HASTINGS

December 30, 2014

Board of Directors

National Credit Union Administration
1775 Duke Street

Alexandrla, VA 22314

Dear Board Members:

We have acted as counsel to the Board of the National Credit Union Administration (hereinafter, “NCUA
Board”), in connection-with delivering this opinion letter regarding the legal authority of the National Credit
Union Administration (hereinafter, the "NCUA"} to implement the proposed rule (79 Fed. Reg. 11184
{Feb. 27, 2014), herelnaiter, "Proposed Rulg") which would amend Part 702 of the NCUA's regulations
regarding prompt corrective actlon (heremafter "PCA" to, , amaong other things establish a two-tier risk-
based net worth. (hereinafter, "RBNW"Y' requirement for complex” credit unions, a copy of which is
provided as Exhibit A,

You have requested our opinion as to the legai autharity of the NCUA to establish a separate RBNW
requirement for each of “adequately capitalized” and “well capatallzed”3 credit unions that are deemed
“complex.”.

In connection with this opinion letter, we have examined the Proposed Rule. In addition, we have
reviewed the NCUA's statutory authority fo implement the Proposed Rule as provided in Section 216 of
the Federal Credit Union Act (hereinafter, "FCUA") as added by Section 301 of the Credit Union
Membership Access Act (hereinafter, "CUMAA"), as well as the legislative history of the CUMAA, the
NCUA's prior implementations and interpretations of Section 216, and other background information
provided to us by the NCUA,

This opinion letter Is based upon our analysis of the foregoing, pursuant to well established precedent
under Chevron, U.S.A., inc. v. NRDC, Inc., 467 U.S, 837 (1984), which establishes the standard of review
for a court reviewing a challenge to a governmental agency's construction of a statute, including in
connection with an implementing regulation. Under the so-called Chevron standard, in reviewing a
federal agency's authority to take certain actions to implement a statute or in connection. with a challenge
to an agency's efforts to implement a statute, a court must apply a two-prong test. First, the court must
determine whether Cangress has “directly spoken to the precise question at issue.” /d. at 842, If
Congress's intent is clear in addressing the question at lssue, the court must "glve effect to the
unambiguously expressed intent of Congress.” fd, at 842-843, If, however, there-Is ambiguity regarding
congressional intent based on the precise meaning of the statutory language, then the court must

! We understand that the NCUA has proposed to revise the term “risk-based net worth” to “risk-based capital” to
"better describe the equity and assets the requirement wouid measure” and because “risk-based capital” is the term
“more commonty used In the financial services Industry.” See 70 Fed. Reg. at 11185, 11191. However, this opinlon
fetter uses the term “risk-based net worth” and the abbreviation "RBNW" consistent with the NGUA's current rule and

the applicable statutes so as to avoid confusion.

2 Section 216(d) of the Federal Credit Union Act requires the NCUA to develop a RBNW requirement for "complex”
credit unions, “as defined by the Board based on the portfolios of assets and liabilities of credit unions.” Thus, the
"risk-based net worth requirement” at issue can only apply to “complex” credit unions. The NCUA currently defines
"complex” credit unions as a credit union that meets both of the following requirements: (1) Minimum assets size. lts
guarter-end total assets exceed fifty million doliars ($50,000,000); and (2) Minimum RBNW calculation, lts risk-based
net worth requirement as calculated under the standard calculation [12 C.F.R. § 702.106] exceeds six percent (6%).
Sec 12 C.F.R. § 702,103,

2 “Adéquately capitalized” and “well capitalized” are defined terms pursuant to Section 216(c) of the FCUA, as defined

infra page 2-3.
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determine whether the agency's position is based on a permissible construction of the statute, See id, at
843, In this regard, an agency's interpretation will generally be deemed permissible and “given contralling
weight unless [it is] arbltrary, capriclous, or manifestly contrary to the statute.” Id. at 844,

With respect to this opinion letter, we note that the question ralsed herein ordinarily would be determined
only through a litigated preceeding, and that the outcome of any proceeding before a United States court
having jurisdiction over the NCUA, including, but not limited to, any federal district court or appellate
court, cannot be predicted with certainty and depends upon the legal arguments, facts and circumstances
as they would be presented, agmitted and developed in such proceeding.?

1. ' RELEVANT FACTS, ASSUMPTIONS AND LIMITATIONS
a. General Assumptions

As to matters of fact, we have examined and relied exclusively, without independent investigation, upon
the staternents, and representations of the NCUA Beard, its officials and representatives. We have
assumed that the Proposed Rule’s two-tier RBNW requirement is in substantially the form attached hereto
as Exhibit A, that its issuance complied with the NCUA’s rulemaking and public comment procedure
requirements and that the NCUA will timely perform and satisfy in all respects all of s obligations with
respect to implementing a new federal regulation, This opinion letter is based on the assumption that the
facts set forth herein and which we have assumed, without investigation, to be true and correct, ars, and
except as set forth hereln, will continue to be, accurate.

We express no opinion as to the law of any jurisdiction other than that of the federal courts. Furthermore,
this opinion letter is being furnished to you solely for your benefit in connection with the Implementation of
the Proposed Rule and is not to be used, circulated, quoted, relied upon or otherwise referred to for any
other purpose or by any other person without our prior express written consent, except as otherwise
provided herein,

b. Summary of the Proposed Two-Tier RBNW Requirement

Currently, “well capitalized” and "adequately capltalized” credit unions that are deemed “complex” are
required to meet a RBNW requirement.® Under the current PCA system implemented by the NCUA, a
credit union's RBNW requirement is calculated based on each credit union’s aggregate risk-weighted
amounts of certain types of assets. See 12 C.F.R, § 702.106, Thus, an individual credit union's RBNW
requirement is unique to the institution and remains constant for the institution regardiess of whether the
institution seeks to qualify as an “adequately capitalized” or “well capitalized” credit union. See 12 C.F.R.
Part 702,

Under the Proposed Rule, the NCUA proposes a separate RBNW requirement for each of the “well
capitalized” and "adequately capltalized” categorles. As explained by the NCUA, "Section 216(c) of the
FCUA requires that a credit union that meets the definition of “complex,”® and whose net worth ratio
initially places it in elther of the "adequately capitalized” or "well capitalized" net worth categories, also
must satisfy a separate RENW requirement. Under this separate RBNW requirement, the complex credit
union must meet or exceed the minimum RBNW ratlo corresponding to its net worth category

tf2us.C. § 1780(a)(2) grants U.S. district courts original jurisdiction over suits brought against the NCUA.
® See 12 U,S.C. § 1700d(c) & (d); 12 C.F.R. § 702.102.

® See supran. 2.
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(‘adequately capitalized” or "well caplitalized") in order to remain classlifled in that category.” Proposed
Ruie, 79 Fed. Reg. at 11186,

| ~ With respect to the "well capitalized” and “adequately capitalized” categories, Section 216(¢) provides;

. (A) WELL CAPITALIZED — An insured credit union Is “well capitalized” if - (i) it has a net worth
' ratio of not less than 7 percent; and (ii) it meets any applicable risk-based net worth requirement
ki under subsection {d).

(B) ADEQUATELY CAPITALIZED — An insured credit union is "adequately capitalized” if — (i) it
has a net worth ratlo of hot less than 6 percent; and (i) it meets any applicable risk-based net
worth requirement under subsection (d).

Section 216{d) sets forth the RBNW requirement for complex credit unions as foliows:

(1) IN GENERAL - The regulations required under subsection (b)(1) shall include a risk-based
net worth requirement for insured credit unions that are complex as defined by the Board based
on the portfolios of assets and liabilities of credit unions.

(2) STANDARD — The Board shall design the risk-based net worth requirement to take account of
any material risks against which the net worth ratio required for an insured credit union to be
adequately capitallzed may not provide adequate protection.

Notably, Section 216(b) of the FCUA requires the NCUA Board to “by regulation, prescribe a system of
prompt corrective action for insured credit unions that is — (i) consistent with this section [216 — Prompt
Corrective Action]; and (ii) comparable to" section 38 of the Federal Deposit Insurance Act. In this regard,
the legislative history provides that “comparable” means “parallel in substance (though not necessarily
identical in detail) and equivalent in rigor.” See S. Rep. No. 193, 105th Cong. 2d Sess. 13, p. 12.

Finally, as noted by NCUA in its July 2000 implementation of 12 C.F.R. Part 702 with respect fo the
purpose and rationale for the RBNW requirement specific to complex credit unions:

CUMAA requires NCUA to develop a definition of a “complex” credit union based on the
risk level of a credit union's portfolio of assets and liabilities, [12 U.S.C.] § 1790d(d)(1),
and to formulate a [RBNW] requirement td apply to credit unions meeting that definition.
The RBNW requirement must "take account of any material risks against which the net
worth ratio required for an insured credit union to be adequately capitalized [6 percent]
may not provide adequate protection.” [12 U.S.C.] § 1790d(d)(2). NCUA was encouraged
to, “for example, consider whether the 6 percent requirement provides adequate
protection against interest-rate risk and other market risks, credit risk, and the risks posed
by contingent liabilities, as well as other relevant risks. The design of the [RBNW]
requirement should reflect a reasoned judgment about the actual risks involved.” S. Rep.
No. 193, 105th Cong., 2d Sess. 13 (1298} (S. Rep.).

i These specifications reflect the Department of the Treasury's recommendation to

: Congress ta require NCUA to devefop a supplemental RBNW requirement "for larger,
mare complex credit unions * * * to take account of risks * * * that may exist only for a
small subsst of cradit unions.” U.S. Dept. of Treasury, Credit Unions (1997) at 71.

65 Fed. Reg. 44950, 44951 (July 20, 2000).
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2, APPLICABLE LAW — Chevron Standard

Courts generally review chailenges to a federal agency's construction of a statute that the agency
o administers under the two-pronged Chevron standard.” As the U.S. Supreme Court noted In Chevron,
i “[wlhen a court reviews an agency's construction of the statute which it administers, it is confronted with
S two questions. First, always, is the question whether Congress has directly spoken to the precise
! question at issue.” Chevron, 467 U.S. at 842, According to the Court, under this threshold question, "[Jf
the intent of Congress is clear, that is the end of the matter; for the court, as well as the agency, must
glve effect to the unamblguously expressed intent of Congress.” fd. at 842-842 (emphasis added). If,
however, “Congress has not directly addressed the precise question at issue, . . . the question . . . is
whether the agency's answer is based on a permissible construction of the statute.” id. at 843, In this
regard, as noted In Chevron, when a statute is ambiguous with respect to a specific issue, courts must
defer to a federal agency's construction of a statute, provided the federal agency’s construction is-
permissible and not “arbitrary, capricious, or manifestly contrary to the statute.” See id. at 842-843,

Question one of Chevron acknowledges the inherent challenge In assigning and determining
congressional intent In connection with a statute, particularly in applying the specific laws an agency
oversees and administers. In addressing this issue, the Court noted, “[tJhe power of an administrative
agency to administer a congressionally created . . . program necessarily requires the formation of poiicy
and the making of rules to fill any gap left, implicitly or explicitly, by Congress.” /d. The Court further
noted it "long recognized that considerable wefght should be accorded to an executive department's
construction of a statutory scheme it Is entrusted to administer, and the principle of deference to
administrative interpretations has been consistently followed by [the] Court whenever [a] decision as to
the meaning or reach of a statute has involved reconeiling conflicting policies, and a full understanding of
the force of the statutory policy in the glven situation has depended upon more than ordinary knowledge
respecting the matters subjected to agency regulations.” /d., referencing National Broadcasting Co. v.
United States, 319 U.S. 180; Labor Board v. Hearst Publications, Inc., 322 U.8. 111; Republic Aviation
Com. v. Labor Board, 324 U.S. 793, Securifies & Exchange Comm'n v. Chenery Corp., 332 U.S. 194;
Labor Board v. Seven-Up Boftling Co., 344 U.S. 344. In the Court's view, if an agency’s determination
‘represents a reasonable accommodation of conflicting policies that were committed to the agency's care
by the statute, [a court) should not disturb it unless it appears from the statute or Its legislative history that
the accommeodation is not one that Congress would have sanctioned.” /d. at 844, citing United States v.
" Shimer, 367 U.S. 374, 383 (1961).

Thus, upon reaching question two of Chevron, a court must determine whether the NCUA's construction
of Section 216 is a permissible construction. See Id, at 843, Chevron provides that where Congress has
explicitly or implicitly delegated authority to an agency to make rules, the agency's regulations will be
permissible and given “controlling weight unless they are arbltrary, capricious, or manlfestly contrary to
the statute.” fd. at 844. Courts generally treat the “arbitrary” and "capricious” analysis as a single test
when reviewing agency interpretations. See, 6.g., Nall Ass'n of Home Builders v. Defenders of Wildlifs,

i T See City of Arlington v. FCC, 133 8. Ct. 1863, 1871 (U.S. 2013); American Bankers Ass'n v. NCUA, 93

3 F. Supp. 2d 35, 2000 U.S. Dist. LEXIS 5209 (D.D.C. 2000} (finding that the NCUA’s implementation of
rules regarding the formation of multiple common-bond credit unions was a permissible interpretation of
the CUMAA under the Chevron standard), See, e.g., United States v. Eurodif S. A, 555 U.S. 305 (2009)
(applying the Chevron test to the Commerce Department's interpretation of its authority to seek '
antidumping duties and holding that the agency's interpretation was valid); Nat! Cable & Tefecomms.
Ass'n v. Brand X Internet Servs,, 545 U.S. 967, 974 (2005) (reviewing an FCC ruling under the
Telecommunications Act of 1996 pursuant to a Chevron analysis), United States v. Riverside Bayview
Homes, inc., 474 U.8, 121 (1985) (applying Chevron to the Army Corps of Engineers’ construction of its
authority under the Clean Water Act).
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551 U.S. 644 (2007); Motor Vehicle Mirs. Ass'n of U.8., Inc. v. Stafe Farm Mut. Aufo. Ins. Co., 463 U.S,
20 (1983), Citizens to Pres. Overton Park, inc., v. Volpe, 401 U.8, 402 (1971). A court applying the
arbitrary and capriclous test must determine “whether there has been a clear error of judgment” by the
agency. See Citizens fo Pres. Overton Park, 401 U.8. at 416; Mofor Vehicle Mrs. Ass'n, 463 U.S. at 4185.
Under the arbitrary and capricious test, a court will consider whether the agency based its statutory
interpretation on a "consideration of all of the relevant factors” and demonstrated a “rational connection
between facts and Judgment,” Motor Vehicle Mfrs. Ass'n, 463 U.S, at 31. A court would likely deem an
agency's interpretation “arbitrary and capricious” if the agency “relied on factors which Congress has not
intended it to consider, entirely falled to consider an important aspect of the problem, offered an
explanation for its decision that runs counter to the evidence before the agency, or is so Implausible that
could not be ascribed to a difference in view or the product of agency expertise.” id. at 43; Nat'l Ass'n of
Home Builders, 551 U.S. at 645,

Notably, even if other potential interpretations exist, Chevron provides that “[tlhe court need not conclude
that the agency construction was the anly one it permissibly could have adopted to uphold the
construction, or even the reading the court would have reached if the question initlally had arisen in a
Judiclal proceeding.” Chevron, 487 U.S. at 843,

3. LEGAL DISCUSSION — NCUA’s Legal Authority

In applying the Chevron standard to a determination of whether the NCUA has the legal authority under
Section 216 of the FCUA to implement the two-tier RENW requirement set forth in the Proposed Rule, a
court would first need to determine whether Congress has “directly spaken to the precise question at
issue.” /d. at 842. If the court finds In the affirmative, then the court would need to determine whether the
NCUA's Proposed Rule had given effect to the "unambiguously expressed intent of Congress.” fd, at
B42-843, '

If, however, the court finds that Section 216 of the FCUA is silent or amblguous with respect to the
permissibility of a two-tier RBNW requirement, the court must then determine whether the NCUA's
construction of Section 216 Is a permissible construction. fd. at 843. Chevron specifies that where
Congress has explicitly or implicitly delegated authority to an agency to make rules, the agency's
regulations will be glven “controlling weight unless they are arbitrary, capriclous, or manifestly contrary to
the statute.” /d. at 544,

This opinlon letter sets forth our view as to what a court applying the Chevron standard would conclude
Upon review of the NCUA's legal authority to establish a two-tier RBNW requirement, as set forth in the
Proposed Rule, pursuant to the FCUA. We note that this standard requires a couri to give considerable
deference to the NCUA where ambiguity exists within Section 216 of the FCUA.

a. Chevron Question One — Has Congress Directly Spoken to the Precise Question at Issue?

As discussed above, Section 216(d) mandates the NCUA Board to establish “a risk-based net worth
requirement for insured credit unions that are complex” and that the NCUA Board "shall design the risk-
based net worth requirement to take account of any material risks against which the net worth ratio
required for an insured credit union to be adequately capitalized may not provide adequate protection.”
Under the basic principles of statutory construction, one must review the plain ianguage of the statute;
however, "the meaning of statutory language, plain or not, depends on context . . . Itis a iongstanding
principle of statutory construction that ‘each part or section’ of a statute 'should be construed in
connection with every other part or section so as to produce a harmonious whole.” See 2A Norman J.
Singer, Sutherland Statutory Construction §§ 45:2, 46,05 (5th ed, 1902) (herelnafter, " Sutherland®). |f the
statute’s language is ambiguous, the interpretation should be guided by the statute’s legisiative history.
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See Sutherland § 45.01. After careful review and deliberation, we find that the language of Section
216(d) is, at best, amblguous with respect to the statutory authority of the NCUA to implement a two-tier
RBNW requirement for complex credit unions, as the language can be interpreted in multiple ways, as
discussed below.® : ,

{i) Section 216{d)(2)’s Reference to “Adeqguately Capitalized” and “Adequate
Protection” ' '

Section 216(d)(2) highlights Congress's intent for the NCUA to consider certain types of risks when
designing the RBNW requirement applicable to complex credit unions. Section 218(d)(2) requires the
RBNW requirement to “take account of any material risks against which the net worth ratio required for an
insured credit union to be adequately capitalized may not provide adequate protection,” We view Section
216(d)(2)'s reference to the "adequately capitalized” PCA category as a baseline reference that is
intended to guide the NCUA in determining what types of material risks it must consider. That is, the
NCUA must conslder the specific types of material risks that would cause a complex credit union that is at
least adequately capitalized to have inadequate protection. In other words, the NCUA must identify the
‘material risks” that would cause a credit union to fall from an adequately capitalized position into an
undercapitalized position,

The plain language of Section 216(d)(2) does not exprassly restrict the NCUA from imposing a higher
RBNW requirement for "well capitalized” versus ‘adequately capitalized” credit unions for the supervisory
purpose of bullding In additional risk management controls before a credit union becomes
undercapitalized. Moreover, nor does the statutory language unambiguously mandate a single, uniform
RBNW requirement applicable to “well capitalized” and “adequately capitalized” credit unions. In our
view, the only clear restriction imposed on the NCUA as a result of the language in Section 216(d)(2) is
that the RBNW requirement that is to be “designed"® by the NCUA must take account of certain kinds of
“‘material risks” contemplated by Congress. In this regard, and in our opinion, the languagé of Section
216(d)(2) does not prevent NCUA from imposing higher requirements on "well capitalized” credit unions to
- provide greater protection against these risks,

Thus, a reasonable Interpretation of Section 216(d)(2) is that the NCUA |s being asked to identify materiat
risks that could cause a credit union to become undercapitalized, and to design a RBNW reguirement that
protects against those material risks. Such a requirement could reasonably impose different degrees of
protection for “well capitalized” and “adequately capitalized" credit unions so that well capitalized credit
unions are further insulated, and appropriately, more protected than adequately capitalized credit unions
against the material risks that could cause each of such credit unlons to.become undercapitalized.

(ih Section 216(d)’s Use of “Requirement” in the Singular Form

Section 216(d)'s reference to a RBNW "requirement” in its singular form is, at most, ambiguous and
cannot be viewed as a precise statement of specific congressional intent for several reasons,

® Further, given that the NCUA has exerclsed its general rulemaking authority to implement a two-tier risk-based
capital structure in ancther contexi, i.e., for corporate credit unions, it appears there is a basis for the NCUA to
proceed in this manner for complex credit unions. See generally 75 Fed. Reg. 64786 (Oclober 20, 2010). In thls
regard, we view the more explicit language of Section 216(d) setting forth the standard for a RBNW requirement for
complex credit unions as a logical extension of the general authorlty the NCUA has already previously exercised.

® We nate that Section 21 6(d)(2) requires the NCUA to “design” the RBNW requirement. This language suggests
that Congress intended to provide the NCUA significant discretion and flexibility, in contrast te other words that
Congress could have used, such as "implement,”
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First, Section 216(d)'s reference to “requirement” in its singular form joglcally makes sense when read in
conjunction with the language in Section 216(c), which sets forth the five PCA categories, including well
capitallzed and adequately caplitalized. As specified, for each of these latter two categories:

(A) WELL CAPITALIZED - An Insured credit union is "well capitalized"” if - (i) it has a net worth ratio
of not less than 7 percent; and (il) it meets any applicable risk-based net worth requirement under
subsection (d). ‘

(B) ADEQUATELY CAPITALIZED — An insured credit union is "adequately capitalized” if — {i) it has
a net worth ratio of not less than'6 percent; and (Il) it meets any applicable risk-based net worth
requirement under subsection (d). (emphasis added). :

Specifically, it is appropriate that there would be only one RBNW requirement that is applicable at any
one time to each PCA category. Section 216(c), the section defining the "well capitalized” and
‘adequately capitalized” categorles, does not unequivocally provide that the same RBNW requirement
must apply uniformly to both well capitalized and adequately capltalized credit unions. That is, the
definitions for both “well capitalized"” and "adequately capitalized” require the credit union to meet ‘any
applicable risk-based net worth requirement under subsection (d).” The legislative history of the CUMAA
with respect to Section 216 supports this view and provides that "in order to be well capitalized or
adequately capitalized, a complex credit union must meet any applicable risk-based net worth
requirement prescribed In this section,” S, Rep. No. 193, 105th Cong. 2d Sess. 13, p. 13 {emphasis
added). :

A reasonable Interpretation of the “any applicable risk-based net worth requirement” language includes
the Interpretation that Congress intended to allow the NCUA to determine what RBNW requirement would
be “applicable” in each case for well capltalized and adequately capitalized credit unions, We do not view
the language as evidencing congressional intent to preciude the NCUA from implementing different
RBNW requirements for different capital categories. Section 216{c)'s reference to “any applicable”
requirement supports the view that Congress did not intend to limit the NCUA's authority to implement
more than one RBNW requirement for different capital categories. The fact that the legislative history
makes reference to both the well capltalized and adequately capltalized categories at the same time and
indicates that credit unions in these categories must comply with “any applicable {RBNW] requirement”
provides support for why the reference to "requirement” in its singular form is ambiguous in terms of
whether more than one requirement was intended., Had Congress intended for only ohe RBNW
requirement to apply in all cases for all complex credit unions in different capital categories, rather than
referring to “any applicabie” requirement in Section 216{c), Congress could have specklcally indicated its
intent for “the” 6r "the same” rather than "any applicable” risk-based net worth requirement for both the
adequately capitalized and weli capitalized categories. Accordingly, as written, Section 216(d) does not
clearly and unambiguously prohibit the NCUA from establishing a two-tier rather than single-tier RBNW
requirement, _

Secondly, Congress's use of the term “requirement” In its singular form in Section 216(d) should not be
viewed as determinative in terms of whether Congress clearly intended for the NCUA to have the
authority only to implement a single RBNW requirement. The reference to ‘requirement” does not directly
address the question of whether there may be multiple sub-requirements or different sub-reguirements for
well capltalized and adequately capitalized credit unions. Notably, the PCA statute for banks also uses
the term risk-based capital ("RBC")" "requirement” in the singular form; however, banks are subject to

1® As noted in footnote 1, the NCUA views the term "risk-based capital” as congruous with “risk-based net worth,” and
has proposed to adopt the term “risk-based capital” In place of “risk-based net worth.” See 79 Fed. Reg. at 11185,
11191,
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multiple sub-requirsments under the RBC requirement, i.e., a.common equity Tier 1 RBC requirement, a
Tier 1 RBC requirement, and a total RBC requirement, that are different for well capitalized banks versus
adequately capitailzed banks. Ses, e.g., 78 Fed, Reg. 62018 (Oct. 11, 201 3} 12 U.S.C. 18310(c){1)(A).
In reviewing Congress's and the federal banking agencies’ use of the term “requirement” in Its singular
form under the current PCA system for banks, Section 216(d)'s similar use of the term "requirement™ in its
singular form should also not preciude such a requirement from having multiple subparts that are
applicable to different PCA categories. Thus, in our opinion, the use of the term "requirement” In its
singuiar form should not be dispositive as to congressional intent.

