provides the documentation 
necessary to evaluate the expected and 
actual performance of the investment 
under different interest rate scenarios; 

(ii) The Federal credit union uses the 
monitoring and reporting system to 
conduct and document an analysis that 
shows, before purchase, that the pro-

posed investment will reduce its inter-
est rate risk; 

(iii) After purchase, the Federal cred-
it union evaluates the investment at 
least quarterly to determine whether 
or not it actually has reduced the in-
terest rate risk; and 

(iv) The Federal credit union ac-
counts for the investment consistent 
with generally accepted accounting 
principles. 

(b) All grandfathered investments are 
subject to the valuation and moni-
toring requirements of §§ 703.10, 703.11, 
and 703.12 of this part. 

§ 703.19 Investment pilot program. 

(a) Under the investment pilot pro-
gram, NCUA will permit a limited 
number of Federal credit unions to en-
gage in investment activities prohib-
ited by this part but permitted by the 
Act. 

(b) Except as provided in paragraph 
(c) of this section, before a Federal 
credit union may engage in additional 
activities it must obtain written ap-
proval from NCUA. To obtain approval, 
a Federal credit union must submit a 
request to its regional director that ad-
dresses the following items: 

(1) Certification that the Federal 
credit union is ‘‘well-capitalized’’ under 
part 702 of this chapter; 

(2) Board policies approving the ac-
tivities and establishing limits on 
them; 

(3) A complete description of the ac-
tivities, with specific examples of how 
they will benefit the Federal credit 
union and how they will be conducted; 

(4) A demonstration of how the ac-
tivities will affect the Federal credit 
union’s financial performance, risk 
profile, and asset-liability management 
strategies; 

(5) Examples of reports the Federal 
credit union will generate to monitor 
the activities; 

(6) Projections of the associated costs 
of the activities, including personnel, 
computer, audit, and so forth; 

(7) Descriptions of the internal sys-
tems that will measure, monitor, and 
report the activities; 

(8) Qualifications of the staff and of-
ficials responsible for implementing 
and overseeing the activities; and 
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