We also note that even when the NCUA sought congressional authority in April 2007 to change the
statutory fanguage In the FCUA to expressly mandate the NCUA to implement a two-tiered RBNW
requirement, the NCUA did not seek to change the word “requirement” to “requirements,” See NCUA
White Paper for “Prompt Corrective Action Reform Proposal,” p. 10 (April 2007). This further supports our
interpretation that the use of "requirement” in the singular form Is reasonable and does not expressly and
unambiguously demonstrate Congress’s intent that only a single-tier RBNW requirement may be
established for adequately capitalized and well capltalized credit unions. As such, the reference to
“requirement” is at most ambiguous,

(1ii) Section 216(c){1){(C)'s Reference to “Any Applicable Risk-Based Net Worth

“ ' Reqguirement under Subsection(d)” for Undercapitalized Credit Unions

Unlike the definitions of *well capltalized” and “adequately capitalized” set forth in Section 216(c)(1)(A)

i and (B), respectively, which require a credit union to meet both a net worth ratio requirement and a

: RBNW requirement, the definition for the "undercapitalized” PCA category imposes a disjunctive test —
i.e., a credit union Is deemed to be "undercapitalized” If "(i) it has a net worth ratio of less than 6 percent;
or (i) it falls to meet any applicable risk-based net worth requirement under subsection (d).” See Section
216(cX1)(C) (emphasls added). ‘ .

Some may interpret this distinction as supporting the view that Congress intended for NCUA to establish

only a single RBNW requirement that is the "applicable” requirement for all complex credit unions,

including for purposes of determining whether a credit union is undercapitalized. in our opinion, however,

: - there is & more reasonable interpretation and application of the disjunctive test used in Section

E 216(c)(1)(C) for undercapitalized credit unions (as opposed to the cohjunctive test used for well
capitalized and adequately capitalized credit unions) with respect to the ‘any applicable [RBNW]
requirement” language. This interpretation is that Congress specifically granted the NCUA the authority
and flexibllity to determine what RBNW requirement would be “applicable” in each case for: {j) well
capitalized credit unions, pursuant to Section 216(c)(1){A); (Il) adequately capitalized credit unions,
purstiant to Section 218(c)(1)(B); and {iii) undercapitalized credit unions, pursuant to Section 216(c)(1)(C).
This regulatory flexibility provided by the statutory language on its face does not restrict the NCUA from
designating the RBNW requirement “applicable” to adequately capitalized complex credit unions as also
belng the requirement “applicable” to undercapitalized complex credit unions. Rather, it allows the
agency to designate a separate higher RBNW requirement specifically "applicable” only to well capitalized
compiex credit unlons, in each case due to the "any applicable . . . requirement” language iri each
provision. As such, the broad reference to "any applicable . , , requirement” In each of Section
216(c)(1){A), {B), and (C) supports the view that the NCUA possesses the requisite legal authority and
regulatory discretion fo impose more than one RBNW requirement for credit unions falling within different
PCA categories.
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.
(iv) Section 216(b)'s Mandate for a PCA System “Consistent” with the Statute but
ZComparable” to Section 38 of the Federal Deposit Insurance Act

An equally compelling consideration is that Section 216(b) mandates that the NCUA develop a PCA
system for credit unions that is “consistent” with Section 218 and ‘comparable” to the PCA system for
banks. The legislative history of the CUMAA explains that “consistency” refers to the "speciflc restrictions
and requirements of new section 216" and “'‘comparable’ here means parallel in substance (though not
necessarily ldentical in detail} and equivalent in rigor.” S, Rep. No. 105-193, p, 12 (1998) (emphasls
added). As discussed herein, it Is our view that the express language of Section 216 taken as a whole
provides the NCUA with the necessary interpretive flexibllity to impiement a two-tier RBNW system that
does not violate any specific restrictions and/or requirements of Section 216, as we have not identifisd
any express statutory restriction or requirement impased on the NGUA to implement a single-tier RBNW
system. Thus, we believe the NCUA's Interpretation and implementation of a two-tier RBNW system Is
consistent with the requirements of Section 216.

~ Moreover, in our opinion, the mandate for the NCUA to develop a PCA system that is “equivalent in rigor”

with the PCA system for banks further supports an interpretation of Section 216(d) that allows the NCUA
the flexibllity to impose a two-tier RENW system. It is not only logical but, arguably, imperative that the
credit unioh PCA system reflect different gradations in protection for well capitalized and adequately
capitalized credit unions, especlally glven Congress's clear intent for the credit union PCA system ta be
“equivalent in rigor” with the PCA system for banks. Sse S. Rep. No. 105-183, p. 12 (1998). Bolstering
this view is that credit unions, unlike banks, do not have the ability to resort to capital raising activities in
the market to increase and/or maintain capltal. Instead, credit unions are largely restricted to preserving
and protecting their capital through thelr own retained earnings. From a safety and soundness
standpoint, a prudent and reasonable expectation from both a su pervisory and regulatory perspective is
for the NCUA to have in place a PCA system that takes account of differences between banks and credit
unions - including weaknesses that credit unions have relative to banks ~in a manner that allows the
NCUA to act to maintain comparabie levels of capital protection for well capitalized credit unions
compared to well capitalized banks.

With respect to the particular vulnerablliies of credit unions relative to capital, imposing a two-tiered
RBNW system appears to be the type of equivalence in rigor required to address the "lessons learned” by
the NCUA in dealing with "several hundred millions of dollars in losses . . . of [failed] credit unions holding
inadequate levels of capital relative to [their] levels of [portfolio] risk” that previously ignored warnings
from NCUA officials “to hold higher levels of capital to offset the risks in their portfolios.” 78 Fed. Reg.
11186. Itis also reasonable that more stringent credit union capital rules should follow on the heels of
more stringent bank capital and PCA rules finalized in July 2013, which are due to become effective in
January 2015, Accordingly, an interpretation of Section 21 6(d) that Is consistent with the policy objectlves
set forth by Congress in Section 216(b) for the credit union PCA system to be consistent with the statute
but *equivalent in rigor” to that of banks supports a two-tiered RBNW requirement comparable to that
imposed on banks,

v) Conclusion for Question One under Chevron

While other potential interpretations and viewpoints of Section 216(d) are supportable, the existence of
alternative interpretations does not preclude a court finding in favor of the NCUA's two-tier RBNW
requirement under the Proposed Rule pursuant to the Chevron standard. Under Chevron, when statutory
language is ambiguous, courts must defer to an agency's Interpretation of the statute, provided the
interpretation Is permissible, i.e., not arbitrary, capriclous, or manifestly contrary to the statute. As
discussed above, the reference to ‘adequately capitalized” and use of the term "requirement” in the
singular form in Section 216(d) does not demonsirate a “clear and unambiguous” congressional intent
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that a single-tier RBNW requirement must be applled uniformly to well capitalized and adequately
capitaiized credit unlons. Moreover, the simple fact that the language in Section 216(d) may yleld
multiple interpretations clearly demonstrates the ambiguity of the statutory language. As such, it is our
view that, in a case properly presented and argued, a court would likely conclide that Section 216 of the
FCUA is ambiguous with respect to the permissibillty of the NCUA’s implementation of a two-tier RBNW
requirement, as described in the Proposed Rule. The court would then be required to turh to the second
question under Chevron, which is whether the NCUA's interpretation of Section 216 of the FCUA, as set
forth in the Proposed Rule, is a permissible construction of the statutory language.

b. Chevron Question Two - Given the Determination in Question One that Section 216(d} Is at
Most Ambiguous, Is the NCUA's interpretation Based on a “Permissible Construction” of
the Statute?

in applying Chevron, a court must determine whether the NCUA’s construction of Section 246 of the
FCUA is a permissible construction, See Chevron, 467 U.S. at 843. Chevron provides that where
Congress has explicltly or implicitly delegated authority to an administrative agency to make rules, the
agency's regulations will be permissible and given “coritrolling weight unless they are arbitrary, _
capricious, or manifestly contrary to the statute.” /d. at 844, Through the FCUA, Congress has explicitly
delegated authority to the NCUA under Section 216(b) of the FCUA to promulgate rules to “prescribe a

‘system of prompt corrective action for insured credit unions® that is (I) consistent with Section 216 of the

FCUA and (i) "comparable” to the PCA provisions of the Federal Deposit Insurance Act for banks, 12
U.S.C. § 1790d{b)(1)(A}). Thus, the NCUA's interpretation of Section 218(d) authorizing the NCUA to -
establish a two-tier RBNW requirement, as set forth in the Proposed Rule, would generally be viewed by
a court as permissible and be given controlling weight unless it is “arbitrary, capricious, or manifestly
contrary to the statute.” /d. at 844. Courts generally treat the "arbitrary” and "capricious’ analysis as a
single test when reviewing agency Interpretations, See, e.¢., Nat] Ass'n of Home Builders v. Defenders
of Wildlife, 551 U,S. 844 (2007); Motor Vehicla Mfrs. Ass'n of U, S., Inc. v. State Farm Mut. Auto. Ins. Co.,
463 U.S. 20 (1983); Citizens to Pres. Overfon Park, inc., v. Volpe, 401 U.S. 402 (1971). As discussed
below, itis our view that the NCUA's Implementation of a two-tler RBNW requirement should withstand
both a court challenge that asserts the NCUA’s interpretation is "arbitrary and capricious,” as well as a
challenge asserting that the NCUA's position is “manifestly contrary to the statute,”

(B Arbitrary and Capricious Standard

Aithough the NCUA's Interpretation set forth in the Proposed Rule constitutes a reasonable construction
of Section 216(d) as discussed above, we note that questions could arise with respect to the potentlal
arbitrariness and capriciousness of the NCUA’s current interpretation under the Proposed Rule, in light of
potentially inconsistent positions previously taken by the NCUA.

In regard to whether the NCUA's interpretation may withstand Chevron scrutiny and, in particular,
whether the interpretation is arbitrary and capricious, the NCUA could encounter challenges with respect
to its prior interpretation and actions in implementing Section 216. For example, the NCUA's prior
regulations implemented the RBNW requirement in Section 216(d) by éstablishing a system with a single-
tier structure, or alternatively, as a system that imposes multiple RBNW requirements where each
complex credit union Is subject to its own unique RBNW requirement. See 12 C.F.R. Part 702. The
NCUA has held this position In the agency’s regulations since 2000. See 65 Fed. Reg. 44950 (July 20,
2000). In its original proposed rule in 2000, the NCUA stated the "NCUA Board has determined that a2 6
percent net worth ratio is sufficient to protect against an average leve! of risk, but that a measure of
additional net worth is needed to compensate for risks which are above average. For this reason, the
final rule limits the scope of its RBNW requirement to credit unions that have an above average level of
risk exposure.” Id. at 44955, Additionally, the U.S. Treasury Department assessed the NCUA's
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implementation of Section 216 in 2001 and found that "[ijn general, the NCUA implemented the RBNW
requlrements as Congress intended.” See Treasury Report Required Under Sections 401 and 403 of the
CUMAA, Comparing Credit Unfons With Other Deposifory Institutions, p. 14 (Jan. 2001). Thus, the
NCUA's current two-tier interpretation in the Proposed Rule, viewed in light of its prior interpretation and
implementation of a single-tier RBNW requirement, could be viewed as an arbitrary change In position
and, as such, may be susceptible to challenge under Chevron’s arbltrary and capricious standard.

In our view, however, the NCUA's position is defensible, and there are reasonable arguments that such a
challenge can be overcome under Chevron If the NCUA bolsters its rationale for and empirical data
supporting the change in position to implement an enhanced system of PCA for credit unions. This view
is supportable under case law, which provides that a reversal of positlon by an agency or interpretation
“inconsistent with Its past practice” is not arbitrary or capricious "if the agency adequately explains the
reasons for a reversai of policy.” See Nat! Cable & Telecomms. Ass'n v, Brand X Infernet Servs., 545
U.8. 867, 981 (2005), [n Nat! Cable & Telecomms. Ass’n, the Supreme Court held that under Chevron
review a change in agency interpretation “is not invalidating, since the whole point of Chevron is to leave
the discretion provided by the ambiguities of a statute with the implementing agency.” 545 U.S, at 981.
The Court specified that “[a]n initial agency interpretation is not instantly carved in stone. On the contrary,
the agency . . . must consider varying interpretations and the wisdom of its policy on a continuing hasis . .
. for example, In response to changed factual circumstances, or a change in administrations.” See /d. in
Nat'l Cable & Telecomms Ass’n, the Supreme Court found the National Cable and Telecommunication
Association’s reason for changing its position on the applicability of common-carrier treatment to facilities-
based carriers as a result of changed market conditions to be adequate justification. See /d. at 1001.
Thus, even if the NCUA's establishment of a two-tier RBNW requirement is deemed to be a change in
position, the NCUA's new interpretation would generally not be expected to be deemed arbitrary or
capricious, provided the NCUA adequately justifies its new position. Given the change in market
conditions over the past 14 years, the recent financial crisis, and changes in the PCA system for banks, it
is our view that the NCUA can reasonably justify a transition to a more conservative two-tier RBNW
requirement that Is intended to better protect against potential risks to credit unions.

{ii) Manifestly Contrary to the Statute Standard

As discussed above in Section 3.a.lv., the NCUA’s implementation of a two-tier RBNW requirement
appears consistent with the speclfic restrictions and reguirements of Section 216, as we believe that the
express language of Section 218, taken as a whole, provides the NCUA with the necessary interpretive
flexibllity to Implement a two-tier RBNW system that does not violate any specific restrictions or
reguirements of Section 216. Thus, the NCUA'’s interpretation and proposed implementation of a two-tler
RBNW requirement, as set forth in the Proposed Rule, should not be viewed as being manifestly contrary
to Section 2186, specifically given that Section 216 does hot expressiy prohibit the establishment of a two-
tier RBNW requirement and the NCUA's position is consistent with the policy objectives of Congress set
forth in Section 216(b).

(iii) Conclusion for Question Two under Chevron

As Congress expressly delegated authority to the NCUA to design a RBNW requirement, the NCUA's
proposed two-tler RBNW requirement under the Proposed Rule constitutes a permissible constriction of
the statute and, as such, should be upheld by a court under the Chevron doctrine. By providing sufficient
explanation of its reasons for imposing a higher and more conservative RBNW requirement for complex
credit unions to be deemed well capitalized, it is our view that the NCUA's implementation of a two-tiered
RBNW requirement would withstand a court challenge alleging the agency’s approach is arbitrary,
capricious, or manifestly contrary to the statutory language of Section 216 of the FCUA.




e o

PAUL
HASTINGS
Board of Directors

National Gredit Union Administration
Page 12

4. CONCLUSION

Based on the foregoing facts and a reasoned analysis of Chevron and Section 216 of the FCUA, we are
of the opinion that, under current principles of applicable law and existing case law, a court of appropriate
jurisdiction, in a litigated matter or proceeding, could conciude that the NCUA's statutory authority
pursuant to Section 216 of the FCUA permits the NCUA to establish the proposed two-tier RENWY
requirement set forth In the Proposed Rule.

in providing this reasoned legal opinion, we express no opinion as to the availability or effect of a
preliminary injunction, temporary restraining order or other such temporary rellef affording detay pending
a determination of the issue on.the merits. Furthermore, we express no opinion as to any legal or
equitable principles with respect to the NCUA’s rutemaking procedural requirements that would have the
effect of negating implementation of the Proposed Rule.

The foregoing opinion is expressly subject to there being no material change in the law and there being
no additional facts that would materially affect the validity of the assumptions and conclusions set forth
herein or upon which this opinion letter is based. The opinion expressed In this opinion letter may be
relied upon solely by you, the Board of NCUA, and no one else. In addition, reliance upon this opinion
letter in connection with the matters set forth herein is subject to the understanding that this opinlon letter -
is given on the date hereof and our opinion is rendered only with respect to facts described herein and
laws, rules and reguiations currently in effect. Without our prior express written consent, this opinion
letter may not be furnished to, or used or relied upon by any other person or entity, or in any other -
context, and may not be quoted, in whole or in part, or otherwise referred to, nor filed with or furnished to
any governmental agency or other person. This opinion letter is provided solely for the benefit of the
NCUA and its Board of Direstors in connection with the agency's deliberations on the Proposed Rule.
This opinion letter may not be relied upon by the NCUA or its Board for any other purpose, relied upon by
any other person or quoted without our prior express written consent.

We note that a court's decision would be based upon [ts own analysis and interpretation of the facts
before it and applicable legal principles. Therefore, our opinion is-based on the assumption that in any
case in which this question is considered, the question will be competently briefed and argued by the
NCUA. Our opinlon Is reasoned and also presumes that any declsion rendered will be based on existing
legal precedents on the date hereof, including those discussed above. The foregoing opinion is expressly
subject to there being no material change in the FCUA or the precedential status of Chevron. Nothing in
this opinion letter shall be construed as the rendering of advice with respect to the rulemaking process,
strategies employed by counsei, or other factors or alrcumstances that might affect the outcome of those
proceedings,

This opinion letter is not a guaranty as to outccme or results, or as fo what any particular court would
actually hold or what actions a particular court may take, but a reasoned opinion as to the decision we
believe a court could well reach if the issues are properly presented to it and the court followed exlsting
precedent on the date heraof as to legal and equitable principles applicable in chalienges to agency
statutory construction, '

This opinion letter deals only with the specified legal issues expressly addressed hereln, and you should
not Infer any opinion that is not explicitly addressed hereln from any matter stated in this opinion letter,
The oplnions expressed herein are to be govemed by the federal law of the United States and shall be
construed in accordance with the customary practice of lawyers who regularly give, and lawyers who
regularly advise opinion reciplents regarding, opinions of the kinds contained herein,




PAUL
HASTINGS

Board of Directors
National Credit Union Administration
Page 13

This opinion letter speaks only as of the date hereof and Is not to be desmed to have been reissued by
any subsequent delivery of a copy hereof. We expressly disclaim any responsibility to advise you or any
other person of any development or circumstance of any Kind, including any change in law or fact that
may occur after the date of this opinion letter that might affect the opinions expressed In this opinion
letter. ‘

Very truly yours,

Qad W L7

PAUL HASTINGS LLP
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NATIONAL CREDIT UNION Comments on Proposed Ruls: PGA— concentrations of assets in real estate
ADMINISTRATION Risk-Based Capital” in the email subject loans, MBLs, or high lovels of

12 CFR Paris 700, 701, 702, 703, 713,
723, and 747

RIN 3133-AD77

Prompt Correctlve Action—Risk-Based
Capiltal

AGENCY: National Credit Union
Administration (NCUA}.

ACTION: Proposed rule.

SUMMARY: The NCUA Board (Board) ia
proposing to amend NCUA’s regulations
regarding prompt corrective action
(PCA) to restructure the part, and make
various revisions, including replacing
the agency’s current risk-based net
worth requirements with new risk-based
oapital requirements for federally
insured “natural person” credit unlons,
The proposed risk-based capital
raquirements would be more consistent
with NCUA's risk-based capital measurs
for corporate credit unions and the
regulatory risk-based capital measures
used by ]t‘i;e Fodera] Deposit Insurance
Corporation, Board of Governors of the
Federal Reserve, and Office of the
Gomptroller of Currency (Other Federal
Banking Regulatory Agencies), In
addition, the proposed revisions would
revise the risk-weights for many of
NCUA’s current asset classifications;
requirs higher minimum levels of
capital for federally insured natural
person credit unions with
concentrations of assets in real estate
loans, member business loans (MBLs) or
higher levels of delinquent loans; and
sot forth the process for NCUA to
require an individual federally insured
natural person credit union ta hold
higher evels of risk-based capital to
address unique supervisory concerns
raised by NCUA. The proposed
revisions would also eliminate several
of NCUA's provisions, including
provisions relating to regular reserve
accounts, risk-mitigation credits, and
alternalive risk-woights.

DATES: Comments must be received on
or bafore May 28, 2014,

ADDRESSES: You may submit comments,
identified by RIN 3133-AD77, hy any of
the following methods [Please send
conunents by cne method only):

* Federal eRulemaking Porial: http://
www.regnlations. gov, Follow the
instructions for submitting comments,

* NCUA Web site: http//www.ncua,
gov/Legal/Regs/Pages/PropRegs.aspx.
Follow the instructions far submitting
comiments.

* Email: Address to regeommenis@
neua.gov, Include “[Your name)—

line,

¢ Fax:(703) 618-8318, Use the
subject lino described above for smail.

» Mail: Address to Gererd Poliquin,
Secretary of the Board, National Credit
Union Administration, 1776 Duke
Street, Alexandria, Virginia 22314~
3428,

* Hand Delivery/Courier: Same as
mail address,

You can view all public comments on
NCUA's Weh site at hitp://
www.ncua.gov/Legal/Regs/Pages/
PropRegs.aspx as submitted, excopt for
those we cannot post for techninal
reasons, NCUA will not edit or remove
any identifying or contact information
from the public comments submitted,
You may inspect paper copies of
comments in NCUA’s law library at
17756 Duke Street, Alexandria, Virginia
22314, by appoiniment weekdays
betwaen 9:00 a.m. and 3:00 p.m., To
maks an appointment, call (703) 518~
6546 or send an email to OGCMuil@
nena.gov.

FOR FUHTHER INFORMATION CONTAGT:
Technical: Steven Farrar, Loas/Risk
Analyst, Office of Examination and
Insurance, at 1775 Duke Street,
Alexandria, VA 22314 or telephone:
(703} 518-6393, or Logal: John I,
Brolin, Staff Attorney, Dffice of General
Counsel, at 1775 Duke Strest,
Alexandria, VA 22314 or telephone:
(703} 518-65438,

SUPPLEMENTARY INFORMATION:

L. Summary of the Propossd Rule
II, Section-by-Section Analysis
IIL, Effactive Date

IV. Regulatory Procediures

L Summary of the Proposed Rulo

The Board is proposing to revise and
roplage NCUA’s current PCA rules for
federally insured natural person credit
urlions.! The proposed revisions would
include a new method for computing
NCUA’s risk-based capital measure that
is more consistent with the risk-based
capital measure for corporate credil
unions # and the risk-based capital
measures used by the Other Federal
Banking Regulatory Agencies.s In
general, the revisions would adjust the
risk-weights for many asset
classifications to lower the minimum
risk-based capital requirement for credit
unions with low risk operations,
Conversely, the revisions would requize
higher minimum levels of risk-based
capital for credit unions with

12 CFR Part 702,
88 12 CIR Parl 704,
38ae 78 FR 55339 (Sept, 10, 2013).

delinguent loens. In addition, due to the
known limitations of any widely
applied risk-based measurement system,
the proposed rule includes procedures
for NCUA to reguire an individual
aradit union to hold a higher level of
risk-bused capital where specific
supervisory concerns arise regarding the
credit union’s condition, Finally, the
revisions would eliminate the
provisions of current § 702,401 (h)
relating to transfers to the regular
Teserve acoount, current § 702,106
regarding the standard calculation of
risk-based net worth requirement,
current § 702.107 regarding alternative
components for standard calculation,
and current § 702,108 regarding risk-
mitigation credit.

A, Background

NCUA’s primary mission is to ensure
the safety and soundness of federally
insured credit unions, NGUA performs
this public function by examining and
supervising all federal credit unions,
participating in the examination and
supervision of federally insured state
chartered credit unions in coordination
with state regulators, and insuring
fedorally insured credit union members’
acoounts,* In its role as administrator of
the National Credit Unjon Share ’
Insurance fund (NCUSIF), NCUA
insures and regulates approximately
6,753 federally insured credit unions,
holding total assets exceeding $1 trillion
and representing approximately 94,6
million. members,

In 1998, Congress enacted the Credit
Union Membership Access Act
{CUMAA).5 Section 301 of CUMAA
added new section 216 to the Federa)
Credit Union Act (FCUA),® which
requires the Board to adopt by
regulation a system of PCA to restore the
net worth of federally insured “natural
person’” credit unions (credit unions)
that became inadequately capitalized. In
developing the system, the Board is
required to take into account that credit
unions do not issve capital stock, must
rely on retained earnings to build net
worth, and have boards of direotors that
consist primarily of volunteers, In 2000,
the Board implemented the required
system of PCA primarily under part 702
of NCUA’s regulations.” ‘

Within the nino states that allow privately
insured crodit nniens, spproximataly 153 state-
chartored crodit unjons aro privately ihsured and
are not subject to NCUA tegulation or ovezsight.

&Public Law 108-219, 112 Stat, 913 (1998).

912 U,8.C, 17004 :

712 CFR Part 702; see alto 65 FR 8564 (Fob, 18,
2000) and 66 FR 44850 (July 20, 2000),
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The purposs of section 216 of ke
TGUA is ta “resolve the problams of
Ifederally! insured credit unions at the
least possible long-term loss to the
[NCUSIF1.” 8 To carry out that purpose,
Congress set forth & basic structure for
PCA in section 216 that consists of three
principal components: (1) A framework
combining mandatery actions
prescribed b{v statute with discretionary
actions developed by NCUA; (2) an
alternative system of PCA to b
developed by NCUA for credit unions
defined as “new"; and (3) a risk-based
net worth requirement to apply to credit
unions that NCUA defines as
"complex.” This proposed rule is
primarily focused or prinedpsl
components (1) and (3), although
amendments to part 702 of NCUA’s
regulations relating to principal
compoenent (2) are also being proposed.

Section 216(c) of the FGUA requires
NCUA to, among other things, use a
credit vnion's net worth ratio to
determine its classification among five

“net worth categories™ set forth in the
statute.® In goneral, “net worth” is
defined ns the rotained earnings balanca
of the oradit union,10 and a cradit
union’s "'‘net worth ratio” is the ratio of
its net worth to its total assets, 1" As a
credit union's net worth ratio declines,
80 does its classification among the five
Dot worth categorles, thus subjecting it
to an expanding range of mandatory and
discretionary supervisory actions,

In addition io the net worth ratio
companbnt described above, section
216(d) of the FCUA requires NCUA to
define (he term “complex” credil union
“based on the portfolios of assets and
liahilities of credit unions,” 1 It also
raquires NCUA to Jormulate & risk-based
net worth (RBNW) requirement to apply
to credit unions meeting that
definition,** The RENW requirement
must “take account of any materia] risks
against which the net worth ratio
required for [a federally] insured credit
union to be adeguatsly capitalized [{6
parcent net worth ratio)] may not

provide adequate protection,” 15
Congress encouraged NCUA to, "for
example, consider whether the 6
percent requirement provides adequate
protection against interest-rate risk and
other market risks, credit risk, and the
risks posed by contingent liabilities, as
well as other relevant risks, The daesign
of the [RBNW] requirement should
reflect a reasoned judgment about the
actual risks involved,” 18

Under current § 702,103 of NCUA's
regulations, a credit union is defined as
“complex’ if “[ilts quarter-end tatal
assets excesd fifty million dollars
($50,000,000); and . . . [ilts [REBNW]
requirernent, as calonlated under
§702,108, exceeds six percent (6%).” 17
Current § 702,104 of NCUA's regulations
defines eight risk portfolios of complex
credit union assets, Habilities, or
contingent Habilities (Table 1); and
current § 702.106 sets forth the specific
risk-weightings that are applied to the
assets (Table 2),

TABLE 1—CURRENT § 702,104 RisK PORTFOLIOS DEFINED

Risk portfclio Assets, Habllfifes, or contingent llabililles

{a) Long-term real estate Total real eslate loans and real estate lines of credit (excluding MBLs) with a maturity {and next rate adjustment
loans, period If variable rate) greater than 5 years,

{b) MBLs outstanding .......... | MBLs outstanding,

{c} Investmenls ............ As defined by federal ragulation or applicable state law,

(d) Low-risk assels ............... Gash on hand and NCUSIF deposft,

(0) Average-rlsk assets ... | 100% of iotal assots minus sum of risk nortioios above.

(7 Loans sold with recourse Outstanding balance of loans sold or swapped with recourse, except for loans sold to the secondary mortgage

market with a recourse period of 1 year or less,
Unused commitments for MBLs,

T

() Unused MBL commlt-
merls,
(h} AlloWance .......ceeneeire

Allowance for Loan and Lease Losses limiled to equivalent of 1,50% of lofal loans,

TABLE 2—§ 702,108 STANDARD CALGULATION OF RBNW REQUIREMENT

: Amount of risk porticlio (as percent of uarter-end total assets) to be multiplied b Risk-
Risk portfalio P (s p risk—\?.relghting . ) plad by woighling
(2) Long-erm real estale loans .............. we | O lo 25,00% .06
over 258,00% ..o, 4
(b} MBLS oUtS1ANTING ....vcvensomssinessmssercrens | 0 b 16.00% i, “ st e .08
>15.00% fo 25.00% 14

over 26.00%
By welghtod-average fife:
0o 1 year et 03

(9) INVBSIMBNLS 11vuvvinrnrieesraonss e cere s eaens

»1 year to 3 years ... 06

>3 years lo 10 years 12

>10 years ..., 20

{d) Low-risk aSS8IS .uuerernisrrnenirns All % ... .00

o (o) Average-risk assels ..,.,,,.. . .08
! (f) Loans sold with recourse . v | Al % . .08

- {9} Unusad MBL commilments ................. | Al T wrrsst st o e ,0B
(R) AlloWance ...vicerneeenseeens T « | Limited to equivaient of 1.50% of olal loans (expressed as a percent of total as- (1.00)

sets).

A credil union’s RBNW requirement is the sum of elght standard components, A slandard component is caloulated for sach of the eight risk
H porlfolios, squal lo the sum of sach amoumnt of a risk portfolio times lis risk-weighting. A cradit union is olassified “undercaptalized” if ils net
; worth ralio |s less than its applicablo HBNW raquirement,

412 U,8.C, 1790d{a){1). 12 Section 1790d(c)—(g); 12 CFR 70 204{a)-{), 185, Rep, No, 1093, 106th Cong., 2d Soss, 13 (1068)
98ection 1790d(c), 18 Saction 1790d(d}. (8, Rep,). )

10 Section 1790d(0)(2). 14 Id, 17 Som 12 GFR 702,108 & 104 and 12 U.5.G,
11 Section 1700d(0)(3). 15 Section 1760d(d)(2), 1780d{g),



11186 " Federal Register/ Vol

79, No. 39/Thursday, Febrnary 27, 2014 /Proposed Rules

Section 216(c¢] of the FCUA requires
that a credit union that meets the
definition of “'complex,” and whose net
worth ratio initially places it in either of
the "adequately capitalized” or “well
capitalized’” net worth categories, also
satisfy a separate RBNW requirement,
Under this separate RENW requirement,
the credit union must mest or exceed
the minimum RBNW ratio
corresponding to its net worth category
(adequately capitalized or well
oapitalized) in order to romain classified
in that category,18 A complex credit
union that meets the net worth ratio
requiremsnt for being adequataly
capitalized or well capitalized, but that
fails to meet the corresponding RENW
requirement for either net worth
category, is classified by section
216(c)(1) as “undercapitalized”, and ig
subject to the mandatory and
discretionary supervisory actions
applicable to that category, 1@

The RBNW requirement for credit
unions meeting the definition of
"complex’* was first applied on the
basis of data in the Call Report reflecting
activity in the first quarter of 200120
NCUA's RBNW requirement has been.
largely unchanged since its
implementation, with the following
limited sxceptions:

+ Revisions were made in 2003 to
amend the RENW reguirements for
MBI, %1

* Rovisions were made in 2008 to
incorporate a change in the statutory
definition of "net worth,"22

in addition, the Board amended part
702 in 2011 to expand the definition of
“low-risk assets" to include dabt
instruments on which the payment of
principal and interest is unconditonally
guaranteed by NCUA,23 and again in
2013 to exclude credit unions with total
asgets of $50 million or less from. the
definition of “complex” credit union,?4

10 The RENW requirament also indirectly fmpacts
cradil unions in the “undercapitalized” and lowar
net worth catogarkes, which are required to oporate
under an upproved net worlh restoration plun, Thae
plan must provide the means and & timetable to
reach the “ndequately capitalized” category,
Section 1790d(1)(5); 12 GFR 702.206(c). However,
for "complex" credit unions in the
“undercapitulizod” or lower net worlh calegaries,
the minimum net worth ratio “gale™ (v thal cutegory
will be & percent or the crodit union’s RENW
raquiremaont, if higher than 6 percant, In that event,
a complex credit union's nat worth restoration plan
will have lo prescriba the stops a cradit union will
take toreach a higher net worth ratio "gate” In that
calegory, Soa 12 GFR 702,206{c)[1){1)(A), Sectlon
1760d{c)(1)(A)(i1) and [e)2)(B)({),

1412 U.8.C. 1790d{c)(1){c)(k),

065 KR 44850 [Fuly 20, 2000),

168 FR 56537 (Oct. 1, 2003).

2273 FR 72688 (Dac. 1, 2008).

# 76 FR 16434 (Mar, 22, 2011),

2478 TR 4093 (Jan. 18, 2013).

B. Why is the NCUA Board issuing this
rule?

The Board is proposing to change
NCUA’s generel risk-based capital rules
for determining the minimum level of
required capital to enhance risk
sensitivity and address weaknesses in
the oxisting regulatory capital
framework for credit unicns, Capital
and risk go hend-in-hand, and credit
union senior management, boards, and
regulators are all accountable for
ensuring that appropriate capital levels
are In place based on the credit union's
risk exposurs, The proposed rule
reflects an effort to establish a risk-
welghting system that {s more indicative
of the potential risks existing within
credit unions, The proposed rule is
intended to help credit unions better
absorb losses and establish a safer, mare
resilient, and more stable credit union
system, The improved resilience will
snhance credit unions’ ability to
function during periods of financial
stress and reduce risks 1o the NCUSIF,

In general, credit unions have high
quality capital, with retained earnings
betng the predominant form of capital.
However, in recent ysars, the NGUSIT®
did experience saveral hundred millions
of dollars in losses dus to failures of
individual credit unions holding
inadequate levels of capital relative to
the levels of risk associated with their
assels and operatiolls, Examinors did
warn officials at these credit unions that
they needed to hold higher lavels of
capital to offset the risks in their
portfolios, but the credit union officials
ignored the examiners’
recommendations, which were
unenforceable, This proposal sewks to
incorporate the lessons learned from
those fatlures and hetter account for
risks not addressed by the current rule. -

‘The new risk-based capital
requirements being proposed in this
rule wauld apply to all credit unions
with over $50 million in total assets,
The capital requiremsnts and PCA
supervisory actions for “new” credit
unions and cradit unions with $50
million or less in assets would remain
largely unchanged, with a few
exceptions discussed in more detail
below,

In daveloping the new risk-based
capltal requirement for “complex’
credit unions, NCUA set forth the
following goals for the proposed rule.
First, the requirement should address
weaknasses in the net worth ratio
measure. Second, the requirement
should address credil risk, interest rate
risk, concentration risk, liquidity risk,
operational 1isk, and market risk, Third,
the requirement should enhance the

stahility of the credit union system,
Fourth, the rule should rely primarily
on data already collected on the Call
Report to minimize additional
recordkeeping burdens, Fifth, the
requirement shonld be, given the
preceding four goals, as easy as possible
to understand and tmplement,

The proposed rule would replage the
RBNW method currently ussd by credit
unions 1o apply risk-weightings to their
asgets with a new risk-based capital
ratio method that is more commonly
applied to depesitory institutions
worldwide, The proposed risk-based
capital ratio is the percentage of a credit
union's net worth availeble to cover
losses, divided by the credit union’s
defined risk-weighted asset base, The
Board believes the change in -
msthodology would improve the
comparison of assets and risk-adjusted
capital levels across financial
instituticns, Use of a consistent
framework for assigning risk-weights
would promote improved
understanding between all types of
federally insured financial institutions,

This proposed rule would provide a
common measure of asset risk and
ensure that credit unions retain levels of
capital that ave commensurate with their
leval of risk, The proposal would also
help NCUA identify, and credit unions
to avold, inadequately capitalized
concentrations of asset classes that can
lead io a credit union’s failure. Further,
under the proposed rule, credit unions
would be better able to implemant
strategic plans based on their unique
member service objectives and the
vorresponding risk by holding the
appropriate level of capital,

The measure for a credit union’s "net
worth ratio,” which is defined in
section 216(0){3) of the FCUA, isa
generalized measure of & credit union’s
net worth,28 The net worth ratio of a
credit union includes balance sheat
accownts in the numerator that may
have littie or no value in the event of
liguidation and excludes off-balance
sheel expasuras from the numerator,
Regognizing these limitations of the net
worth measure, Congress directed the
Board in section 216(d)(2) of the FCUA
to develop a RBNW requirement that
“take[s] account of any material risks
against which the net worth ratio , . ,
may not provide adequate protection,’”48
The proposed risk-based capital
measure includes only capital available
to cover losses and takes into

2612 [18.G. 1760d(0)(3) (*The term ‘net worth
ratio’ means, with respect to a credit union, the
ratio of the net worth of the credit unjon to the total
assets of the gredit union.™),

2632 11,8,C. 1790d{d)(2),
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consideration the credit union's off-
balance sheet iterns and other risk
factors,

Operating & credit union involves
taking and managing a variety of risks,

with the major types of risks identified
and defined in Table 3 below,

TABLE 3—MAJOR TYPES OF RISKS IDENTIFIED 1N CREDIT UNION BUSINESS 27

Risk

Definition

Cradit Mgk vuivniiee e The petential for loss resullin
The potential for loss arlsin
ethical standards,

oy

Compliance risk ...,

g from the failure of a borrower or counterparty to perform on an obligafion,
g from violations of laws or regulations or nonconformance with internal policies or

Concentratlon sk ..., The risk arlsing from axcessive exposure o certaln markets, industries, or groups.

Interast rate flak e, A type of market riak that involves the potential for loss due to adverse movements in interest ratss,

Liquidity risk .....an e, | The risk that & oredit union will be unabls to meat its obligalions when they become dus, because of an Inability
to liquldate assets or obtain adequate funding.

Market risk ... | The potential for losa resulling from movements In market prices, Including Interest rates, sommodily prices, stock
prices, and foreign exchange rates, .

Operalional risk ... s | The sk of lose resulting from inadequate or failed inlernal processes, people, and systems or from external
evenis,

Reputation risk ...... "
Strategic M8k .cvivmrraiin,

The potential for loss arlsing from na
The potential for leas arising from ad

gative publiclly regarding an Institution’s bugihess practices.
verse business declsions or improper Implementation of decisions.

The current RENW measure focuses
primarily on interest rate risk, However,
the proposed risk-based capitel ratio
measure would fogus more broadly on
the various types of risks to credit
uniong by adl[rlpressing additional risk
factors and assigning specific risk-
weights to;

» Delinquent loans,

» Goncentrations of MBLs and real
estate-sacured loans,

« Bquity investments, and

. %ditional off-balance sheet
BXPOSUTres.

Rigorous and disciplined risk-based
(risk-based capital ratio measure) and
non-risk-hased (net worth ratio measure)
capital requirements working well
together can enhance the ability of a
credit union to cope with capital
impairment during economic
downturns, Moreover, an adequate
capital buffer can cushion performance
deterioration during times of siress,
thereby promoting safety and soundness
of the credit union systom.

The proposed risk-based capital ratio
measure primarily uses existing
information contained in the Call
Report, As compared to the current

" RBNW measure, the proposed risk-

based capital ratio mensurs would
include a greatar number of exposure
categories for purposes of calculating
total risk-weighted assets, Thus, some
additional data wonld need to be
collocted on the Call Report, This
additional data would not, hawever,
represent a material increase to the
burden of completing the Call Report,
The proposed extended effective date of

27 Seg 115, Govt, Accountability Office, GAQ-DY—
253, Bank Regulalors Need to knprove
T'ranspavency and Overcome Impsdimonts to
Finalizing The Proposed Basel I Framework g—10
(2007), available at hitp:/furvw.gae gov/new.tems/
d07353,pdf.

the final rule would provide ample time
for gredit unions to adjust their systems
to account for the additional data items
that would be required in the Call
Repart. '
hrough this notice, NCUA invites
public comment on all aspects of the
proposed rule, Commenters are urged to
recognlze, however, that NCUA lagks
discretion to deviate from the statutory
requirements of section 216 of the
FCUA,2¢ To facilitate consideration of
public comments on the proposed rule,
the Board urges commenters to organize
their cornment letters on & section-by-
section basis that corresponds with the
proposed sections of the ruls, and to
Include eny general commeants in its
own soction of the letter,

C. Impact of the Proposed Regulation

The proposed rule would make
changes ta the minimum regulatory
capital requirement for credit unions
that would be more refleative of risk,
including additional subcetegories of
assets for risk measurement and
additiona] conceniration levels, This
shift in emphasis would enconrage
credit unions to more actively manage
risk in relation to tho minimum required
capital levels. As proposed, the rule
would modily the current calculation
method for computing RBNW to be
more consistent with the risk-based
capital measures used by the Other
Federal Banking Regulatory Agencies,
The proposed change in the calculation
would allow soiting specific risk-bassd
capital ratio requirements for the top
three capital classifications,

NCGUA's analysis of 2013 Call Report
data indicates that the overwhelming
nmf' ority of credit unions with. over $50
million in assets alrendy have sufficient

2613 1.8.G, 17904,

capital to comply with the proposed
risk-based capital rules. In particular,
NCUA estimates that aver 90 percent of
these credit unions, if subject to the
requirements of the proposed rula
today, would be in compliance with the
minimum risk-based capital
requirement under the rule. The Board
recognizes, however, that some credit

‘unions would likely need a transition

period to acoumulate additionsl capital
or change their asset structure to
achieve their desired capital
classification, The Board alsc recognizes
that credit nnions would need a
reasonable period of time to update
their internal systems, policies, and
procedures to account for these changes,
As aresult, the Board is proposing to
delay the effective date of the new
requirements after the final rule is
published in the Federal Register,
which is discussed in more detail
below,

Using Call Report data as of June
2013, NCUA estimates that
approximately 2,237 credit unions
reported over $60 million in total assets,
all of which wonld be subject to the
proposed risk-based capilal measures.

Existing data available to NGUA,
including Call Report data, does not
contain all of the information requirad
i0.analyze the impect of every aspect of
the proposal, However, NCUA belioves
the current Call Report data available
provides sufficient information for
NCUA to reasonably estimate the impact
of the proposed regulation. Accordingly,
NCUA analyzed the impact of the
pruposed rule en credit unions nsing
Call Report data as of June 30, 2013,

Over 80 percent of credit unions
subject to the proposed capital measures
currentty hold capital in excess of the
minimum net worth ratio and the risk-
hased capital ratio raquired to be
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classified as well capitalized, As of Tune
2013, the proposed changes to {he risk-
based capital mensurs, if applied
immediately, would cause 189 credit
unions to experience a decline in their
PCA classification from well capitalized
to adequately capitalized and 10 well
capitalized cradit unions to experience
a decline to undercapitalized, NCUA
estimates that, collactively, the 10 crodit
unions that would experience a decline
to undercapitalized would need to
ratain an additional $63 million in risk-
based capital to become adegnately
capitalized, assuming no other
adjustments, Affected credit unions may
be required to change internal policies
and practices to meet the new risk-based
capital requirements of the proposed
rule, .

Based on June 2013 Call Report data,
NCUA estimates that if the proposed

risk-based capital requirements were

applied today, the aggregate risk-hased
capital ratio for credit unions subject to
the proposed risk-based capital measure
would be 14.6 percent and the avarage
risk-based capital ratio would be 15.7
percent, These numbers are well above
the proposed 10,5 percent requirement
for classification as well-capitalized,

IL. Section-by-Section Analysis
Part 702—Capital Adequacy
Revised Structure of Part 702

The proposed rule would retitle
current parl 702, replacing the current
title *‘Prompt Corractive Action” with
the naw title “Capital Adequacy.” 20
The more general term Capital
Adequacy better characterizes ihe
components of proposed part 702,
which inglude the prompt corrective
action, minimum regulatory capital
measures, and supervisory actions
raguired under saction 216 of the
FCUA 80

The proposed rule would also
reorganize part 702 by consolidating
NCUA’s PCA requirements, which were
previously included under subsections
A, B, C, and DD, under new subparts A
and B, Proposed subpart A would be
titled “Prompt Corrective Action” and
praposed subpart B would be titled
“’Alternativo Prompt Corrective Action
for New Credit Unions.” 31 The

* The Board racently approved & proposed rula
regarding capital phonning and stress testing that,
alsa proposes to change the ttle of parl 702 to
"Capita] Adaguacy,” 78 FR 65584 (Nov, 1, 2013).

3012 U,8,C, 17904,

# Unelar both current § 702,301 (b} ard proposed
§702.201(b), a credlt unton s “new" ifitis Ya
faderally-insured credit union that bolth has been in
operation for legs than ten (10) years and has total
assots of nol mora than $10 milllon. A credit union
which excreds $10 million in total assets may
hocome ‘new! if its total assets subsoquently decline

recrganization of the proposed rule is
designed so that credit unions need only
reference the subpart applying to their
institution to identify the applicable
minimum capital standards and PCA
regulations, The Board believes this -

.consalidation will reduce confusion and

avoid credit unions having to frequently
flip back and forth through the four
subparts of the current PCA rule.

In general, the proposed rule wounld
restructure part 702 by consolidating
most of the rules relating to capital and
PCA that are applicabls to credit unions
that are not "new” credit unions under
new suhpart A, This change is intendod
to simplify the structure of part 702 by
grouping the sections of the rule that are
applicable only to credit unions not

- classified ns new into a single subpart,

The specific sections that would be
included in new subpart A and the
proposed changes 1o those sections are
discussed in more detail below.,

Similarly, the proposed ruls would
coneolidate most of NGUA's rules
relaling to alternative capital and PCA
requirements for “new'’ credit unions
under new subpart B, This change is
intended to simplify the structure of
part 702 by grouping the sections of the
ruls that are applicable only to credit
unions thai are classified as new into
one subparl, The sections under new
subpart B would remain largely
unchanged from the requirements of
current part 702 relating to alternative
capital and PCA, except for revisions to
the sections relating to reserves and the
payment of dividends, The specific
sections included in new subpart B and
the specific changes to the sactions
under new subpart B ars discussed in
more detail below,

Section 702,1  Authority, Purpose,
Scope, and Other Supervisory Authority

Proposed.§ 702,17 would remain
substantially similar to current § 702.1,
but would be amended to update
terminology and internal cross .
references within the section, consistent
with the changes heing proposed in
other sections of part 762, No
substantive changes to the section are
inlended,

Section 702,2 Definitions

Proposed § 702.2 would retain many
of the definitions in current § 702.2 with
no substantive changes, The proposed
rule would, however, remove the
paragraph number assigned to each
definition under current § 702.2 and
reorganize the section so the new and
existing definitions are listed in

below ¥10 million whils it 15 still in operation for
less than 10 years,”

alphabetic order, This reformatting
would meke § 702.2 more consistant
with gurrent §§ 700.2, 703,2 and 704.2
of NCUA’s regulations, 32

In addition, proposed § 702.2 would
add a number of new definitions, and
amend some existing definitions in
§702.2, These chunges are intended to
help clarify the meaning of terms used
in new part 702, The definitions that
would be added, amended, ar removed
ars as follows:

Allowance for loan and lease loss
{ALLL), The term "allowance for loan.
and lease loss (ALLL)" would be
defined as ragerves that have been
established through charges againast
sarnings to absorb future losses on
loans, leasas financing receivables or
other extensions of credit, The
definftion would be consistent with the
related Call Report fleld and the
definition contained in the Call Report
instructions. ’ '

Call Report. The proposed rule would
define the term "Call Report’ as the Call
Report required to be filed by credit
unlons under § 741,6(a}{2), The tarm
Cal]l Report is a common expression
within the credit union industry and is
defined for clarification,

Capital, The proposed rule would
define the torm “capital” as the equity,
as measured by GAAP, availeble to a
credit union to cover losses. The term
capital is a common exprassion within
the financial services industry and is
defined for clarification.

Cash squivalents. The proposed rule
would define the term “‘cash
equivalents” to mean short-term highly
liquid investments that have original
maturities of 3 months or less, at the
time of purchase; are readily convertible
to known amounts of cash; and are nsed
as part of ihe credit union’s cash-
msanagement activities. The definition
would ba consistent with the related
Call Report field and the definition
contained in the Call Report
instructions. .

Commitment. The proposed rula
would define the term *commitment” ag
any legally binding arrangement that
obligated the credit union to sxtend
credit or to purchase assets, The
definition would be consistent with the
related Cail Report field and the
definition contained in the Call Report
ngtructions.

CUS0, The proposed ruls would
define the term “CUSQ" as & credit
union service organization as defined in
parts 712 and 741,

Delinquent loans. The proposed rule
would define the term “delinquent
loans” as loans that are 60 days or more

%12 CPR 700,2; 12 CFR 703,2; 12 CFR 704.2,
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pust due and loans placed on
nonaccrual status, The definition would
be consistent with tha related Call
Report field and the definition
contained in the Cal] Report
insfructions,

Derivatives contract.’ The proposad
rule would define the term "derivatives
contract” as, in general, a financial
instrument, traded on or off an
exchange, the value of which is directly
depended upon the value on or more
underlying securities, equity indicas,
debt instruments, commodities, interest
rates other derivative instruments, or
any sgreed upon pricing index or
arrangement, Derivatives contracts
include interest rate derivatives
contracts and any other instrument that
poses similar counterparty credit risks,
Derivatives contracts also include
unsettled securities with a contractual
settlement or delivery lag that is longer
than the lesser of the market slandard
for the particular instrument or five -
business days.

First mortgage real estate Ioan. The
proposed rule would define the term
“'first mortgage real estate loan” as loans
and lines of credit fully securod by first
liens on real estate {excluding MBELs),
whare the original amortization of the
morigage exposure doas not exceed 80
years; the loan underwriting took into
account all the borrower’s obligations,
including mortgage obligations,
principal, interest, taxes, insurance
(including mortgage guarantee
insurance) and assessments; and (he
loan underwriting concludad the
borrower is uble to repay the 8XpOosuro
using the muxdmum interest role that
may apply in the first five years, the
maximum contract exposure over the
life of the mortgage, and verified

 income,

GAAP, The proposed rule would
define the term “GAAP* as generally
acoepted accounting principles as used
in the United States. The term “GAAP"
is & common expression within the
industry and js defined for clarification.

Goodwill, The proposed rule would
define the term “goodwill” as an
intangible asset reprosenting the future
sconomic benefits arising [rom other
assets noquired in a business
combination (L.e. merger) that are not
individually identified and separately
recognized, The definition would be

Iu May 2013, tho Board issued & propoged rale
that would permit credit undons 1o engage in
Limited derlvatives activitlas for the purpose of
mitipating intorest vate risk, 78 FR 32191 {Mny 24,
A013). NCUA 1 sthll developing Its derivatives rule
and had not {ssued a flnal rrle as of the date this
Troposal was prosanted Lo the Ronrd, Howavar, ©
NGUA anticipates ameuding this rule to he
consistont with any flual rula issuad by the Ragrd
rolated to the May 2013 derivatives proposal,

consistent with the related Call Report
fiold and the definition contained in the
Call Report instructions, . -

Intungible assets: The proposed rule
would define the term “intangible
assets' as those assets that are required
to be reported as intangible assets in a
credit union’s Gall Report, including but
not limited to purchased credit card
relationships, goodwill, favorable
leassholds, ans care deposit valus, The
definition would be consistent with the
related Call Report field and the
definition contained fn the Call Report
instructions, ‘

Investment in CUSG. The proposed
rule would define the term ‘Investment
in CUSO* as the unimpaired value of
the credit union’s aggregate GUSO
investments as measured under
generally accepted accounting
principles on an uncensolidated basis,
The definition would be consistent with
the related Call Report fleld and the
definition containgd in the Call Report
instruetions,

Identified losses, The proposed rule
would define the term “{dentified
losses” to mean those items that have
been delermined by an svaluation made
by a state or federal oxaminer, as
measured on the date of examination, to
bo chargeable against income, capital
and/or valuation allowances such as the
allowance for loan and lense losses. The
proposed definition would also provide
the following examples of identified
losses; assets classified ns losses, off-
balancs sheet items classified as losses,
any provision expenses that are
necessary to replenish valuation
allowances to an adequate leval,
liabilities not shown on the books,
estimated losses in contingent
liabilities, and differences in accounts
that represent shortages, .

Loans to CUSQ, The proposed tule
would define the term “loans to CUSO"
as the aggregate outstanding loan
balancs, available Hne(s) of credit from
the credit union, and guarantees the
credit union has made to or on behalf
of a GUISO. The definition would be
consistent with the related Call Report
field and the definition contained in the
Call Report instructions.

Loans transferred with limited
recoiirse, The proposed rule would
define the term “loans transferred with
limited recourse”” as the Lotal principal
balance outstanding of loans transferred,
including participations, for which the
transfor qualified for true sale’
accounting irealment under GAAP, and
for which the transferor credit union
retained some limited recourse (ie
insufficient recourse to preclude true
sale accounting treatment), The

‘proposad definition would also clarify

that the term does not include transfers
that qualify for true sale accoupnting
treatment but contain only routine
representation and warranty paragraphs
that are standard for sale on the
secondary market pravided the credit
union is in compliance with all other
related requiremants such as capital
requirements, The definition would be
consistent with the related Call Report
field and the definition contained in the
Call Report instructions.

Mortgage servicing asset, The
proposed rule would define the term
"mortgage servicing asset (MSA)" ag
those assets (net of any related valuation
allowances) resulting from contracts to
servige loans secured by real estate (that
have been sscuritized ar owned by
others) for which the benefits of
servicing are expected to more than
adequetely compensate the services for
performing the servicing, The definition
would be consistent with the related
Call Report field and the deflnition
conteined in the Gall Report
instructions,

Off-balance sheet ftems. The proposed
rile would define the term “off-belance
shest items” as itemns such as
comumitments, contingent items,
Buatantaes, certain repo-stylo
transactions, financial standby letiers of
credit, and forward agreements that are
not included on the balance sheot but
are normally included in the financial
statement footnotes, The dafinition
would be consistent with the related
Call Report field and the definition
contained in the Gall Report
instructionsg,

Qualifying master neiting agreement,
The proposed rule would dafine the
term “qualifying master nefting
agreement” as a written, legally
enforcesble agreement, provided that:
(1) The agreement creates a single lagal
obligation for all individual transactions
covered hy the agreement upon an event
of default, inchy ing upon an event of
conservatorship, receivership,
insolvency, liquidation, or similar
proceeding, of the counterparty; (2) the
agreement provides the credit union the
right to aceslerats, terminate, and close
out on a net basis all transactions under
the agreement and to liquidate or set off
collateral promptly upon an event of
default, including upon an event of
conservatorship, reveivership,
insolvency, liquidation, or similar
proceeding, of the countorparty,
provided that, in any such case, any
exercise of rights under the agresment
will not be stayed or avoided under
applicable law in the relavant
furisdictions, other than in receivership,
conservatorship, resolution under the
Federal Doposit Insurance Act, Title IT
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of the Dodd-Frank Act, or under any
slmllar insolvency law applicable to
GSEs; (3) the agreement does not
contain a walkaway clause (that is, a
provision that permits a non-defaulting
counterparty to make a lowsr payment
than it otherwise would make under the
agreemont, or no payment at all, to a
defaulter or the estate of a defaulter,
even if the defaulter or the eatate is a net
croaditor under the agreement): and (4) in
order to recognize an agreement as a
quelifying master netting agreement for
purposes of part 702, a credit nunion
must conduct sufficient legal review, at
origination and in response to any
changes in applicable law, to conclude
with a well-founded basis {and maintain
sufficient written documentation of that
legal review) that the agreement meets
the requirements of paragraph (2) of the
definition of qualifying master netting
agreement; and in the event of a legal
challenge (including one resulting from
default or from conservatorship,
receivership, insolvency, liquidation, or
similar proceeding), the relevant court
and administrative authorities would
lind the agresment to be legal, valid,
binding, and enforceable under the law
of relevant jurisdictions.

Risk-based capital ratio. The
proposed rule would define the term
“risk-based capital ratio” as the
percentage, rounded to two decimal
places, of the risk-based capital
numerator to total risk-welghted assets,
as caloulated in accordance with -

§ 702,104(a).

Risk-weightnd assets. The propaosed
rule would define the term *“risk-
weighied assets” as the total risk-
weighted assels as calculated in
accordence with § 702,104(c).

Jenior executive officer. The proposed
rule would define the term "senior
oxecutive officer” as a senior executive
officer as defined by § 701.14(b)(2}.

Total assets, The proposed rule wonld
retain the deflnition of “total assets” in
current § 702,2, but would restrugiure
the definition and provide additional
clarifying language. Under proposad
paragraph [{1) under the definition of
“total agsets,” for each quarter, a credit
union must slect one of the four
measures of total assets ligted in
paragraph (2) of the definition Lo apply
for all purposes under part 702 except
§8702.103 through 702.105 (risk-based
capltal ratio requirements), Proposad
paragraph (2) under the definition of
fotal assets would provide that “lalal
assets” means a eredit union’s total
assels as measured by either: (1) The
credit union’s total assets measured hy
the average of quarter-end balances of
the current and three preceding
calendar quarters; (ii) the credit union’s

total assets measured by the average of
month-end halances over the three
calenidar manths of the applicable
calendar quarter; (iii) the credit union’s
total assets measured by the average
daily balance over the applicable
calendar quarter; or (iv) the credit
union's total assels measured by the
quarter-end balance of the applicable
calendar quarter as veported on the
credit union’s Call Report,

U.S. Government agency. The - .
proposed rule would define the term
11,8, Government agency' as an
instrumentality of the U.S, Government
whose obligations are fully and
explicitly guaranteed as to the timely
payment of principal and interest by the
full faith and credit of the .8,
Government,

Verified income, The proposed rule
would define the term “verified
income" as recelpt and retention of
corroborative information to establish
1he reality of the income supporting the
rapayment of the loan. The term.
“verified income™ is a common
expression within the industry and is
defined for clarification,

Weighted-average Iife, The proposed
rule would remove the term *‘weighted-
average life" from current § 702.2 and
replace it with (he newly defined term
“weighted-average life of investments."

Weighted-average life of invesiments.
The proposed rale would move the
definition of “weighted-average life of
investments” contained within current
§702,105 {0 proposed §702,2 and
would add additional clarifying
language. The welighted-average life of
investments for registered investmont
companies, collective investment funds,
money market funds, callable fixed rate
deht obligations and deposits, variable
rate debt obligationa and deposits,
capital in mixed-ownership government
corporations, and other squity securities
would remain unchanged, The proposal
would assign spacific risk-weights to
investments in CUSOs and capital in
corporate credit wnions, as addressed
below, thus removing them from the
weighted-average life measure,

The proposed rule would define the
termn “weighted-average life of
investmonts" as follows: For,
investments in registored investment
companies (e.g,, mutual funds) and
collective invostment funds (e.g,,
common irusts), the term “weighted-
average life of investments" would
maan the maximum weighted-average
life or duration target of the investment
disclosed, divectly or indirectly, in the
most recent prospectus or trust
instrument (if the maximum weighted-
averago life ar duration target {s not
disclosad, the weighled-average life of

investments means greater than 5 years,
but less than 10 years), For Investments
in money market funds, as defined in 17

CFR 270,2a-7, and collective investment

funds operated in accordance with
short-term investment fund rules set
forth i 12 CFR 9,18 (b)(4){1i)(B}(1)
through (3}, the term “weighted-average
life of investments” would mean 1 year
or less. Fur fixed rate debt obligations
and deposits that are callable in whole,
the term “weighted-average life of
investments™ would mean the perlod
remaining to the maturity date. For
fixed rate debt obligations and deposits
that are non<callable and non-
amortizing (e.g. bullet maturity
instruments), the term “weighted-
average life of investments” would
mean the period remaining to the
maturity date. For fixed rate debt
obligations or deposits with periodic
principal pay downs (e.g., mortgage-
backed securities), the term “weighted-
average life of Investments” wouid be
defined according to industry standard
calculations, which include the impact
of unscheduled payments, For variabls
rate debt obligations and deposits
(regardless of whether the investment
amoartizes), the term “weighted-average
lite of investments” would mean the
period remaining to the next rate
adjiistment date, For capital stock in
mixed-ownership Government
corporations, as defined in 31 U.S.C.
9101(2), the term "“weightad-average life
of investments” wonld mean greater
than 1 year but less than or equal ta 3
yeara, For other equity securitias, the
term “weighted-average life of
investuients” would mean greater (than
10 years. For any other investments not
addressed above, the term "weighted-
average life of investments” weuld
mean the average time to the return of
a dollar of principal, calculated ly
multiplying each portion of principal
received by the time at which it is
expected to be received (based on a
reasonable and supportable estimate of
that time), and then taking the total of
these lime-weighted paymsnts and
dividing by the total amount of
principal, The propesed definition of
weighied-avarage lifo of investments
reflects the current methad used by
credit unions to report investments on
the Statement of Financial Condition on
the Call Report. The definition has
remained largely unchanged from when
the risk-based net worth requirements of
part 702 were first implemented. 2+

31 See 86 FR £697 {(Fob, 18, 2000} (providing that:
“The definition [of weightod-averape life] s
adopted in madified form from Fabozzi, Frank and
T. Dessa, ads,, The Handbook of Mixed Income
Securitiss (4th e, 1995) at 518, and refleats the
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A, Subpart A--Prompt Corrective
Action

The proposed rule would establish
new subpart A titlad “Prompt Correclive
Action," New subpart A would contain
the sections of part 702 relating to
capital measures, supervisory PCA
actions, requirements for net worth
restoration plans, and reserve
requirements for all credit unjons not
defined ss "new” pursuant to section
216(b)(2) of the FCUA,,38

Section 702,101 Capital Measuras,
Effective Date of Classification, and
Notice to NCUA '

The requirements of proposad
§702.101 would remain largely
unchanged from current § 702,101, The
tttle of proposed § 702,101, however,
would be changed to “Capital mensures,
effective date of classification, and
notiee to NGUA" to better reflect the
three major topics that would be
covered in the section. In addition, the
proposed rule would replace the terms
“net worth measures” with “capital
measure,” '‘net worth classification”
with "capitel classification,” and “net
worth category” with “capital category”
to reflect the terminology changes being
made throughout the proposed rule,
which were discussed ahove and are
discussed in further detail below,

Section 702,102 Capital Clessifications

The proposal would change the titls
of § 702,102 from “Statutory net worth
categories” to “Capital classifications.”
Although section 218(c) of the FGUA

uses the general term '*net worth
categories,” NCUA beliaves that
replacing the term “net worth” with the
.genaral term “capital categories” better
desaribes the combined “net worth
ratio” and “risk-based net worth”
measurements that make up the five
categories listed in the statute,
Moreover, the term “capital” is
generally more inclusive of all accounts
available to pay losses than the term
“‘net worth” and is more commonly
used in the financial services industry,
No substanttve changes to the
requirements of section 216(c) are
intended by thess changes in
terminology, This section would -
continuse to list the five statutory capital
categories that are provided in section
216(c) of the FCUA %

102(a) Cepital Categories

Proposed § 702,102(a) would replace
current § 702,102(a) and would set forth
new minimum capital measures for
complex credit unions, Although
sections 216(c)(1)(A}(1}, (BMii), (C)i
and 216(d) of the FCUA use the term
“risk-based nel worth” requirement,
NCUA believes that replacing the term
“risk-based net worth” with the
functionally equivalent term *risk-based
capital” in the proposed rule would
better describe the equity and assets the
requirernent would meagure. Moreover,
the term “risk-based capital” js moro
commonly uged in the financial services
Industry, and is defined in a manner
consistent with the requircments sot
forth in section 218, No changes to the
requirements of the statute ave intended

by the use of the alternative term risk-
based capital in the proposed rule.
Consistent with subsections

216{c)(1)(A) through (E) of the FCUA,
the net worth ratio messures listed in
proposed §§ 702.102(a)(1) through (5)
would continue to match those listed in
the statute for each capital category, and

would use both the net worth ratio and

the now risk-based capital ratio as
elaments of the capital categories for
"“well capitalized”, “adequately
capitalized” and "“undercapitalized”
oredit unlons, The risk-bused capita)
ratio measure complements the net

. worth ratio, and section 216(d) of the

FCUA requires the risk-based capital
requirement be designed "to take
account of any material risks against
which the net worth ratio required for
an insured credit union to be adequately
capitalized may not provide adequate
protection.”” Accordingly, the risk-based
capital ratio includes components that
require higher capital levels to reflect

1increased risk due to interest rate rigk,

concentration risk, credit risk, market
risk, and lquidity risk,

In essence; the current RENW
requirement is evaluated on a pass/fail
basis, The proposed rule, in conirast,
would introduce a new scaled rigk-
based capital measurement approach for
assigning capital classifications for well
capitalized, adequately capitalized, and
undercapitalized credit unions. This
scaled approach would recognize the
relationship between higher risk-hased
capital ratios and the creditworthiness
of credit unions,

TABLE 4—PROPOSED CAPITAL CATEGORIES

Q.a"sr‘s"‘.?;ga‘iﬂfﬁ'}f 'nfyt'worlh Net wotlh ratio Risk-based capital ratio* | And subject io followlng condlifon(s) . . .

Well Capllahized ..o, | 7% OF BDOVE oevesvseseroneons, 10.5% or above .. Must pass bolh net worth ratio and rsk-based capltal

Adequately Capitalized ........ 6% 10 6.99% .covvcinriccrnrcennss | 8% 10 10.49% 1o, M;::I%ﬂss both net worth ratie and risk-based capllal

Undercapitalized ..........oeone | 4% 10 5.99% o1vvovivenns, v | LEBE than 8% uvvvneeeiisenre ML:g}]T)‘aSS both net worlh ralio and Hsk-based capial

Significantly Undercapltal- 2% 1o 3.90% ,viveueene e N/A oo Orr?}i%ndercapiiallzed at <6% net worlh and falls to
lzod, timely submit or materially implement an approved

Critlcally Undercaplialized ... | Less than 2% ....... e N/A e eees Nc;]e:.worth restorelion plan.

*Applies only to credit unians with quarler-end tolal asssis excaeding $50 million,

3512 1.8.C, 1790d(b}{2).
382 1,8.C, 1790d{a),

method by which erodit unions report investments
in Schodule G of the Call Report."),
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102(a){1) Well Capitalized

Under proposed § 702.102(a)(1}, to be
claseified as well capitalized, a credit
union must maintain a net worlh ratio
of 7 percent or greater and, if & complex
credit union, must also have a risk-
based capital ratio of 10,6 percent or
greater, The higher proposed risk-based
capital requirement for the well
capitalized classification is designed to
bolster the resillency of complex credit
unions throughout financial cycles, The
proposed 10.5 percent risk-based capital
ratio target is comparable to the Other
Federal Banking Regulatory Apenciss’ 8
porcent Total Risk-based Cepital ratio
E]us the 2.5 percent capital conservation

uffer which is expected ta be fully

implemented in 201937 NCUA is
proposing the 10,56 parcent risk-based
capltal ratio requirement, rather than
the Other Federal Banking Regulatary
Agencies’ 8 percent, to avoid the
complexity of implementing a capita)
conservation huffer. '

102(a)(2) Adequately Capitalized

Under froPDSEd §702,102(a)(2}, ta be
classified as ndequately cupitalized, a
credit union must maintain a net worth
ratio of 6 percent or greater and, ifa
complex credit union, must also have a
risk-based capital ratio of 8 percent or
greater, For example, a complex credit
union with an 8 percent net worth ratio
and an 8.5 parvent risk-based capital
ratio would be adequately capitalized
under the proposed rule, The 8 percent
risk-bused capital ratio requirement for
the cradit union industry is 8 measure
comparable to the 8 percent total risk-
based capital ratio required by the Other
Federal Banking Regulatory Agencies’
for & bank to be adequately capitalized,

102({a}{3) Undercapitulized

Under proposed § 702,102 (a)(3}, to be
classified as undercapitalized, a credit
union must maintain & net worth ratio
of 4 percent or greater and, if a complex
credit union, fail to meet the minimum
8 percent total risk-based capital ratio
requirement, For example, a complex
credit union with an 8 percent net
worth ratio and a 7.5 percent risk-based
capital ratio would be undercapitalized
under the proposed rule,

102(a)(4) Significantly Undercapitalized

Under proposed § 702.102(a)(4), a
credit union is classified as significantly
undercapitalized if; (1) Tt has a net
worth ratio of less than 5 percent, and
hng received notice that ifs net worth

4 On Septembar 10, 2013, FDIC publishad an
interim final rulo that rovised if risk-basad and
leverago oapital requirements for FDIC supervised
Institutions. 78 FR 55330 {Sept. 10, 2013).

restoration plan has not been
approved; 38 (2) the crodit wnion has a
net worth ratio of 2 percent or more but
less than 4 percent; or (8) the credit
union has a net worth ratio of 4 percent
or more but less than 5 percent, and the
credit union either fails to submit an
scceptable net worth restoration plan
within the time prescribed in § 702,111,
ar materially fails to implement a net
worth restoration plan approved by
NCUA. Although proposed |
§702,102(s)(4) has been worded
differently to help clarify the
requirements of the paragraply, the
proposed rule would not change the
criteria for haing classified as
gignificantly undercapitalized under
part 702,

102(a)(8) Critically Undercapitalized

Under proposed § 702,102(a)(5), a
credit union is classified as critically
undercepitalized if it has a net warth
ratio of less than 2 percent, The
proposal would not chunge the criterta
for being classified as critically
undercapitalized,

102(b) Reclassification Based on
Supervisory Criteria Othér Than Net
Warth

Proposed § 702,102(b) would remain
mostly unchanged from current
§702.102(b}, with only a few
amendments to update terminology and
make minor edits for clerity, No
substantive changes are intended,

102(c} Non-Delegation

Proposaed § 702.102{c) would be
unchanged from current § 702,102(c),

102(d) Censultation With State Officials

Proposed § 702,102(d) would remain
mostly unchanged from current
§702,102(d), with only & few small
amendments for consistency with other
scctiona of NCUA’s regulatfons, No
substantive changes are intended,

Section 702,108 Applicebility of Risk-
Based Capital Ratio Meusure

Proposed § 702,103 would change the
title of current § 702,103 from
“Applicability of risk-based net worth
requirement” to "' Applicability of rick-
based capital ratio measure.” Proposed
§702.103 would provide that, for
purposes 0f § 702,102, & credit union is
defined as "complex,” and a risk-based
capilal ratio requirement is applicable,
only if the credit union’s quarter-end
total asssts exceed $50 million, as
reflected in its most recent Cail Report,

38 To qualify for & higher net worth vlassificaton,
8 significantly undercapitalized crodit union must
have a net worth restoration plan appeoved by
NGUA.

The proposal would elimingte current

§ 702,103 (b} and define all credit unions
with over $50 million in assets as
"complex,” Under the current ruls,
credit unions are “complex” and subject
to the RENW requirement only if they
have quarter-end total assats aver $50
million and they have an RBNW over &
percent, In the propased rule all credit

unions with total quarter end assets over -

$50 million would be considerad
“complex" and subject to the risk-hased
capital ratig, ' ‘

In January 2013, NCUA revised part
7072 by Increasing the asset size of oredit
uniong subject to the risk-hased net
waorth requirement from $10 million to
$50 million.2® In setting the $50 million
asset threshold, the Board considered
the fellowing factors for & varisiy of
asset size ranges:

* The percentage of industry assets
and units;

* Credit union complexity as
mwasured by products and services;

* The history of failures; and
» The risk to the NCUSIF,

NCUA estimates that, as of June 50,
2013, approximately 2,237 of 6,681
credit unlons reported total assets over
$50 million, These credit unions hold
approximately 94 percent of total credit
union system assets,

Section 702.104 Risk-Based Capital
Ratio Measures

Proposed § 702,104 would change the
title of gurrent § 702,104 from “Risk
portfolio defined” to *“Risk-based capital
ratio measures.” Proposed § 702,104
would entirely replace the requirements
for calculating the RBNW requirentent

for “complex” credit unions under

current § 702,104 with a new risk-hased
capital ratio requirement.s0 The ‘
proposed section would require all
“complex” credit unions 1o calculate
the risk-hased capital ratio as directed in
this section, The proposed risk-based
capital ratio is designed to enhance
sound capital management and help
ensure that credit unions malntain
edequate levels of loss-absorhing capital
going [orward, strengthening the
stability of the credit union system and
ensuring credit unions serve as a source
of credit in times of stress,

4 On January 18, 2013, NCUA published & final
rufe and IRPS 13-1 redefining “small ontity” us a
credit union with less than 350 million in assets
and amending 12 CFR 702,103 increasing lo 350
million the agsst threshold ueed to dafine
“camplex"” credit unton for determined whether
RBNW requiraments epply. 78 FR 4032 (Jan, 18,
2013).

4012 U.8.0. 1790d[d),
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104{a) Galculation of Capital for the
Risk-Based Capital Ratio

Proposed § 702.104(a) would provide
that to determine i risk-based capital
ratio, & complex-cradit union must
caleulate the percentage, rounded to two
decimal places, of ils risk-based capital
numerator as described in § 702,104(b)
to its total risk-weighted assets
denominator as described in
§702.104(c), In simplest terms, the
proposed risk-based capital ratic wonld

‘be the percentage of a defined measurs
of the equity and other accounts held by
a credit union that are available to cover
losses, divided by a defined risk-
weighted asset base, The proposed
method of calculating risk-based capital
would be generally consistent with the

financial services industry, Conversely,
the method of computing the RENW
measurs in current § 702,104 is unigue
within the financia) services industry,
and frequently results in confusion and
incorrect analyses when industry
analysts attempt to compare credit
union risk-weights for assets to bank
risk-welghts for assets, As with the
current RBNW ratio, the proposed rigk-
based capital ratio caloulation would be
calculated primarily using information
credit unions already report on the Call
Report form required under § 741.6{a)(2)
of NCUA’s regulationg,

104(b)‘Risk~Eased Capital Ratio
Numerator

Proposed § 702,104(b) would provide

the sum of the specific certain capital
elements listed in § 702,104(b)(1), minus
certain regulatory adjustments listed in
§702,104(b)(2), The proposed
numerator for the risk-based capital
ratio would continue to consist
primarily of the components of a credit
union’s net worth, In order to capture
all of the material risks whils keeping
the calculation from becoming overly
complex, the proposed rule would add
some additional equity Htems and other
specified balance sheet items would be'
subtracted. The goal of the Proposed
risk-based capital ratio numerator is to
achieve a measure that reflscts a more
accurate amount of equity and reserves
avatlable to cover losses,

methods uged in other sectors of the that the risk-based cepltal numerator is

TABLE 5—.—PHOPOSED RIsk-BASED CAPITAL NUMERATOR

Addltions Deductions
- Undivided sarnings {includes any reguiEr reserve) ..o | NGUSIE deposit,
Apprapriations for nen-cenforming Investments Gocdwill,

OLhEr FBEBIVES 11vvovrs oo ronsosecsesne s
Equity acquired in merger ...

Othsr Intangible assats,
Idenlified losses hot reflocled as adjustmenlts io components of the
risk-based numerator,

e

O AR MR

Net Income,
ALLL {limiled o 1.25% of risk assels).

Secondary capital accounts included In net worth,
Section 208 assistance included In net worth (as defined In §702.2),

104(b)(1) Capital Elements of the Risk-
Based Capital Ratio Numerator

Proposed § 702.104(b)(1) would list
the capital elements of the risk-haged
capital numerator ag follows:

*» Undivided sarnings (includes any
regular reserve);

* Appropriation for non-conforming
investments;

» Other reserves;

* Equity scquired in merger;

+ Net income;

s ALLL, limited to 1,26% of risk
assets;

* Secondary capita] accounts
included in net worth (as defined in
§ 702,2); and

¢ Section 208 assistance included in
net worth (us defined in § 702.2),

The proposed risk-hased numerator
would include the equity acquired in
merger component of the balance sheet,
This equity item would he used in place
of tha total adjusted retained earnings
acquired through business combinations
amount credit unlons report on the PCA
Net Worth Calenlation Worksheet in thn
Call Report, The equity acquired in
merger is the GAAP equity recorded in
a business comhination end can v.
from the amount of total adjusted
retained earning acquired ihrough
buginess combinations, which is not a

GAAP accounting item, The use of
oquity acquired in a merger, as
measured using GAAP, more accurately
reflects the overall valus of the business
combination transaction.

Because the ALLT is available to
cover oxpected levels of loan losses, the
proposed numerator also would fnclude
the ALLL, but it would be lmited to
1.25 percerit of total risk-welghtad
assets, 41 The RBNW calculation for
ALLL in current § 702,104(h) is limited
to 1.50 percent of loans and s includad
48 & reduction in the level of risk assets,
By establishing a limit in the amount of
ALLL included in the numerator, the
propesed rule would provide an
ingenlive for granting quality loans and
recording loan [osses in a timely
manner. The proposed 1.26 percent
Iimit should not result in a disincentive
to fully fund the ALLL above the 1,25
percent coiling, because complex credit
unions are hound hy GAAP in
maintaining the ALLL. NCUA estimates
that, as of June 30, 2013, approximately
468 of the 2,237 *complex” credit
unicns have an ALLL greater than 1,25
percent of total risk assets,

*1'The 1.25 percent of risk-wolghted assots
limilztion 18 donsistont with the Basel NI framework
and the rogulatory capital rules for U,S. bunks,

The proposed risk-based capital
numerator would not include the
following Call Report equity items:

* Actumulated unrealized gaing
(losses} on available for sale socurities;

* Agcumulated unrealized losses for
OTTI on debt securities;

* Accumulated unrealized net gains
(losses) on cash flow hedges; and

* Other comprehensive incame.

NCUA rocognizes the items listed
above refiect a credit union’s actual loss
absorption capacity at a specific point in
time, but includes gains or losses that
may or may not be realized, NCUA also
recognizes that including these items in
the risk-bassd numerator could lead to
volatility in the risk-based capital
measure, difficulty in capital planning
and asset-management and other
unintended consequances, 12
Accordingly, NCUA chose to exclude
these items from the proposed risk-
based capital numerator,

104(b}(2) Risk-Bassd Capital Numerator
Deductions

Proposad § 702.104(b)(2) would
provide that the slements deducted

2 The Other Foderal Banking Agoncies*
ragulatory capital rules (12 CFR $24.22) allow
institutions to make an upt-out elsction for stnilar
ageounts. Soo, 8.g., 78 FR 55339 (Sopt. 10, 2013),
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from the sum of the risk-based capital
elements are:

* NCUSIF Capitalization Deposit;

s Goodwill; .

* Other intangible assets; and

» Identified lossas not reflected in the
risk-based capital ratio numerator,

In order to ‘achieve a risk-based
capital numerator reflecting equity
available to cover losses in the event of
liquidation, goodwill and other
intangible assets would be daducted
from both the risk-based capital
numerator and denominator, Goodwill
and other Intangible assets contain a
high level of uncertainty regarding a
credit union's ability to realize value
from these assots, especially under
adverse financial conditiong,

The proposed rule would addrass
concerns about the NCUSIF deposit
reflected on the NCUSIF's balance shest
both as equily to pay losses and as an
asset of the insured credit unions, In the
proposed rule, the NCUSIF deposit is
subtracted from both the numerator and
denominator of the risk-based capital
ratio,*® This treatment for the risk-based
regulatory capital standard would not
alter the NGUSIF deposit accounting
treatment for cradft unions,

The proposed rule would include a
provision to allow for identified losses,
not otherwise reflected as adfustments
in the risk-based capital numerator, to
be deducted to reflect an accurate risk-
based capital ratio. The inclusion of
identitied losses would allow for the
calculation of an accurate risk-hased
capital ratio, Examples of iteme that

would be subject to this provision
include shortages in the ALLL,
underfunded pension accounts, and
unsupported valuations of bond claim
receivables,

104(c) Total Risk-Weighted Assets

In developing the propossd risk-
weights, NCUA reviewed the Basal
accords and both the U.8, and
international banking system’s existing
msk-weight measures, 44 NCUA
considered the comments contained in
material loss reviews prepared by the
NGUA Inspecter General and GAO
comments in their reviews of the
financial services industry's
Implementation of PCA,% Ag previously
mentioned, because the FCUA raquires
the risk-based measure to include all
material risks, consideration was given
1o credit visk, concentration risk, market
risk, interest rate risk, operational risk,
and liquidity risk.

Praposed § 702.104(c) would address
concenlralion risk by assigning higher
risk-weights to larger percentages of
assets in MBLs and real estate loans,
The concentration threshold amounts
are generally besed on the average
percentage of assets held in the asset
types.

104{c)(1) Gensral

Proposed § 702.104(c)(1) would
provide that total risk-welghted assets
include risk-weighted on-balance sheet
assels as described in § 702,104(c)(2),
plus the risk-weighted off-balance sheet
assets in § 702,104(c)(3), plus the risk-

welighted derivatives in § 702.104(c)(4),
minug the risk-based capital numaratay
deductions in § 702.104(b)(2). The

"proposal would require a complex

cradit union to caleulate ite risk-
weighted asset amount for {ts on- and
off-halance sheet exposuras, (NCUA’s
Call Report system would be upgraded
to conduct the ealculations
automatically,) In the proposal, risk-
weighted asset amounts would generally
be determined by assigning an on-
balance sheet agset to broad risk-weight
categories according to the asset type,
collateral, and level of concentration.
Similarly, risk-welghted assets amounis
for off-balance sheet items would be
calculated using a two-step process: (1)
Multiplying the amount of the off-
balance sheet exposure by a credit
conversion factor (CCF) to determine a
credit equivalent amount, and (2)
assigning the oredit equivalent amount
to o relevant risk-welghted category, A
credit union would determine its folal
risk-weighted assots hy calculating (1)
its risk-weighted assets, minus (2)
goodwill and other intangibles, and
minus (3) the NCUSIF deposit,

104(c}(2) Risk-Weights for On-Balance
Sheet Asssts

Proposed § 702,104{c)(2) would define
the risk categories and risk-weights {a be
assigned to each specifically defined on-
balanco sheet asset, All on-balance shoet
assats would be assigned io one of the
categories and risk-weights listed in
Table &,

TABLE 6-—RISK-WEIGHT CATEGORIES AND ASSOCIATED RisK-WEIGHTS

Risk-welght calegory Risk-walght

llems Incdluded

Category 1 ocverirnne, 0 percent ..o,

Category 2 ..oveirnin | 20 percent ..., Wb

Cash on hand, which includes the change fund (coln, currency, and cash flems), vault cash,

vaull funds In fransht, and currency supplied from autoratic telier machines,

NCUSIF capitallzation daposit,

Debt instruments unconditionally guaranteed by the NGUA or the FDIC,
U.S. Government obligations direclly and uncenditionally guarantesd by the full faith and

credit of the U,5. Govermment, including U.S. Treasury bllls, noles, bonds, zero coupon
bonds, and separate trading of registered Interest and principal securliies {STRIPS)..

Non-definquent student loans unconditionally guaranteed by a U.S. Government agency,

+ Cash on deposit, which Includes batances on deposlt in Inaured financlal institutions and de-
posits in transit, These amounts may or may nat be subject to withdrawal by check, and they
may or may nol bear Interest. Examples include ovemight accounls, corporate credil unlon
daily accounis, meney market accounts, and checklng accounts, -

Cash equivalents (investments with original maturities of three months or less), Cash equiva-

lenls are shor-term, highly tiquld non-securlly investments that have an original maturity of 3
morths or less at the fime of purchase, are readily convertible to known amounts of cash,
and are used as parl of the credit unlon’s cash management activities,

+ The tolal amount of inveatments with a weighted-average life of ons year or less,

13 Spo U,8. Govt, Agcountabllity Office, GAO—-04—
849, Avatlable Information Indjcates No Compeliing
Need for Sorondary Gapital {2004), avetlable af
hitpih WIVH.B00. 80V tsseis/ 250/243642,pf,

# The Disel Commlltee on Banking Suporvision
(BCBS) published Bass! I in Docember 2010 and
revised it in Jume 2011, availeble af hitpitt
www.bis.org/publ/bchs 189, hem,

1t Seclion YE8 of the Dodd-Frank Wull Strest

Reform and Consumer Proteation Act ohligates the
NCUA’s luspector Goneral to conduct malerial losg
reviews (MLRs) of credit unions thal incurred 2 logs
of $25 million or mors to the NGUSIF, In addition,
seclion 844 roquires the NGUA's Inspoctor General
to review all losses undor the $25 million Mreshold
to agsoss whethor an in-depth review is warrimiad

Residential mortgages guaraniged by the federal government through the FHA or the VA,

due ko unugual ciroumstancos, The MLR aro
avatlnble at http.‘//www.ncua.gav/abom/l.sademhfp/
COfOIG/Pugﬂs/Mureriafl.ossﬂﬂw‘aws.aspx; sea also
GAQ/GGD-90~158 (July 1998); GAO~D7-453 (Fab,
2007), GAO-11-612 (Jung 2011}, GAO-12-247 (Jan.
2012}, and GAD-13-71 {Jun, 2018}
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TABLE 6—RISK-WEIGHT CATEGORIES AND ASSOCIATED RisK-WEIGHTS—Contlinued

Risk-welght category Risk-waight o ems included

* Loans guaraniesd 75 peroant or more by the SBA, U.S, Department of Agricullure, or other
. . U.8, Govemmoent agancy. . ,
Catagory 8 ...veenees, | 6O percent ..,...... - * The total amount of Investments with & welghted-average life of greater than one year, but
loss than or equal o thres years,
* The iotal amount of currsnt and non-delinquent first morlgage real estate loans less than or
: equal to 25 peroent of tolal assels,
Category 4 ..., 75 percent vuioioin

* The total amounl of investmenls with a weighted-average Ife of greater than thres years, but
less than or equal to flve yoars,

« Current and non-delinquent unsecured credlt card loans, ather unsecured.loans and lines of
credit, shosl-term, small amount loans (STS), new vehicle loans, used vehiole ivans, leases
recelvable and alt other loans; {Excluding loans reported as MBLs).

+ Current and non-delinquent first mongage real estaie loans graater than 25 parcent of total

‘ assets and less than or equal to 35 percent of assets, :
Calegory 5 .ivnvvvanen | 100 percent ........ wune [ ¢ Gorporale cradit union Nonperpetyal capital.
. = The {otal outstanding principal amount loaned to CUSOs,

* Current and nan-delinguent first mongage real estate loans greater than as parcent of total
assets,

* Delinquent first mortgage real sslate loans.

+ Oiher real ostate-secured loans less than or equal o 10 percent of assets,

= MBLs Isas than or equal o 15 parcent of assets, o

* Loans held for sale.

= The tolal amount of any foreslosures and repossessed assets,

* Land and building, iess depregiatlon on bullding.

e Apy other fixed assets, such as lumiture and fixturas and leasshold Improvements, Joss ro-
lated depreciation, :

= Current non-federally Insured student loans.

= All other assets not speclilcally assigned a risk-welght but included in the balance shest,

Category 6 v, w (126 percont .............. | » Tota! amount of all other real sstale-ssoured loans greater than 10 percent of asssts and
less than or equal fo 20 parcent of assets,
Calegory 7 ... | 150 porcent i | The tolal amount of invesimants with a woighted-average life of greater than five years, but

lass than or equal to ton years,

Any delinquenl unsecured credlt card loans; other unsecured loans and lines of credit; short-
term, small amount loans; non-federally guaranteed student loans; new vehigle loans; used
vehicle loans; leases receivatle; and af other loans (excluding loans reported as MBLs),

= The lotal amount of all other rea eslate-sacured loans greater than 20 parceni of assels,

* Any MBLs greater than 15 percent of assels and less than or oqual to 25 pergant of assets,
Calegory 8 ...... Lo 200 percent .veviiins | ® Corporale oredit unlon perpelual capital,

* The lofal amount of investmanis with a welghted-average life of grealer than 10 years,

» The total amount of MBLs greater than 25 persent of assets, othor than MBLs Included in

‘ Category 8 above,

Categoiry 9 ...... Wi 250 percent ... * The total value of investments In CUSOs,

¢ The tolal value of marigage servicing assels.
Calegory 10 ..., 1,250 percent ... | « An assel-backed Investment for which tha credll union is unable to demonsirate, as requirad

uncler §702.104(d), a comprehensive understanding of the features of the asset-backed in-
* vastment that would materlally affect fis performance. '

A lurther explanation of risk-walghts  the existing structure for measuring risk  of investments” (WAL), as definad

based on balance sheet asset type weights for most cash items and within the regulation, The WAT. i
follows, investments, For specific investments, generally the average time until & dollar
Cash and nvestment risk-waights, the risk-waights wouid continue to be of principa) is ropaid,

The proposal generally would moinisin based upon the “weighied-average lifo

TABLE 7—PROFPOSED RISK-WEIGHTS FOR GASH AND INVESTMENTS

Proposed
tlem | fsk-weight
. {percent)
Gash on hand e Lkttt e sttt et e 0
NGUA and FDIC issuad Guarantead Notes . .- R 0
Direcl, uncondltional U.S. Govermnment obligations .. 0
Cash on deposit ... smecsesescos,e., 20
Gash aqUvaleNts ......vveeemveresrssines 20
Total investments with WAL < TYBAE e . s 20
Tolal Investments with WAL >T-year and < Syears ......, s e e 50
Total Invesimenls with WAL >3year and < 5-years .......... 75
Corporate oredt union nonperpelual capital ,................. 100
Tolal Invesiments with WAL »5-year and < 10-years . - 150
Total Investments with WAL » Lt 200
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TABLE 7—PROPOSED RisSK-WEIGHTS FOR CASH AND INVESTMENTS—Continued

ltem

Proposed
risk-welghl
{percent)

Corporate cradit unlon perpetual capital ....y.....,

................... L T TR LT LI T TEY P TR PTTR T TY

PP YT IT IV

D e e 200

Cash held by a credit union for
normal eperations—such as vault cagh,
ATM cash, and teller cash—typically
present no risk because it is proteated
from loss by a oredit union’s fidelity
bond and would be assigned a zero risk-
welght,

To maintain continuity and provide a
fair measure of the interest rate and
liguidity risks associated with longer
term investments, the proposed rula
would confinue to use the maasure in
current § 702,105 for investments, The
current risk-weights for Investments
relied on the results of 300 basis point
interest rate ‘‘shock tests' to carroborate
the assigned risk-weights, The 300 basis
point shock test is a widely accepted
measure of interest rale risk. The
proposed risk-weight for investments
with a WAL of less than 5 years would
be lower, relative to the existing rule, to
reflect lower interest rate risk and
lquidity risk. The proposed risk-weight
for investmenis with a WAL from & to
10 years would be about the same and
the risk-weight for investments with a
WAL over 10 years would ba decreased
slightly.

The proposal would lower the risk-
weight for direct and unconditional U, S,

Government obligations (FDIC issued
Guaranteed Notes, and other 1,8,
Government ohligations) from the WAL
measure to zero risk-weighted assets,
and muintain the current zero risk-
woight for NCUA Guarantead Notes,

In the turrent rule, the investment in

‘nonperpetual and perpetual capital in a

corporate credit unicn are reported in
thae *“>1-3 Years” WAL bucket on the
Call Report and assigned the assoclated
risk-weight, '
Member Business Loans {(MBLs).
Consistent with the existing rule, the
risk portfolio for “membaer business
loans outstanding” in the proposal will
consist of loans outstanding that qualify
as MBLs under NCUA's definition,46 or
under a state's NCUA-approved
definition.+7 If a loan qualifies as a MBL
when it is originated, it will remain so
until it has baen repaid in full, sold, or
otherwise disposed of, Unused MBL
commitments would be addressed in a
soparate off-balance sheet rigk portfolio,
In the current rule, the rigk-weights
for MBLs apply ncross three thresholds
based on the amount of MBLs as a
percentage of total assats. The first
threshold applies to concentrations
batween 0 and 15 percent, the second

applies to concentrations over 16
percent and up to 25 percent, and the
third applies to concentrations in excess
of 26 percent, The proposed rule would
maintain the same threshold lavels for
assigning risk-weights. Since current
MBL rogulations generally limit MBLs
to 12.25 percent of total assets,+
typically only those credit unions with
an MBL exemption are subject to the
higher risk-weightings assigned to the
higher concentrations of MBLs,

Supervisory experience has
demonstrated that certain MBLs present
multiple risks for which credit unions -
should hold additional capital. Many of
the largest losses to the NCUSIF
occurred in credit unions with high
concentrativns of MBLs.49 Similarly, the
failures of many small banks between
2008 and 2011 were also largely driven
by high concentrations of MBLs, The
GAO reported that in the 10 states with
10 or more bank failuraes betwean 2008
and 2011, the failure of the small end
medium-size banks were largely
associated with high concentrations of
coramercial real estate loans,s0

As {llustrated in Table 8, the proposed
rule would moderately increase all of
the risk-weights for MBLs,

TABLE B—CCMPARISON OF CURRENT REGULATION AND PROPOSED MBL COMPONENT

Gurr[er;'tﬂMB!hrisk-
welghtings > — Propesed MBL
Tolal MBLs foonverted for | o) T diebtins
8% adaquataly {porcent)
capitalized lsvel) P
(perceant)
O 1o 15% of ASSals ... iiiicnnn 75 52100
>15 tg 25% of Assels ., 100 150
AMOUnt OVEr 2% wuvsimrmvssnmnnneimanassini 176 200

MBLg that are government guaranteed
at least 75 percent, normally hy the
Small Business Administration. (SBA) or

46 Sag 12 CFR 722.1.

+ 8en 12 GFR 723,20,

4t Soo 12 GFR 723.16{a}.

48 Soe NCUA Ofitcs of the Inspector General,
0OIG-10-20, OIG Capping Repert on Material Loss
Reviews (Nov. 23, 2010), Chart G, available at
httpitfwwnw noua.gov/ebont/Loadership/CO/ONG!
Documents/OIG201020CappRpl.pdf,

50U.8, Government Accountability Office, GAO-
13-704T, Gausss #nd Consequoences of Revent
Community Bank Failures (lune 12, 2013), puge 4,

U.5. Department of Agriculture, wonld
raceiva a lower risk-weight of 20 percent
under the proposed rule,

avirdlable ot hitp://www.gao.goviassels/aso/
855184, pdf.

5 Tha current MBL risk-wéightings were
canverted to o comparablo risk-weight by dividing
the current risk-welghting by 8 percent, with B
porcent reprasanting the level of risk-weighted
capital neaded to be adaquately capitalizedl. In the
ouerant rals total MBLy less than thy throshold 15
percent of assets roveive a 6 percent risk-weighting,
which is equivalent to a 78 percont risk-welght
under this propusal {8% divided by 84%). Tho next
threshold in the current regulation for total MBLs
trom 15 percent to 26 porcent of assols recelved an

As of Tune 2013, for the 1,579
complex credit unions with outstanding
MBLs, MBLs comprise an nggragate of

8 percent risk-weighting, which s equivalent to a
100 percent zisk-welght under this propasal (8%
divided by 8%) and the highest concenhalions of
MBLs recsived a 14 percent risk-wedght, which is
equivalent to 4 175 percent risk-waight under this
proposal (14% divided by 8%),

52'This is consistent with the Qther Federal
Banking Regulatory Agencies' capital rules {a.g., 12
CFR 324.32), which maintein a 100 percent risk-
waight for commercinl real estata (CRE) and

‘Includes a 150 percent risk-weigh for lnans definad

a3 high volatility cummersia)l real estate {HVCRE),
Ses, e.g., 78 TR 55329 (Sopt. 10, 2013),
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4,80 percent of assets and an average
5,14 percent of assets. Only 70 of the
credit unions helding MBLs have MBL
portfolios in excess of 15 percent of total
assets. The threshold of 16 percent was
selacted to provide for the possibility of
a decline in asset size once a credit
union reaches the 12.25 percent
statutory limit for MBLs.

NCUA considered developing an
alternative version of the current
method for computing the MBL’s 15
percent concentration level that would
have addressed the potential for
reduced risk in a well-diversified MBL -
portfolio. However, before develaping
such a method, NCUA staff evaluated
the diversity of MBL loan types using
the data reported in the Call Report, The
data was summarized into the following
five subcategories; (1) Construction and
development, (2) agriculture related
loans, (3) non-farm, non-residential
property, (4) commercial and industrial
loans, and (5} unsecured business loans.
NCUA noted as they evaluated the Call
Report data that, of the 70 credit unions
with MBLs over the 15 percent of assets
threshold that would be subject to
higher risk-weights on a portion of thaiz
MBLs, most tended to primarily
originate one partjcular type of MBL,
The Call Report data provides no
information on the geographic
distribution of the MBL poztfolio and
the additional information needed to
properly identify the natere and extent
of any diversification would place an
additions] data reporting burden on
credit unions with an uncertain resnlt,
Due to the lack of diversity in the types
of MBLg hald by credit unions and the
reporting requirements to potentially
identily diversification, the Board
decided to propose maintaining the
current risk-weight concentration levels,
The Board helieves that maintaining the
current methodology aveide adding the
complexity required to define the
adequate lavel of diversification and
associated reporting necessary to
implement such an alternative method
in the proposed rule,

Real Estate Loans, The current rule
exchxdes from the real estato risk-
weights those resl estate loans reported
as MEBLs. The proposed rule would
continue this exclusion.

The current standard risk-weighting
approach establishes higher capital
requirerients only for 'long term” real
estite loans, excluding loans that re-
price, refinance, or mature within five
years or less, By excluding loans that re-
price, refinance, or mature within five
years or less from higher capital
requirements, the current formula does
not address a large amount of real estate
loans, As b result, credit unions build

real estate loan concentrations without
appropriate capital, Additionally, the
junior lien realpestate loans, with a
significantly higher loss history, are
combined with first marigage real estate
loans, An unintended consequence of
the current real estate loan risk-weight
is the structuring of mortgage prodncts
to minimize capital requirements which
could impact the marketability of such
loans,

The proposed rule would recognize
the lower loss history for current,
‘prudently written first lien real estate-
secired loans by assigning a lower rigk-
weight of 60 percent to the first 25
percent of assets.5® To account for
conceniration risk, the risk-weight for
first lien real egtats loans would '
increase for loans between 25 and 35
porcent of assets from 50 percent to 75
percent, First lien real estate loans over
35 percent of assets would be accorded
a 100 percent risk-weight, The threshold
of 26 percent is based on the average
percent of first mortgage real estate
loans to totsl assets, which, as of June
30, 2013, is 24,9 percent for all complex
credit unions, Out of the 2,188 complex
credit unfons with first mortgage real
ostate loans, 510 have a concentration in
excess of 26 percent of assets and 160
have a coneentration in excess of 35
percent of assets,

In the proposed rule, if a credit union
holds the first and junior lten(s) on a
property, and no other party holds en
intervening len, the credit unfon could
treat the combined exposure as a single
Toan secured by a first lien for purpose
of assigning a risk-weight. A first llen
real estale loan could be assigned to the
50 percent risk-waight calegory only if
it is not restructured or modified, A first
lien reel estaie loan modified or
structured on a permanent or trial basis
solely pursuant to the U.S. Treasury’s
Home Affordability Mortgage Program
(HAMP) would nol be considered to be
restructurod or modified. A first lien
real estate loan guaranteed by the
federal government through the Federa)
Housing Administration (FIA) or the
Department of Vetorans Affairs (VA)
gonerally would be risk-weighted at 20

percent. While a government guarantee

against defatult mitigates credit risk, it
does not affect interest rate risk,
During the recent market turmoil, the
U.8. housing market experienced
significant deterioration and

53This i3 conafstent with the Othor Federal
Banking Repulatory Agencles* capital rules (a.g., 12
CFR 324,32), which maintained the 50 percont visk-
woighl for onp to four family veal estate loans that
are prudently underwritten, not 80 days or more
pasl due, and not vestrustuved or modified, and a

100 parceut riak-weight for such loans othorwise, -

Sas, e.g., 78 FR 65939 (Supl. 10, 2013),

unprecedented lavels of mortgage loan
defaults and home foreclosures, The
cause for the significant increass in Joan
defaults and home foreclosures
included inadequate underwriting

. standards, high-risk mortgage products

providing for negative amortization and
significant payment shock to the-
borrowers, unverified or undocumented
income, and a rise in unemployment,54
Therefore, NCUA is proposing that real
estate-securad loans not meeting the
definition of first mortgage real estate
loans would be referred to as “other real
estate loans” and assigned a higher risk-
weight, First lien real estate loans
delinquent for 60 days or more or
carried on non-accrual status would be
included in the category of other real
estate loans for the purpose of assigning
the risk-weight.

In the proposed rule, other real estate
loans would be assigned a risk-weight of
100 percent for the first 10 percent of
assets, To account for concertiration
risk, the risk-weight for other real estate
loans would increase to 126 percent for
loans between 10 and 20 percent of
assats, Other real estate Ioans over 20
percent of assets would be risk-weighted
150 percent, The threshold of 10 percent
is roughly based on the average percent
of other real estate loans to total assets,
which, s of June 30, 2013, is 6.85
percent for all complex credit unions,
Out of the 2,218 complex credit unions
with other real estate loans, 533 bave a
concentration in excess of 10 percent of
assets and 100 have a concentration in
excess of 20 percent of ussets,

Tables 9, 10, and 11 below provide a
camparison of current and proposed
risk-weights for real estate-secured
loans:

TABLE 8—CURRENT RISK-WEIGHTS
FOR LONG TERM REAL ESTATE lLOANS

Current Risk-Weights for Long-Term Real
Estate Loans (revised for an 8 percent
adequately capitelized standard)

Daflnition; RE Loans—Loans Matuting, Refl-
nancing, or Re-Pricing In 5 years—RE
Loans also reporled as MBLs = Long-Term

" RE Loans,

Thrashold Current risk-

wajght 68

{percent)
0-25% of assets ... reansnannet, 75
_Excess over 25% of assets ..., 175

54In drafting these proposed regulations, NCUA
1s mind{ul of the Implicatious of other recontly
published rpgnlations that hava been issued t0
fmprove the qualily of morigage imderwriting.
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TABLE 10—PROPOSED RISK-WEIGHTS
FOR FiRST LIEN REAL ESTATE LOANS

Proposed Risk-Weights for First Lien Real

Estate Loans

Definition: 1st.Lien RE Loans-~1s1 Lien RE
Loans also reporiad as MBLs—Delinquent
1st Llen RE Loans = First Llen AE Loans.

Threshold Proposed
rsk-welght
(percont)
0-25% of 888015 civieinresrnenss 50
>26-35% of 858018 .ivvrvrinne, 76
Excess over 35% of assels ...... 100

‘TABLE 11—PROPOSED RISK-WEIGHTS
FOR JUNIOR LIEN REAL ESTATE LOANS

Proposed Risk-Weights for Junior Llen
Real Estate Loans

most currenl ccnsumer loans, the
proposed rule would assign a risk-
weight of 75 percent, which maintains
the existing risk-based capital
requirement.5” Non-federally
guaranteed student loans, which contain
highar.risks (s,g., default risk and
extension risk}, would be risk-weighted
at 100 percenl in the proposal, Federally
guaranteed student loans would receive
a zero percent risk-weiglit,8 Tabls 12
below lists the propased risk-weiglits for
each current consumer loan type
réported on the Call Report,

TABLE 12—PROPOSED RISK-WEIGHTS
FOR CONSUMER LOAN TYPES RE-

Definfior: Junior Lien RE Loans + Delin-
quent 1st Lien RE Loans—Junior Llen RE
Loans also reported as MBLs = Junlor Lien
Real Estate Loans,

Threshold Proposed
risk-welght
(percent)
0~10% of assels ....., 100
>10-20% of assets .. 125
Excess over 20% of a 160

The aggregate minimum capital
requirement, using the proposed risk-
weights for first llen and junior lien real
estate loans, is slightly less than the
current minimum requirement,#® The
proposed risk-weights for real estate
loans, however, would result in a higher
variance in the minimum capital
requirement for individual affected
credit unions because the risk-weights
better differontiate the risk associated
with lien position and concentration,

Current consumer loans, Consumer
loans (unsecured credit card loans, lines
of gredit, automobile loans, and leases)
are generally highly desired credit
union. assets and a key element of
providing basic financial services, For

55 The risk-welghtings were eonveried to n
comparable risk-walght by dividing {ha curront rske
walghting by B porcent, repressnting the level of
risk-walghted capltal need to be adequataly
capitaitzed, In the current rule, long-term roal estate
loans lass than the 26 percont thrashold recelve &

6 percent risk-welghting, which is squivnlent to a
75 parcent risk welght under this proposel (5%
divided by 8%). Total long-term real estale loang
over the 25 percant threshold receive & 14 percent
risk-weighting, which is sqnivalent Lo a 175 parcent
rigk waight undor this propoesal (14% divided by
8%). i .

6 Analysis of cal] report data indicates that the
proposed risk weights produce no eggregate
minimum eapital vequirement, at the well
capitallzad levol, of 97 percent of tho tnrront
minimum RBNW roquiramnont for real cstats loans
when applied to affected credit vnions,

PORTED ON CALL REPORT
+ Proposed
Consumer loan type—Less :
than 60 days i Inquent "(ffgxgﬁr)"

Unsecured Credlt Card Loan ... 76
All Other Unsecured Loans/
* Lines of Gredit ,............. e 75
Short-Term, Small Amount -
- Loans ... W 76
Federally Guaranteed Student

Leans ... 0
Non-Federally Guaranieed Stu- |-

dent Loans .......... . 100
New Vahicie Loans .., 75
Usad Vehicla Loans ...riwen. 76
Leased Rocelvable ... 75
All Other Loans/Lines of Credi 75

Delinguent consumer loans, The
current risk-based capital measure does
not cantain a higher risk-weight for
delinquent consumer loans, Rising
levels of delinguent loans are an
indicator of increased risk, To reflect the
impaired credit quality of past due
loens, the proposal would require credit
unions to assign a 150 percent risk-
woight to a non-real estate loan if it is
60 days or more past dua or in
noenacerual status, NCUA reaiizes that
the ALLL is already reflected in the risk-
hased capital numerator end increased
provision expenses docrease retained
earnings, However, the ALLL is
intended to cover astimated, incurred
logses as of the balance sheet date,
rather than unexpected losses, The

57 This is consistent with the Other Federal
Banking Rogulalory Agencies’ capitnl rules (o.g., 12
CFR 324.83), which maintained the 100 pereont
tisk-weighl for non-delinquent consmuer loans,
Sae, e.g,, 78 FR 55330 (Sept. 10, 2013),

51 Up until 2010, guaranteed student loans were
available through private landing instiintions wnder
the Federal Famity Educetion Loan Progrem
(FFELP), Thosa loans were fimdad by the Fadaral
govormment, und administered by approved privato
lending organizalions, In offect, thase loens were
underviitten and guaranteod by the Fadersl
government, ansuring that the privets lender would
ussume no risk shauld the borrawer ulthmately
default, Loans issued under this program prior to
June 80, 2012 will romain on the books of credit
unlons for many years,

higher risk-weight on past due
exposures ensures sufficient regulatory
capital for the increased probability of
unexpected losses on these exposures.
The higher risk-weights better capture
the risk associated with the impaired
credit quality of these expasures,

TABLE 13—PROPOSED RISK-WEIGHTS
FOR DELINQUENT CONSUMER LOANS

L . Proposed
Consumer ioan type—Delin-
quent more thay 60 days d i@'g:’;gﬁ?t

Unsecured Credit Card Laan ... 160
ANl Other Unsecured Loans/

Lines of Credit ............. 160
Sheort-Term, Small Amount

Loans ..., Wt 180
Non-Federally Guaranioad Stu-

dent Loans ..., e 150
New Vehicle Loans ... 160
Used Vehicle Loans ..o, 150
Leased Recoable ... . 150
All Other Loansilines of Credlt 150

Loans to GUSOs and CUS0O
investments, Since Call Reports are
prepared on a consolidated basis,
whally owned or majority owned CUSO
assets are consolidated with the credit
union’s books and records with
applicable risk-weights assigned by tha
asset type, The current risk-based
measure dssigns the risk-weight for
average-risk assets to the amount of the
credit iinjon’s investments in CUSCs
and loans to CUSQs, as raported in the
Other Asset Call Report item, The
proposal would increase the risk-weight
to 250 percent for investments in
CUS0s, This increase is due to the risk -
of this ungecured equity investmant,
which is almost always in a non-
publicly traded entity, Loans to CUSOs
are normally a higher payout priority in
the event of liquidation of a CUISO, and
thus would be assigned a risk-weight of
100 percent,

TABLE 14—PROPOSED RISK-WEIGHTS
FOR LOANS TO CUSOS & INVEST-
MENTS IN CUSOs

Proposed

risk-welght

{percent)
Loans to CUSO 100
Investment in CUSO ..., 250

Mortguge servicing asset [MSA), The
proposal would address the complexity
and variability of the risks, including
intorest rate risk and market risk,
associated with a MSA by assigning a
250 percent risk-weight, MSAs can
become impaired when interest rates

- fall and borriwers refinance or prapay

their mortgage loans, This impairment
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can lead to earnings volatility and
erosion of capital, Additional risks
include those assooiated with valustion
and modeling processes,

- 'FABLE 15—PROPOSED RISK-WEIGHT

FOR MORTGAGE SERVICING ASSETS

Proposed
risk-weight
(percent)

(VT S —— 250

Other on-balance shegt pssets. The
current risk-based measure for all other
balance sheet assets not otherwise
assigned a specific risk-weight is 100
percent of the risk-based target. Under
the proposed rule, these same assets
would receive a 100 percent risk-
weight.5% Credit unions with high levels
of other assets, predominately non-
earning assets, often have lower net
income resulting in pressure on capital,

TABLE 16—PROPOSED RISK-WEIGHTS
FOR OTHER ON-BALANCE SHEET
ASSETS

Froposed
Other asset type risk-walght
(percent)
Loans Held for Sale ..cooveeeieenn, 100
Foreclosed and Repossessed
ASEEIS i 100
Land and Bullding v.....cvcennnn. 100
Other Fixed Agsa1S .. 100
Accrued Interest on Loans ....... 100
Acorued Interest on Invest-
mens .., 100
All Other Assets not olharwiso
specifically assigned a risk-
Walght oo 100

104(0)(2)(i) Category 1—Zero Percont
Risk-Weight

Proposed § 702,104(c)(2) (i) would
require that credit unions assign & zero
percent risk-weight to the following
assot types:

» Cash on hand, which includes the
change fund (coin, currency, and cash
itoms), vault cash, vault funds in transic,
and currency supplied from automatc
teller machines, )

» NCUSIF capitallzation deposit,

* Debt instruments uncenditionally
guaranieed by the NCUA or the FDIC,

+ U.5, Government obligations
directly and unconditionally puaranteed
by the full faith and credit of the U.S.
Government, including U.8. Treasury
bills, notes, bands, zero coupon bonds,

o0 This is consistent with the Other Faderal
Banking Rogulatory Agencies’ capital rulss {o.g., 12
CFR 324.32), which maintained the 100 percont
risk-weight for assats nol assigned to a risk welght
calegory, Sou, 6,g,, 70 FR 56339 (Sept. 10, 2018),

and separate trading of registerad
Interest and principal senurities
(STRIPS), . |

+ Non-delinquent student loans
unconditionally guaranteed by a U.S,
Govarnment agency, _

104{c)(2)(ii) Category 2—20 Percent
Risk-Weight - ’

Proposed § 702,104{c)(2)(i1) would
provide that credit unions assign a 20
percent risk-weight to the following on-
balance sheet assets; .

* Cash on depasit, which includes

balences an deposit in insured financial

institutions and deposits in transit,
Thess amounts may or may not be
subjact to withdrawal by check, and
thay may ar may not hear interest,

.Examples include avernight accounts,

corporate credit union daily accounts,
money market ageounts, and chacking
accounts,

* Cash equivalents (investments with
original maturities of thres months or
less}, Cash squivelents ave short-term,
highly liguid non-security invastments
that have an original maturity of 3
months or less at the time of purchase,.
are readily convertible to known
amounls of cash, and sre used as part of
the credit vnion's cash management
aclivities, ‘

* The tolal amount of investments
with a weighted-average lifs of one year
or less,

* Residential mortgages guaranteed
by the federal government through the
FHA or the VA,

* Loans guarantead 75 percent or
mare by the SBA, U.3. Department of
Agriculture, or other U.8, Government
agency.

104(c)(2)(i1i) Category 3—50 Percent
Risk-Weight

Praposed § 702,104(c)(2)(i11) would
require that credit unlons assign a 50
percent risk-weight to the following on-
halance sheot assatg:

* The total amount of investments
with a weighted-average life of greater
than one year, but less than ar equal to
three yoars,

» The total amount of current and
noa~delinguent first mortgage real estate
loans less than or equal to 25 percent of
total assete,

104(c)(2)(iv} Category 4—75 Percent
Risk-Weight -

Proposed § 702.104(c)(2)(iv) would
raquire that credit unions assign a 75

percent risk-weight Lo the following on-

balance-sheet assets:

* The total amouvnt of investments
with a weighted-average life of greater
than throe years, but less than or aqual
to five years, ;

"« Gurrent and non-delinquent
unsecured credit card loang, other
unsecured loans and lines of credit,

. short-term, small amount loans, new

vehicle loans, used vehicle loans, leages
receivable and all other loans,
{(Excludingloans reported as MBLs),

+ Current and non-delinquent first
marigage real estate loans greater than
25 percent of total assets and less than
or equal to 35.percent of assets.

104(c)(2)(v) Category 5—100 Parcant
Risk-Weight ) '

Proposed § 702,104(c)(2)(v) would
require that credit unions assign a 100
Eercent risk-weight to the following on-

alance sheet assets;

-¢ Corporate credit union
nonperpetua)l capital,

* The total outstanding principal
amonat of loans to CUIS0s,

+ Current and non-delinquent first
mortgage real estate loans greater than
35 percent of total assets. '

¢ Delinguent first mortgage real estate
loans, .

» Dther rea] estate-secured loans less
than or equal to 10 percent of assets.

* MBLs less than or equal ta 15
percent of assets.

¢ Loans held for sale,

* The tolal amount of any
foreclosures and repossessed nssets,

* Land and building, less
depreciation on huilding,

* Any other fixed assets, such as
furniture and fixtures and leasshold
improvements, less related depreciation.

¢ Current non-federally insured
student loans.

* All other assets not specifically
assigned a risk-weight but included in
the balance sheet.

104(c)(2){vi) Category 6—125 Percent
Risk-Weight

Proposed § 702,104(c)(2)(vi) would
require that credit unjons assign a 125 .
percent rigk-weight to the total amount
of all other real estate-secured loans
groater than 10 percent of assets and less
than or equal to 20 percent of assets.

104(c)(2)(vii) Ca(egory 7—150 Percent
Risk-Weight

Proposed §702,104{c)(2)(vi}) would
require that credit unions assign a 150
percent risk-weight to the following on-
balance sheot assets:

¢+ The total amount of investments
with a weighted-average lifo of greater
than five years, but less than or aqual to
ten years,

¢ Any delinquent vnsecured credit
card loans; other unsecurod loans and
lines of credit; short-term, small amount
loans; non-federally guaranteed student
loans; new vehicle loans; used vehicle
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loans; lesses recelvable; and all other
loans (excluding loans reported as
MBLs), : .

+ The total amount of all other real
estate-secured loans greater than 20
percent of agsets,

= Any MBLs greater than 15 percent
of assets and less than or equal to 25
percent of assets,

104(c)(2){viii) Category 8—200 Percent

. Risk-Weight .

Proposed § 702,104(c)(2)(viii) would
require that credit unions assign a 200
percent risk-weight to the following on-
balance sheot assets:

* Corporate credit union perpetual
capital.

* The total amount of investments
with a weighted-average life of greater
than 10 years,

* The total amount of MELs greater
than 25 percent of assets, other than
MBLs included in Category 3 above:

104{c)(2)(ix) Category 9—250 Percent
Risk-Waight

Proposed § 702.104(c)(2)(1x) would
require that credit unians assign & 250
percent risk-weight to the following on-
balance sheet asssts:

+ The total value of investments in
CUSQOs, :

¢ The total value of MSAs.

104(c){2)(x) Category 10—1,250 Percent
Risk-Weight

Pruposed § 702,104(c)(2)(x) would
require that crodit unions assign 1,250
percent rigk-weight (8% * 1,250% =
100%]) to an asset-backed investment for
which the credit union is unable to
demonstrate, ns required under
§702,104(d), a comprehensive
understanding of the features of the
asset-backed investment that would
materially affoct its performance, A
1,250 parcent risk-welght is equivalant
to halding capital equal to 100 percent
of the investment’s halance shest
value,8o

During the recent financial crisis, it
became apparent that many federally
insured financial institutions relied

exclusively on ratings issued by
Nationally Recognized Statistical
Organizations (NRSQs) and did not
perform internal credit analysis of asset-
backed investments, Complex credit

* unions must be able to demonsitate a

comprehensive understanding of any
investment, particularly an
understanding of the features of an
assot-backed investment that would
materially affact its performance. Upon
purchase and on an engoing basis, the
credit union must evaluate, review, and
update g appropriaty the analysis
performed on &n asset-hecked
investment, In the event a credit union
is unable ta demonstrate a
comprehensive understanding of an
asset-backed investment, the proposed
rule would provide for assigning a rigk-
waeight of 1,250 percent to that
Investment,

104{c}(3} Risk-Weights for Off-Balance
Shest Activities

Praposed § 702,104(b){3) would
provide that the risk-weighted amounts
for all off-balance sheet items are
determined by multiplying the notionat
pringipal, or face valus, by the
appropriate conversion factor and the
assigned risk-weight as follows:

* A 75 percent conversion factor with
a 100 percent risk-weight for unfunded
commitments for MBLs,

* A 75 percent conversion factor with
a 100 percent risk-weight for MBLs
transferred with limited recourse,

* A 75 percent conversion factor with
a b0 percent risk-weight for first
mortgage real estate loans transfarred
with limited recourse,

* A 76 percent convarsion factor with
a 100 percent risk-weight for other real
aestate lonna transferred with limited
recourse.

* A 75 percent convarsion factor with
a 100 percent risk-weight for non-
federally guaranteed student doans
transfarred with limited raconrse.

* A 75 percent conversion factor with
a 75 percent risk-weight for all other
loans transferved with limited recourse,

* A 10 percent conversion factor with
a 75 percant risk-wolght for total
unfunded commitments for non-
business loans,

The risk-based capital measuze in
current § 702,104 includes the amount
of commitments outstanding for loans
sold with recourse and unused member
business loan commitments in the

. caleulation of risk-assets, The curreni

rule recognizes the potential for thess
commitments to-quickly become on-
balance sheot assets with their related
risks,

Under this propesal,a aredil union

‘would celculate the exposure amount of

an off-balance sheet component, which
iz usually the contractual amount
multiplied by the applicable credit
conversion factor (CCF). This treatment
would apply to specific off-balance
sheet {tams, including loans sold with
recourse, unfunded commitments for

"business loans, and other unfunded

commitments. The proposed rule would
improve risk sensitivity and implement
capital requirements for certain
exposures through a simple
methodology.

Large draws on unused MBL
commitments may cause liquidity
problems and heighten exposura to
aredit risk, MBL commitments typically
do not feature a “‘material adverse
conditions” clause as grounds for
revocetion. The proposed rule would
assign a 75 percent CCF and a 100
percent risk-weight to nnused member
business loan commitments.

The proposal would retain the
existing assumption that the risk
exposurs associated with recourse loans
ig analogons to that associated with
similar on-balance shoet loans, The
proposal would reduce the existing
capital requirement for first mortgage
real estate loans and consumer loans by
assigning them a 75 percent CCF and a
risk-weight consistent with the risk-
weight aseigned for the loan type for on-
balance sheet loans,

TABLE 17—PROPOSED CREDIT CONVERSION FAGTORS AND RISK-WEIGHTS FOR OFF-BALANGE SHEET ASSETS

Procposed | Proposad
CF risl-welght
(percant) (percent)
Unused MBL COMMIMENLS .vvvuuuiviiercvonimnsiersrssesssmmssses toeesssesens s 75 100
MBLs sold Wilh recourSa .. senens s - 75 100
First morlgage real estale loang sold with recourse 75 50
Other real estate loans sold with recourse ,...... - 75 100
Non-federally guaranteed student loans sald with recourse .., " 75 100
All other loains gold WHH rECOUISE .vvriviee e e e 75 75

808 petcent adegnatety capitalized level * 1,260
percont =100 percent,
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This proposal would add a relatively
small capital requirement for the tola]
reported unfunded commitments for
non-MBL, The proposal would apply a
CCF of 10 percent with a 75 percent
risk-weight, NGUA included this

TABLE 18—PROPOSED CREDIT CONVERSION FACTOR AND'HISK-WEIGHf FO

commitment with a relatively smalil
capital requirement in order lo
recognize the risk that a credit unjon
with & substantial amount of unfunded
loan commitments may upexpectedily he
required to fund such obligations, :

BUsINESS LoANS

areating a drain on liquj dity and
shifting of assets which could cause a
- significant increase in the minjmum
" capital requirement,

R TOTAL UNFUNDED COMMITMENTS FOR NON-

Proposed '
CCF i
risk-waight
. N (perzent) {percent)
Total unfunded commitments for non-'huslness loans 10 75

The proposed rule would exprossly
exclude loans sold to the secondary
mortgage market that faature
representations and warranties
customarily required by the U.S,
Government (e.g,, Ginnie Mae) and
government-sponsored entorprises (o.g,,
Fannie Mae and Freddie Mac), These
inchide representations that the gredit
union has underwritten the loan and
appraised the collateral in conformity
with identified standards, These
representations provide for the return of
assets to the originating credit union in
instances of incomplete documentation
or fraud, Such representations would be
exernpt provided the histary of payment
on these representations is infrequent,
Cradit enhancing representations and
warranties beyond the usual agency
requirements would be considered
recourse and thus would not he
excluded from this risk portfolio,

104{c)(4) Derivatives

Proposed.§ 702.104(c)(4) would adopt
an approach to assign risk-weights to
derivatives that is gen erally consistent
with the approach adopted by the FDIC
in its recently jssued interim final rule
regarding regulatory capltal.1

nder the FDIC’S interfm rule,
derivatives transactions coversd under
clearing arrangements ars treatod
differently than non-clearsd
transactions, The NCUA Board is
proposing a single regulatory capital
approach regardiess of the credit
union’s derlvetives ransaction clearing
status, This selection of regulatory
capital treatment is not intended to
express a position on credit union
clearing, This approach was selected
because most credit unions have less
then $10 billion in total assets and are
exompt from the Gommodity Futures
Trading Commission’s (CFTC) clearing
requirements,® Cradit unions with
more than $10 billion in tota] agsets
would fall under the CFTC's recently

issued final rule regarding clearing
exemption for certain swaps entered
into by cooperatives,ss

Derivatives iransaction rigk-weighting,
To determine the risk-weighted asset
amount for a derivatives contract under
the proposed rule, a credit union would
first determine its uXposurs amount for
the contract, It would then apply to that
amount a risk-weight based on the
counterparty or recognized collateral,
For a single derivatives contract that ig
not subject to & qualifying master
netting agreement (as defined furthar
below in this sectjon), lhe proposed rule
would require the exposure amount to
be'the sum of (1) the cradit union’s
current credit exposure (CCE), which is
the greater of the fair valus or zero, and
(2) potential future exposure (PFE),
which is calculated by multiplying the
notfonal principal amount of the
derivatives contract by the uppropriate
conversion factor, in accordance with
Table 18 balow,

TABLE 19—PROPOSED CONVERSION FAGTOR MATRIX FOR DERIVATIVES CONTRAGCTS

Remaiining maturity

ONB YBAI OF IBBS 1vurvsesnerveesienssnens

IR IR O R b e R R E I s U g b v e n bt b rrmanrspa

Greatar than one year and lass than or equal to five years ,,,..
Greater than five years

L e e g e

Intaresl rate risk All other
hedga derivatives derivalives 84
- 0,00 610
0.005 0.12
s vamnren 0.015 0,16

For multiple derivatives contracts
subject to & qualifying master netting
agreement, a eredit union would
calculate the exposure amount by
adding the net CCE and the adjusted
sum of the PFE amounts for all
derivatives contracts subject to that
qualifying master netting agreement,

The net CCE is the greater of zero and
the net sum of all positive and nogative
fair values of the individual derivatives
contracts subject to the qualifying

[
1 5me 70 FR 55330 (Sapt, 10, 2018),
%217 CFR part 50,

master netting agreement. The adjusted
sum of the PFE amounts would ba
calculated as described in
§702,104(c)(4){{}(B) of the proposed
ruie,

To recognize the netting benefit of
multiple derivatives contracts, the
contracts would have to be subject to
the same qualifying master netiing
agroement, For example, u credit union
with multiple derivaiives conlracts with

a single connterparty could add the

——
%2 78 FR 52285 (Aug, 22, 2013); soe ulso 17 CFR
60,61, '

counterparly exposure if the
transactions fall under an Tnternational
Swaps and Derivatives Association, Inc,
(ISDA} Master Agreement and Schedule,
if a derivatives contract is
collateralized by financial collateral, a
credit union would first determine the
exposure amount of the derivatives
comtract as described In § 702.14(c)(4)(i).
Next, to regognize the credit rigk
miligation benefits of the financial
collateral, the credit union would use

—

% This would include sli other derivatives
cattracls inchuding forelgn exchange, equity, sradit,
and commodity, .
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the approach for collateralized
fransactions as described in

§702,104(c)(4)v)(B) of the propossd
rule, . .

Collateralized transactions, Under the
proposed ruls, NCUA would permit a
credit union to recognize risk-mitigating
effects of financial collateral, The )
collateralized portion of the exposurs
receives the risk-weight applicable to
the collateral, In all cases, (1) the
collateral must be subject to a collateral
agreement (for exampfe, an ISDA Credit
Support Annex) for at least the life of
the exposure; (2) the credit union must
revalne the collateral at least every three
months; and (3] the collateral and the
exposure must be denominated in U.S,
dollars,

Generally, the risk-weight assigned to
the collateralized portion of the
exposure would be no less than 20
percent. Flowever, the collateralized
portion of an exposure may be assigned
a risk-weight of less than 20 percent for
the following exposures, Derivatives
contracts that are marked to fair value
on a daily basis and subject to a daily
margin maintenance agreement could
recelve (1) a zero percent risk-weight to
the extent that contracls are
collateralized by cash on deposit, or (2)
a 10 percent risi-waight to the extent
that the contracts are collateralized by
an exposure that qualifies for a zerc
percent risk-weight under
§ 702.104(c)(2)(1) of the proposed rule,
In addition, & credit union could assign
4 zero percent risk-weight to the
collateralized portion of an exposure
whare the financial collateral is cash on
deposit, It also could do so if the
financial collateral is an expasure that
qualifies for a zero percent risk-weight
under § 702,104(c)(2)(1} of the proposed
rule, and the credit unton has
discounted the fair value of the
collateral by 20 percent. The credit
union would be required to use the
same approach for similar exposures ar
transactions,

* fiisk management gnidance for
recognizing collateral, Before a crodit
unjon recognizes collateral for credit
risk mitigation purposes, it should: (1)
Conduct sufficient legal review to
ensure, at the inception of the
* collaleralized {ransaction and on an
ongoing basis, that all docurnentation
used in the transaction is binding on all
parties and legally onforceable in all
relevant jurisdictions; (2) consider the
correlation between risk of the
underlying direct axposuro and
collateral in the transaction; and 3
Hully take into acoount the 1imo and rost
needed to realize the liquidation
proceeds and the potential for u decline
in collateral value aver this time period.

A cradit union should also ensure that
the legal mechanism under which the
collateral is pledged or transferred
ensures thal the credit union has the
right to lignidate or lake legal

. possession of the collateral in a timely -

menner in the event of the default,
insolveney, or hankrupley (or other
defined credit event) of the counterparty
and, where applicable, the custodian
holding the collateral,

In addition, a credit union shounld
ensure that it (1) has taken all steps
nacessary, to fulfill any lagal
requirements o secure its interest in the
collateral so that it has, and mainiains,
an enforceeble security interest; (2) hag
set up clear and robust procedurss to
snsure satiafaction of any legal -
conditions required for declaring the
borrower’s default and prompt
liguidation of the collateral in the event
of defanlt; (3) has established
procedures and practices for
conssrvatively estimating, on a regular
ongoing basis, the fair value of the
collateral, taking into account factors
that could affect that value (for oxample,
the liquidity of the market for the
collateral and deterioration of the

, tollataral); and (4) has in place systems

for promptly requesting and receiving
additional collateral for transactions
whose terms require maintenance of
collateral values al specified thresholds;

104{d) Due Diligence Requirements for
Asget-Backed Investments

Proposed § 702,104(d) would contaln
due diligence requirements credt
unions would have to implement in
demonstrating a comprehensive
understanding of the features of an
aggat-backed investment, The NGUSIF
has experienced significant lossos by
wredit unions that invested heavily in
asset-backed investments without the
board of directars oz staff having

 sufficient expertise to understand and

manage the risks, The proposed rule
defines the general content of an
adequate analysis and the timing of the
analysis,

(d)(1)

Proposed §702.104{d)(1) would )
provide that if a credit union is unable
to demonstrate a comprehensive
understanding, as required under
proposed § 702,104(d){2), of the features
of an asset-backed investment exposura
that would materially affect the
performanca of the exposurs, the credit
union muet assign a 1,250 percent risk-
weipght to the asset-backed investment
exposure. The proposed rule would also
require that the credit union’s analysis
be commensurate with the complexity
of the assat-backed nvestment and the

materiality of the position in relation to
regulatory capital according to this part,

(d)(2) .

Proposed § 702,104(d}(2) would
provide that a credit union must
demonstrate {ts comprehensive
understanding of each asset-backed
investment exposure under
§702.104(d)(1) by:

*» Conducting an analysis of the risk
characterislics of an investment’s
exposure prior to acquiring the
investment and documenting such
analysis within three business days after
acquiring the exposure, considering;

O Structural features of the
investment that would materially

* impactthe performance of the exposure,

for example, the contractual cash flow
waterfall, waterfall-related triggers,

«credit enhancements, liguidity
-enhancements, fair value triggers, the

performance of organizations that
service the position, and deal-specific
definitions of default;

© Relevant information regarding the
performance of the underlying credit
exposure(s), for example, the percentage
of loans 30, 60, and G0 days past dus;
defaull rates; prepayment Tates; loans in
foreclosure; property types; occupanay;
average credit score or nther measures of
creditworthiness: average loan-to-value
ratio; and industry and geographic
divarsification data on the underlying
exposure(s);

© Relevant market data of the asset-
backed investment, for example, bid-ask
spreads, most recent sales price and
hislorical price volatility, trading
volume, implied market rating, and size,
depth, and concentration leval of the
market for the investment; and

© For reinvestment exposures,
performance information on the
underlying investment exposures, for
example, the issuer name and credit
quality, and the character{stics and
performance of the exposures

. underlying the investment exposures;

and .

* On an ongoing bisis (no lags
frequently than quarterly), evaluating,
reviewing, and updating as appropriate
the analysis required under this section’
for each investment exposure,

Current Section 702,106 Weightad-
Average Life of Investments

As discussed above in the definitions
part of the section-by-section analysis,

. broposed § 702,105 would replace

current § 702,106 regarding weighted-
average life of investmants, and the
definition in the current section would
be moved to the definition of
“weighted-average life of investments”
in proposed § 702.2,
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Section 702,105 Individual Minimum
Capital Requirements

Capital helps ensure individual credit
unions can continue to serve as credit
intermediaries even during times of
stress, thereby promoting the eafoty and
soundness of the U.S, credit union
system. As with the current Part 702,
the proposed tapital rules would be
minimum standards generally based on
broad credit rigk and concentration
considerations, '

A complex credit union is generally
oxpected to have internal processes for
assessing capital adequacy that reflects
a full understanding of its risk exposure
and to ensure that it holds capital
corresponding to those risks, The nature
of such capital adeyuacy assessments
should be commensurate with the cradit
union's size, complexity, and risk
profile, Supervisory assessment of
capital adequacy will take into account
whether a credit union plans
appropriately to maintain an adequate
level of capital given its activities and
risk profile, as well as risks and other
factory that can affect a credit union’s
financial condition. The supervisary
assessment will also consider the
potential impact on earnings and the
capital base from prospective economic
conditions. For this reason, a
supervisory assessment of capital
adequacy may differ significantly from
conclusions that might be drawn solely
from the level of a credit union's
regulatory capital ratios.

In light of these considerations, as a
pruden! matter, a complex credit union
is generally expected fo operate with
capital positions above the minimum
risk-based capital measures and hold
capital commensurate with the lovel
and nature of the risk to which it {s
oxposed, Credit unions contemplating
significant expansion proposals are
expected to maintain strong capital
lovels above the minimum rativs and

should not allow significant diminution

of financial strength below thess strong
levels to fund thelr expansion plana,
Complex credit unions with high levels
of risk are also expected to aperate with
capital well ahove minimum risk-based:
standards,

This proposed rule includes o
provision that NGUA may require a
higher minimum risk-based capital ratio
for an individual credit union in any
case where the circumstancss, such as
the level of risk of a particular
investment portfoli, the risk
menagement systoms, or other
information, indicate that a higher
minimum risk-based capital
requirement is appropriate, For
example, higher capital may be

appropriate for a credit union that has
significant exposura to declings in the
sconomic value of its capital due to
changes in interest rates, Part 747 would
contain procedures for requiring a credit
union to maintain a higher minimum
capital, - .
105{a) General )
Proposed § 702,105(a) would provide
that the rules and procedures specified
in this paragraph apply to the
establishment of an individual
minimum capital requirement for a

“credit union that varies fram any of the

risk-based capital requirement(s) that
would otherwise apply to the credit
unien under this part, _—

105(b) Appropriate Gonsiderations for
Establishing Individual Minimum
Capital Requirements

Proposed § 702.105(b) would provide
that minimum capital levels higher than
the risk-based capital requirements
undor this part mey be appropriate for
individual credit unions. NGUA may
establish Increased Individual minjmum
capital requirements upon its
determination that the credit union’s
capital is or may become inadequate in
view of the credit union’s =~
circumstances. In addition, the
proposed rule provides the following
situations in which NCUA may find that
higher capital levels are appropriate:

* A credit union is receiving special
supervisory attention, :

* A crec?;t union has or is expected to
have losses resulting in capital
inadequacy,

* A credit union has a high degres of
exposure to infersst rate risk, -
prepayment risk, credit rigk,
¢oncentration rigk, certain risks arising
from nontraditional activities or similar
risks, or a high proportion of off-balance
sheet risk,

+ A aredit union has poor liquidity or
cash flow,

* A oredil union is growing, sither
internally or through acquisitions, at
such a rate that supervisory problems
are presented thal are not adequately
addressed by other NCUA regulations or
other guidande,

* A credit union.may be adversely
affected by the activitios or condition of -
its CUSOs or other persons or entities
with which it has significunt husiness
relationships, incluging concentrations
of credit,

* A credit union with a partfolio
reflecting wenak credit quality or a
significant likellhood of financial loss,
or which has loans or securities in
nonperforming statns or on which
borrowers fail to comply with
repayment terms, .

* A credit union has inadequate
underwriting policies, standards, or
procedures for its loans and
Investments,

* A crodit union has failed to
properly plan for, or executs, necessary
retained earnings growth,

* A credil union has a record of
operational losses that exceeds the
average of other similarly sttuated oredit
unions; hag managemeni deficlencies,

'+ including failure to adequately monitor

and control financial and operating
risks, particularly the risks presented by
concerirations of credit and
nontraditional activities; or has a poor
record of supervisory compliance,

105(c) Standards for Determination of
Appropriate Individual Minimum
Capital Requirements ‘

Praposed § 702,105 (c) would provide
that the appropriate minimum capital
levels for an individual credit union
cannot be determined solely through the
application of a rigid mathematica]
formula or wheily objective criteria, and
that the decision is nacessarily based, in
part, an a subjective judgment grounded
in agency expertise, The proposed rule
provides the following additional
factors that may be considerad by NCUA
in making its determination; -

* The conditions or circumstances
leading to the determination that a
higher minimum capital requiroment i
appropriate or necessary for the credit
union,

* The urgency of those circumstances
or potentia] prablems,

* The overall condition, management
strength, and future prospects of the
oredit union and, if applicable, its
subgidiaries, affiliates, and business
partners,

¢ Tho credit union’s liquidity, capital,
and other indicators of financial
stability, particularly as compared with
those of similarly situated credit unions.

* The policivs and practices of the
credit union's directars, officers, and
senior management as well as ths
internal contro! and internal andit
systems for implementation of such
adopted policies and practices.

Current Section 702,106 Standard
Caloulation of Risk-Based Net Worth

Requirement

The propossd rule would eliminate
currant § 702,106 regarding the standard
RBNW requirement, The current rule is
structured so that credit unions havea
standard measurs and optional
alternatives for measuring a credit
union’s RBNW. The proposed ruls, on
the other hand, would contain only a
single measurernent for caloulating a
credit union’s risk-based capital ratio,
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Accordingly, current § 702,106 would
no longer be necessary and has been
eliminated from the proposed mila,

Current Section 702.107 Alternative
Component for Standard Caleulation

The proposed rule would eliminate
gurrent § 702,107 regarding the use of
#lternalive risk-weight meusures, NCUA
believes the current alternative rigk-
waight measures add unnecessary
complexity to the rule, The current

.lternative risk-weights focus alinost

exclusively on inierest rate risk, which
has resulted in some credit unions with
higher risk operations reducing their
regulatory minimum capital
requirement to a level inconsistent with
the risk of the credit union’s business
modsl. The proposed risk-weights
would provide for lower risk-based
capital requirements for those credit
unions making good quality loans,
investing prudently, and avoiding
concentrations of assets,

Current Section 702,108 Risk .
Mitigation Credit

This proposed rule would sliminate
§ 702,108 regarding the risk mitigation
credit, The risk mitigation credit .
provides a system for reducing a credit
union’s risk-based capital requirement if
it can demonstrate significant mitigation
of credit or interest rate risk, Credit
unions have rarely taken advantage of
risk mitigation cradits, with only one
crodit union receiving a risk mitigation
cradit, The review of a credit union’s
application for a risk mitigation credit
requives a substantial cortmitment of
NCUA and credit tnion resources, In
practice, if is very difficult to determine
the validity of the credit union's
mitigation efforts end how much
mitigation credit to allow,

Mandatory and Digcretionary
Supervisory Actions

Section 216{a)(2) of the FOUA directs
NCUA f9 take prompt corrective actions
to resolve the problems of insured credil
unions, To facilitate this purpose, the

subjecl ta increasingly strict Hmits on
their activities,58

The proposal would generally
maintain the existing mandatory and
discretionary supervisory actions (PCA
actions) currently contained in
§§702.201 through 702,204.97 The PCA
actlons aid in accomplishing the PCA’s
purpose and provide a trensparent guide
of supervisory actions that a credit
union can expect as capital measures
decline,

Sectlon 702,108 Prompt Corrective
Action for Adequately Caphtalized
Credit Unions ‘

The proposed rule would renumber
current § 702,201 s proposed § 702,106,
and would make only minor conforming *
amendments to the text of the section,
Gonsistent with the proposed ’
elimination of the regular reserve
1equirement In current § 702.401(b},
proposad § 702,106(a) would be
amended to remove the requirement
that adequately capitalized credit
unions transfer the earnings retention
amount from undivided sarnings to
their regular reserve account,

Section 702,107 Prompt Corrective
Action for Undercapitalized Credit
Unions

The proposed rule would renumber
current § 702,202 as proposed § 702.107,
and would make only minpr conforming
amerdments to the text of the section,
Consistent with the proposed
elimination of the regular reserve
requirement in current § 702.401(b),
proposed § 702,107 (a){1) would be
amended (o remove the requirement
that undercapitalized credit unjons
transfer the earnings vetentlon amount
from undivided earnings to their regular
reserve account.

Section 702,108 Prompt Corrective
Acticn for Significanily
Undercapitalized Crodit Unions

The proposed rule would renumber
current § 702,203 as proposed § 702,108,
and would make only minor conforming
amendmants to the toxt of the section,
Consistent with the proposed
elimination of the regular roserve

Section 702,109 Prompt Corrective
Action for Critically Undercapitalized
Credit Unions

The proposed rule would renumber
current § 702,204 as proposed § 702.109,
and would make only minor conforming
amendments to the text of the section,
Consistent with the proposed
elimination of the regular reserve
requirement in current § 702,401 (h),
proposed § 702.109(a)(1) would be
amended 10 remoye the requirement
that eritically undercapitalized credit
unions transfer the earnings retention
amount frem undivided earnings io
thelir regular reserve account.

Section 702,110 Consualtation With
State Official on Proposed Prompt
Corrective Action

The proposed rule would renumber
curront § 702.205 as proposed § 702.110,
and would make only minor conforming
amendmenis te the text of the section,

Section 702,111 Nat Worth Restora tion.
Plans (NWRPs} -

The proposed rule would renumber
current § 702,206 as proposed § 702,111,
and would make only minor conforming
amendments to the text of most of the
subsections, with a few exceptions
discussed in more detail below,

111(c¢) Contents of NWRP

Proposed § 702.111(c)(1)({} wounid
provide that the contents of an NWRP
must specify a quarierly timelabla of
steps the eredit union will teke to
increase its net worth ratic gnd risk-
based capital ratio, if applicable, so that
it becomes adequately capitalizad by the
end of the texrn of the NWRP, and will
remain so for four (4) consecutive
calendar quarters; and that if complex,
the credit union s subject to a RENW
requirement that may require a net
worth ratio higher than 6 percent to
become adequately capitalized, The
proposed rule would add the italicized
words “and risk-based capitel ratio, if
applicable” above to élarify that an

NWRF prepared by a complex credit
union must specify the steps the credit
union will take to increase its risk-based
capital ratio,

In addition, consistent with the
proposed elimination of the regular
raserve requirement in current
§ 702.401(h), proposed .
§702,211(c}{1)(ii) would be amendoed io

FCOUA defined five regulatory capital Tequirement in current § 702.401(h),
catogories that include capital Proposed § 702.108(a}(1) would be
thresholds for a defined net worth ratio amended to remove the requirement
and risk-based capital meame fop that significantly undercapitalized
“complex” credit wnicns. These five credit unions transfer the earnings
FCA categories are: Well capitalized, retention amount from undivided
adequately capitalized, earnings to thair regnlar reserve
undercapitalized, significantly agcount,

undercapitalized, and critically
undercapitalized, Credit unions that fail
to meet these capital measures are

|
3}
‘I

[
" Gredit union dofined as “new credit nnions” remove the requirement that cradit
under section 1790(d)(2) of the FQUA are subject to q

an nltornativo PCA sysiom, unions .transfer th_e eamings retontion
8”'Tha requircments would be moved to proposed ﬂm?unl from undivided earnings to
§§ 702,108 through 704,109, * their regular reserve account.

i 8512 11.5,C. 1780d(a)(2),
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111(g) NWRP Not Approved

111(g)(4) Submission of Multiple
Unapproved NWRPs

Propased §702,111(g){4) would
provide that the submission of more

than iwo NWRPs that are not approved

is considered an unsafe and unsound -
condition and may subject the credit
union to administrative enforcement
actions under section 208 of the

FCUA .88 NCUA rogional directors have
expressed concerns that some cradit
unions have in the past submitted
multiple NWRPs that could not be
approved due to non-compliance with
the requirements of the current ruls,
resulting in delayed implementation of
ections io improve the credit union's net
worth, The proposed amendments are
intended to clarify that submitting
muliiple NWRPs that are rejected by
NCUA, or the applicable state official,
because of the inability of the credit
union to produce an acceptable NWRP
is an unsafe and unsound practice and
may subject the credit union to further
actions as permitted under the FCUA,

111(j) Termination of NWRP

Proposed § 702.111(j) would provide
that, for purposes of part 702, an NWRP
terrninates once the credit union has
baen classified as adequatoly capitalized
or well capitalized and for four
consecutive quarters. The proposed
peragraph would also provide as an
example that if a ¢redit union with an
active NWRP attains the classification as
adequately capitalized on December 31,
2018, this would be quarter one and the
fourth consecutive quarter would end
September 30, 2016, The proposed
paragraph is intended to provide
clartiieation for credit unions on the
timing of an NWRP's termination.

Section 702,112 Reserves

The proposed rule would renumber
cuerent § 702,401 as proposed § 702,112,
Consistent with the text of current
§ 702.401(a), it also would require that
euch credit union establish and
maintain such reserves as may be
required by the FGUA, by stats law, by
regulation, ur, in special cases, by the
NCUA Board or appropriate stale
official,

Regular reserve occount, As
mentioned above, the proposed ruls .
would eliminate current § 702.401(h)
regarding the regular reserve acoount
from the earnings retention proocess,
Additionally, the process and substance
of requesting permission for charges to
the regular reserve would be eliminatad
upon the effective date of a final rule,

0413 1,5,C. 1786 and 1790d,

Upan the effactive date of a final ruls,
federal credit unions wauld close out
the regular resarve balance inlo
undivided earnings, A state-chartered,
federally insred credit union may still
be required to maintain a regular reserve
agcount by its respective state -
‘supervisory authority,

The Board inittally included the
regular reserve In part 702 for purposes
of continuity from past regulatory
expectations thet involyed this account
to ease credit unions’ trans{tion io the
then new PCA rules, The regular reserve
account is not necessary to satisfying
the statutory “earnings retention
requirement” and is not required under
GAAP, CUMA A requires credit unions-
that are not well capitalized to
“annually set aside as net worth an
amount equal to not less than 0,4
Ppercent of its total assets,” 80 The
earnings retention requirement in
current § 702,201(a) vequires a credit
union that is not well capitalized to
increase the “dollar amount of its net
worth either in the current quarter, or
on average over the current and three
preceding querters by an amount
equivalent to at least 1/10th percent of
total assets,” Under the current Tuls, the
credit union must then “quarterly
transfer that amount” from undivided
aarnings to the regular resorve account,
Increasing net worth alone satisfies the
statutary earnings rotention
requiroment, The additional step of
transforring earnings from the
undivided sarnings account to the
regulur reserve account is not necessary
to meet the PCA statutory requirement,

The regular reserve was imtially
incorporated into the earnings retention
process hecause of familiarity, Priar to
PCA, credit unions used the regular
reserve account under the former
raserving process presoribed hy the now
repealed section 116 of the FCUA. 0
Haowever, examiner experience indicates
that since PCA was first implemented,
the regular ressrve account in part 702
has been a source of unnecessary
confusion, Some gredit unions have
vontivued to make tranefars as if the
ropealed section 116 were stili in force.
Other credit unions have confused the
purpose of the regular reserve in the
current PCA process. Thus, some credit
unions haye made sarnings transfers
that are not required and athers have
done so without first increasing net
worth.

For these reasons, the Board now
vonsiders the regular reserve account to
be obsolste and proposes its elimination
upon the effective date of a final mle,

——
8912 U.8.0. 17#0(a}(1),
¥013.U.,8.C. 1783,

The proposed rule eliminates the cross
references to the regular reserve
requirement as discussed in mare detail
in each corresponding part of the
seation-by-section analysis,

Section 702,123 Full and Fair
Disclosure of Financial Condition

The proposed rule would renumber
current § 702,402 as proposed § 702,113,
and would make only minor conforming
amendmaents to the text of the section
with one exception, which is discussed
in mors detatl bolow,

113{d) Charges for Loan Losses

Consistent with the proposed
elimination of the regular reserve
requirement in current § 702.,401(h),
proposed §702,113(d) would be
amended to remove paragraph (d)(4) of
the current rule, which provided that
the maintenance of an ALLJ shall not
affect the requirament to transfer
earnings to a credit union’s regular
reserve when required under subparts B
or C of this part. '

Section 702,114 Payment of Dividends

The proposed rule would renumber
current § 702.402 as proposed § 702,114
and make & number of amendmants to
the text of subsections (a) and (b}, and
add new subsection (c),

114(a) Restriction on Dividends

Current § 702,402(n) permits credit
unions with a depleted undivided
earnings balance to pay dividends out of
the regular reserve account without
regulatory approval, as long as the credit
union will remain at least adequately
capitalized. Proposad § 702,114(a),
however, would allow only credit
uniong that have substantial net worth,
but no undivided earnings, to pay
dividends without regulatory approval,

114{b) Payment of Dividends if Retained
Harnings Depleted

Proposed § 702,114(b) wonid provide
that well capitalized credit unions could
* pay dividends only if their net worth
classification do not fall below
adoequately capitalized, As with the
current § 702.402(b)(2), proposed
§702.114(b)(2) would require approval
“from the appropriate Regional Director,
and if state-chartered, the appropriate
state official, if aftor payment of the
dividend the cradit union's nat worth
classification would fall below
adoquately capitalized. In addition, the
proposed rule would require thet the
credit union’s request for written
approval include the credit union'’s plan
for eliminating any negative retained
oarnings balance. Secondary capital
actounts-would continus to be excluded
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as a direct source of dividend paymente.
Dividends would not be considersd
operating losses and could not be paid
out of secondary capital,

114(c} Restriction on Payments of
Dividends if, After Payment of
Dividends, the Credit Union’s Nat
Worlth Ratio Would Be Less Than 6
Percent

Proposed § 702.114{¢} would prohibit
& oredit union from unreasonably

. dissipating its capital through extessive

dividend payments or a refund of-
interest in a manner that would
undermine the safety and soundness of
the aredit union. In particular, the
proposed rule would prohibit a credit
union currently clagsitied as well -
capitalized from paying dividend rates
that are higher than the prevailing
markot rates, declaring a non-repetitive
dividend, or approving a refund of
interest if, after the payment of the
dividend, the credit union's net worlh
ratio would decline to less than &
percent in the current quarter, This new
provision would prevent the nnsafe
dissipation of capital through the
payment of special or bonus dividends
or interest refnnds while still allowing
for continuity of operations.

B. Subpart B—Alternative Prompt
Corrective Action for New Credit Unions

The proposed rule would add pew
subpart B, which would contain mpst of
the capital adequacy rules that would
apply to "“new" credit unions. Section
216(0)(2)(B)(ii1) of the FCUA defines a
"mew" credit union as ons that has been
in operation for 10 years or less, or has
$10 million or less in total assets,71

The current net worth measures, net
worth classification, and text of the PCA
requirements applicable to new credit
unions would be renumbered, The
would remain mostly unchanged in the
proposed rule, however, except for the -
foliowling substantive emendments

(1) Elimination of the regular reserve
account requirement in current
§ 702.401(b) and all cross references i
the reguirement;

(2) Addition of new § 701.206(f)(3)
clarifying that the submissian of mora
than two revised business plans would
be considered and unsafe and unsound
condition; and

(3) Amendment of the requirements of
current § 702.403 regarding the payment
of dividende,

Each af these substantive
amendments is discussed fn more detail
below,

112 U.S.C. 1700d(L}2)(B) i),

Section 702,201 Scope and Definition

The prapossd rule would renumber
current § 702.301 as proposed § 702,201,
The praposed rule would eliminaté the

~ ability of a ¢redit union, to regain a

designation of new after reporting total
assets in-oxcess of §10 million,

Saction 216(b)(2) of the FCUA
requires the NCUA to prepare
regulations that apply to new credit
unions, The FCUA further requires that
rules for new credit unions prevent
evasion of the purpoese of section 216,
which provides new credit unions a -
period of time to accumulate net worth,
NCUA recently conducted a postmortam
review of a credit union failure that
caused a loss to'the NCUSIT, The roview
revealed that the credit union
intentionally reduced its tote] assets
below $10 million to regain the
designation “new” credit union under
currant part 702 and the associated
lower net worth requirement, Shifting
back and forth between the minimum
capital requirament for “‘new” and all
other credit unions resulted in slowed

- capital acocurmlation, which

contributed to the loss incurred by the
NCUSIF. Accordingly, NCUA is now
proposing to amend the definition of
“new" credit union in current § 702,301
to eliminate such practices in the future.

In general, credit unions attaining an
asset size of $10 million begin to offer
a greater range of services and loans,
which increase the credit union’s
complexity and risk to the NCUSIF. Tn
the event a new crodit union reports
total assets of over $20 million and then
subsequently declines to under $10
million, the additional PCA regulatory
requirements under the proposed rule
would not be substantially increased, |
Both new credit uniona and non-new
credil vnions with net worth ratios of
less than 6 percent, but over 2 percent,
are required under either § 702.206 ar
§702.211 of the proposal to operate
under substantially similar plans to
restore their net worlh, For cxample, a
new credit union with a net worth ratio
of 5 percent is required to operate under
a revised business plan, and a non-new
credit union with a net worth ratio of 5
percent is required to operate under &
NWRP, Therefore, any burden
associated with this change to the
requirements of part 762 should be
minimal, .

Section 702.202 Net Worth Categories
for New Credit Unions

The proposed rule would renumber
curront § 702,302 as proposed § 702,202,
and would make only minor conforming
amendments to the text of the section,

Seution 702,203 Prompt Corrective
Action for Adequately Capitalized Now
Credit Unions :

The proposed rule would renumber
current § 702,303 as proposed § 702.203,
and would make only minor conforming
amendments to the text of the section.
Consistent with the proposed
alimifiation of the regular reserve
requirement in current § 702,401(b),
proposed § 702,203 would be amended
to remove the requirement that
adequately capitalized credit unions
transfer the sarnings retention amaunt
from undivided earnings to their regular
reserve account,

Section 702.204 Prompt Corrective
Action for Moderafely Capitalized,
Marginally Capitalized or Minimally
Capitalized New Credit Unions

The proposed rule would renumber
current § 702.304 as proposed § 702,204,
and would meke only minor conforming
amendments to the text of the section.
Gonsistent with the propossd
elimination of the regular reserve
requirament in current § 702,401(b),
which is discussed in more detail
below, proposed § 702.204(a)(1) would
be amended to remove the requirement
that such credit wnions transfer the
sarnings retention amount from
undivided earnings to their regular
reserve account,

Section 702,205 Prompt Corrective
Aclion for Uncapitalized New Credit

- Unions

The proposed rule would renumber
currant § 702.305 as proposed § 702,205,
and would make only minor conforming
athendments to the text of the section,

Section 702,206 Revised Business
Plans (RBF) for New Credit Unions

The proposed rule wounld renumber
turrent § 702.306 as proposed § 702,208,
would make mostly minor conforming
amendments to the text of the section,
and would add new § 702.206(g)(3).
Consistent with the proposed
eliminalion of the regular resorve
requirement in current § 702,401},
which is discussed in more detail
below, proposed § 702,206(b)(3) would
be aniended to remove the requirement
that niew credit unions transfer the
earnings retention amount from
undivided earnings to their regular
Teserve account,

206(g)(3) Submission of Multiple
Unapproved Revised Business Plans

Proposed § 702,206(g)(3) would
provide that the submission of more
than two RBPs that are not approved is
considered an unsafe and unsound
condition and may subject the credit
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union to administrative enforcement
actions under section 208 of the
FCUA,*2 NCUA regional directors have
expresssd concerns that some credi
unions have In the past submitted
multiple RBPs that could not be
approved due to non-compliance with
the requirements of the current rule,
resulting in delayed implementation of
actions to improve the credit union's net
worth, The proposed amendments are
intended clarify that submitting
multiple RBPs that are rejected by ;
NCUA, or the state official, because of
the failure of the eredit union to
produce an accepteble RBP is an unsafe
and unsound practioe and may subject
the vredit union to further actions as
permitied under the FCUA,

Section 702,207 Incentives for New
Credit Unions

The proposed rule would renumber
current § 702,307 as proposed § 702,207,
and would make only minor conforming
amendments to the text of the section,

Section 702.208 Roserves

The proposed rule would add new
§702.208 regarding reserves for new
credit unions to the rule and, consistent
with the text of current reserve
requirement at § 702.401(a), would
requira that each new cradit union
astablish and maintain such reserves as
may be required by the FCUA, by state
law, by regulation; or in special cases by
the NGUA Board or appropriate siate
official,

As explained under § 702,112, the
proposed rule would eliminate the
regular reserve account under current
§702,402(b) from the eernings retention
requirement, Additionally the process
and substance of requesting permission
for charges to the regular reserve would
be sliminated upon the effective date of
& final rule, Upon the effective dale of
a final rule federal credit unions would
close out the regular reserve balance
into undivided earnings, A foderally
Insured state chartered credit unjan may
still be required to maintain o regular
reserve aceount as dictated by state law
or by its respective state supervisory
authority,

Section 702,209 Full and Fair
Disclosure of Finaneial Condition

The proposed rule would move the
full and fair disclosure of financial
condition requiremonts contained in the
current § 702,402, and spplicable to new
credit unjons, to new § 702,209 of the
proposed rule, No substantive changes
to the current full and fair disclosurs of

7212 U.5.C, 1786 and 1700d,

financial condition raquirements for
new credit unions are intended,

Saction 702,210 Payment of Dividends

Tha proposed rule would reorganize
the rules regarding the payment of
dividends contained in the current
§702.408, which also apply to new
credit unions, to new § 702,210 of the
Proposed rule, The proposed rule would
make a number of amendments to the
text of paragraphs (n) and (b) of the
gurrent rule, and add a new paragraph |
(c}. Each of thase chenges is discussed
in more detail below,

210(a) Restriction on Dividends

Current § 702,402(a) petmits credit
unions with a depleted undivided
eamnings balance to pay dividends out of
the rogular reserve account without
regulatory approval, as long as the credit
union will remain at least adequatsly
capitalived, Proposed § 702.210(a),
however, would allow only new credit
unions that have substantial net worth,
but no undivided oarnings, to pay
dividends without regulatory approval.

210(b) Payment of Dividends if Retained
Earnings Depleted -

Proposed § 702.210(b) would provide
that well capitalized new credit unions
could pay dividends only if their net
werth classification do not fall helow
adequately capitalized, As wilh the
current § 702,402{b){2), proposed
§ 702.210(b}(2} would require approval
from the appropriate Regional Director,
and if state-charterad, the appropriate
state official, if after paymant of the
dividend tha credit union’s net worth
classification would fall below
adoquately capitalized. In addition, the
proposed rule would vequire that the
credil union's request for writian
approval include the credit union's plan
for eliminating any negative retained
earnings balance, Secondary capltal
accounts would continue to be excluded
a8 4 direct source of dividend payments,
Dividonds would not be considered
operating losses and could not be paid
out of secondary capital,

210(c) Restriction on Payments of
Dividends if, After Payment of
Dividends, the Credit TFnion’s Net
Worth Ratio Would Be Less Than 6
Porcent

Proposed § 702,210(c} would prohibit
anew credit union from unreasonably
dissipating its capital through excessive
dividend payments or a refund of
Interest in & manner that would
underming the safaty and soundness of
tho crodit union. In particular, the
proposed rule would prohibit a new
credit union currently, ¢lassifled as wall

capitalized from paying dividend rates
that are higher than the prevailing
market rates, declaring a non-repetitive
dividend, or approving a refund of
interest if, after the payment of the
dividend or 4 refund of imterest, the
aredit union’s net worth ratio would
decline to.less than 6 percent in the
outrent quarter. This new provision
would prevent the unsafe dis sipation of
copital through the payment of special
or bonus dividends or interest refunds
while still allowing for continuity of
operations,

C. Part 747—Administrative Actions,
Adjudicative Hearings, Rules of Praciice
and Procedure, and Investigations

Subpart L—Issuance, Review and
Enforcement of Orders km posing Prompt
Corrective Action

Section 747.2006 Review of Ordor
Imposing Individual Minimum Capital
Reguirements

Section 216(k) of the FCUA provides
that “material gupervisory
determinations, including decisions to
require prompt corrective action, made
+ + + by [INCUA] officiais other than the
INCUA] Board may be appealed io the
INCUA] Board” through an independent
appellate process “*pursuant to separate
procedures prescribed by regulation,” 73
Consistent with the requirements of
section 218(k), decisions of NGUA siaff
to impose a discretionary supervisory
action (including imposing individnal
minimum capital requirements on &
credit union) would continue to b
trealed as “material supervisory
doterminations,” Proposed § 747.2006
would require that NCUA provide
reasonable prior notice and an
independent process for dppoaling
NCUA staff decisions to impose
individual minimal capital
requirements (IMCR) under proposed
§702.108,

2008{a) Notice of Proposed Individnal
Minimum Capital Requirements

Proposed § 747.2006(a) would roquire
NCUA to provide a credit union with
reasonable prior notice when N CUA
proposes to impose IMCR for a
particular credit unjon pursuant to
Proposed § 702.106. In addition, the
proposed rule would require NCUA 1o
forward 4 copy of the notifying letter to
the appropriate state supervisory
authority (S8A) if a state-chartered
credit union would be subject to an
IMCR. .

.
#*Saction 17804(k),
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2006{b) Contents of the Notice

Proposed § 747.2006(b) would reguirs
that the notice of intention to impose
IMCR for a credit unjon based on -
particuler oapital conditions at a credit
union state all of the following; (1) The
credit union’s net worth ratio, risk-
based capital ratio and net worth
classification. (2) The specific minimum
capital levels that the NCUA Board
intends to impose on the credit unjon
under the IMCR, and the gpecific causes
for determining that the higher IMCR is
necessary or appropriate for the credil
union, (3) The proposed schaduls for
compliance with the new requirernent,
{4) That the credit union must file a
written response to the notice, which
shall be no less than 30 calendar days
from the date of service of the notice,

In addition, propossd § 747.2006(h)
would provide that the NGUA Board
may extend the time perfod for pood
cause, and that the time period for
responss by the insured credit unjon
may be shortened for good cause wh o1,
in the opinion of NCUA, the condition
of the credit union so reguires, and
NCUA informs the credit union of the
shortered response period in the notice;
or with the consent of the credit unlon,

2006{c) Contents of Response to Notice

Proposed § 747,2008(c) would require
that the credit union’s response 1o a
notice under § 747.2006(b) of this
section include the following: (1} An
explanation of why it contends the
IMCR is not an appropriate exercisa of
discretion under this part; (2) a request
that the NCUA Board modify or not
issue the IMCR; (3) any information,
mitigating circumstances,
documentation, or other evidence in
support of the credit union’s pasition
that the eredit union wants NGUA to
congider in deciding whether to
establish or to amend an IMCR for the
credit union; and (4) if desired, a
requast for a recommendation from the
NCUA’s Ombudsman pursuant to
§ 747.2008(g),

2006(d) Failure To File Response

Proposed § 747,2006(d) wonld
provide that failure by the credit unjon
to respond within 30 days, or such other
time period as may be specified by
NCUA, may constitute a waiver of any
objections to the proposed IMCR or to
the schedule for complying with it,
unless NCUA has provided an extension
of the response period for good caus.

2006(e) Final Daciston hy NCUA

Proposed § 747,2008(e) would provide
that after the expiralion of the Tesponso
period, NCUA will decide whether ar
not the proposed IMCR should be

established for the credit union, or
whether that proposed requirement
should be adopted in modified form,
based on & review of the credit union’s
response and other relevant '
information, The proposed rule would
require NCUA’s decislon to address
comments received within the response
period from the credit union and the
&ppropriate state supervisory authority
{if'a state-chartered credit union is
involved); and to state the level of
capital required, the schedule for
compliance with this requirement, and
any specific remedial action the credit
urion could take io eliminate the nesd
for continued applicahility of the IMCR.
In addition, the proposal would require
NCUA to previde the credit union and
the appropriate SSA [(if a state-chartered
credit union is invalved) with a written
decision on the IMCR, addressing the
substantive comments made by the
credit union and setting forth the
dacision and the basis for that decision,
Finally, proposed § 747.2006(e) would
provide that this decision represents
final ngency action; and that the IMCR
becomes effsctive and binding upon the
credit union upon receipt of the
decision by the credit union,

2006(f) Request To Modify or Rescind’
IMCR

Proposed § 747,2008(5) would providas
that the IMCR shall remain in effect
while such roquest js pending unless
otherwise ordered by the NCUA Board,
but would permit a credit umion that is
subject to an existing IMCR to request in
wriling that the NCUA Board reconsider
the terms of the IMCR due to changed
circumatances, In addition the proposead
rule would provide that g roquest under
proposed § 747.2006(f) that remains
pending 80 days following receipt by
the NCUA Board is deemed granted,

2008(g) Ombudsman

Proposed § 747,2008(g) would permit
credit unions to request in writing the
recommendation of NCUA’s
ombudsman to modity or o not issue a
proposed IMCR under § 747,2006(b), or
to modify or rescind an existing
directive due to changed circumstances
under § 747,2006(1), Howavaer, the
proposed rule would provide that a
oredit union that fails to raquest the
ombudsman's recommendation in a
rasponse undor § 747,2006(c), or in &
request under § 747,2006(f), shall be
deemed o -have waived the opportunity
to do so. Finally, the proposed rule
would require the ombudsnan to
promptly notify the crodit union and the
NCUA Board of his or her
recommendation,

D, Other Conformx'.ng Changes to the
Regulations :

In addition to the amendments
discussed-above, the proposed rule
would make minor conforming :
amendments to §§ 700.2, 701,21, 701,23,
701,34, 703,14, 713,8, 723.7, 7472001,
747,200, and 747,2003, The
conforming amendments would
primarily involve updating terminology
and cross citations to proposed part 702
and proposed § 747,2006. No <
substantlve changes are intendad by
these amendments, -

IIL Effective Date

How much time would credit unions
have to implement these new
reguiremenis?

The proposed amendments would go
into effect approximately 18 months
after the publication of & final rule in
ths Federal Register, This would give
cradit umons lead time to plan for the
new risk-based capital ratip
requirements and other proposed
changes to part 702, During the 18
month implementation perlod, credit
unions would be required to continue to
comply with current part 702, "The
Board believes this implementation
poriod is necessary to allow credit
unions to make ad?ustments to internal
systems, balance sheets and operations
well in advance of the effective date.

1V, Regulatory Procedures
Hegulatory Flexibility Act
The Regulatory Flexibiiity Act

* (RFA) 7+ requires NCUA to provide an

initial regulato. flexibility analysis
with a proposelcwlyrule to certify that the
rule will not have a significant
economic iImpact on a substantia]
number of small entities [defined for
purposed of the RFA to include credit
unions with ussets less than or aqual to
$50 million) and publish its certification
and a short explanatory statement in the
Federal Reglster also with the proposed
rule.”s The proposed amendments to
part 702 wiﬁ primarily tmpact only
aredit unions with more than $50
million in tolal assets, NCUA Tecognizes
that there may, however, be some
burden associated with the amondments
to the current rule relating to additional
data that will need to be collected on
the Call Report; the elimination of the
regular reserve requirement; and '
changes to the payment of dividends, In
perticular, implemantation of the
proposed rule will likely {mpose some
one-time costs associated with
personne] training and updates to

—_—
75 1.8,C. 501 ef seq,
7478 FR 4032 (Jan, 18, 2013),
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systems for calculating regulatory
capital, NCUA believes thess ona-time
lmplementation costs will not constitute
a significant sconomic impact on small
credit unions, Accordingly, the NCUA
Board certifies the proposed rule will
not have a significant ecanomic impaat
on a substaniial number of small credit
unions.

Paperwork Reduction Act

The Paperwork Reduction Act of 1998
{PRA) applies to rulemakings in which
an agency by rule creates g new '
paperwork burden on regulated entities
or increases an existing burden,”s For
purposes of the PRA, a paperwork
burden may take the form of a reporting
or recordkesping requirement, hoth
teforred to as information collections,
The proposed changes to part 702
fmpose new information collection
requirements. As required by the FRA,
NCUA is submitting a copy of this
proposal 1o OMB for its review and
approval, Persons interested in .
submitting comments with respect to
the information collection aspects of the
proposed rule should submit them to
OMB at the address noted bslow,

NCUA has determined that the
proposed changes to part 702 will have
some ane-time costs associated with
updsting internal policies, and updating
data collection and reporting systams
for preparing Call Reports, NCGUA
estimates that all 6,681 credit unions
will have to amend their procedures and
systems for preparing Gall Reports,
However, a sepmate notics will he
publishad for comment on the
re%llatory reporting requirements.

addition, NCUA estimates that
approximately 2,606 federally insured
natural porson credit unions hold asset-
backed investments and would be
subject to the proposed due diligence
requirements, Credit unions are glready
required to perform due diligence undar
§§703.8, 703.10, and 703,12 of NCUA's
regulations, Therefore, NCUA dass not
believe there will be any new burdan
associated with this requirement,

Finally, NCUA estimates that
approximately 33,5 percent, or 2,237
credit unions, will be defined as
“‘complex” under the proposed rule and
will have new data collection
requirements related to the new risk-
hased capital requirements,

Title of Information Collection; Risk-
based Capital Ratio data,

Fraqueney of Hesponse; On occasion
and quarterly,

Affectad P{zb]ic: All credit unions,

Estimated Number of Respondents: -
6,681, '

7044 U,5.C, 3607{d); 5 CFR part 1324,

Estimated Burden per Respondent:
One-time recordkeeping, 122 hours;.on-
going recordkeeping, 20 holrs; one time
policy review and revision, 20 hours,

Title of Information Collectiom Risk-
Based Capital Ralio policy implications
for complex credit unions, :

Affected Public: Complex Cradit
Unions,

Bstimated Number of Respondents:
2,237, :

Estimated Burden per Respondent:
One-time policy review and revision, 40
hours,

Total Estimated Annual Burden: Ona-
time recordkeeping and disclosures,
(122 hours * non-complex credit
unions, or 162 hours * complex credit -
unions); ongoing recordkeeping and
disclogures (20 hours * all eredit
nnions),

Submission of comments, NCUA
considers comments by the public on
this proposed collection of information
in!

* Evaluating whether the proposed
collection of information is necessary
for the proper performance of the
functions of NCUA, including whether
the information will have a practical
use; '

* Evalnating the accuracy of NCUA's
estimato of the burden of the proposed
oollection of information, including the
validily of the methodology and
assumplions used;

» Enhancing the quality, usefulnass,
and claxity of the information 1o be
collected; and

*» Minimizing the burden of collection
of infarmation on those who are to :
respond, including through the use of
appropriate automated, électronig,
mechanical, or other technological
collecticn techniques or other forms of
informalion technology; e.g., permitting
elecironic submission of Tesponses,

‘The PRA requiros OMDB to make a
decision concerning the collection of
information contained in the proposed
regulation between 30 and 60 days after
publication of this document in the
Federal Reglster, Tharefors, a commant
to OMB is hest assured of having its full
etfoct if OMB roceivas it within 30 days
of publication, This does not affect the
deadlins for the public to comment to
NCUA on the substantive aspects of the
proposed regulation, -

Comments on the proposed
information collection requirements
should be sent to

Office of Information and Regulatory
Aflairs, OMB, Attn; Shagufta Ahmed,
Roam 10226, New Exscutive Office
Building, Washington, DG 20503, with a
copy to the Secratary of the Board,
National Credit Unjon Administration,

1775 Duke Street, Alexandris, Virginia
223143428,

Executive Order 13132

Executive Order 13132 encourages
independent regulatory agencies to
consider the tmpact of thelr actions on
state and local interests, NCUA, an
independent regulatory agenay as
defined in 44 U,S.C, 3502(5), voluntarily
complies with the executive order to
edhere to fundamental federalism

 principles, This proposed rule will

apply to all federally insured natural
person eredit unions, including
federally insured, state-chartered
natural person credit unions,
Accordingly, it may heve a direct effect
ou the states, on the relationship
between the national government and

. the stais, or on the distribution of

power and responsibilities amnong the
various levels of government, This
impact is en unavoidable consequence
of carrying out the statutory mandate to
adopt a system of PCA to apply to all
federally insured, natural person credit
unions, Throughout the rulemaking
process, NCUA has consulted with
representatives of state regulators
regarding the impact of PCA on state-
chartered credit unions, The comments
and suggestions of those state rogulators
are reflected in the proposed rje,

Assessment of Federal Regulations and
Policies on Families

NCUA has determined that thig
proposed rule will not affect family
well-being within the meaning of
section 654 of the Treasury and Caneral
Government Appropriations Act, 1599,
Public Law 105-277,112 Stat, 2681
(1998),

List of Subjects

12 CFR Pazt 700
Credit unions,

12 CFR Part 71

Advertising, Aged, Civil rights, Credit,
Credit unions, Fair housing, Individuals
with disabilities, Insurance, Marital
status discrimination, Mortgages,
Religious discrimination, Reporting and
recordkeeping requirements, Sex

.discrimination, Signs and symbols,

Surety bonds,

12 CFR Part 702

Credit unions, Reporting and
recordkeeping requirements,

12 CFR Fart 708

Credit unions, Investments, Reporting
and recordkeaping requirements,

12 CFR Part 713
Bonds, Credit uninns, Insurance,
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12 CFR Part 723

Credit unions, Loan prograrms—
business, Reporting and recordkeeping
requirements, "

12 CFR Part 747

Administrative practice and
procedure, Bank deposit insurance,
Claims, Crodit unians, Crime, Equal
access to justice, Investigations,
Lawyers, Penalties,

By the National Credit Union
Administration Board on January 23, 2014,
Gerard Poliguin,

Seoreiory of the Board,

For the reasons discussed above,
NCUA Board proposes to ameand 12 CFR
parts 700, 701, 702, 703, 713, 723, and
747 as follows;

PART 700—DEFINITIONS

® 1. The suthority citation for part 700
continues to read as follows:

Authority: 12 U.8.C, 1752, 1757(8), 1768,

§700.2 [Amended]

m 2, Amend the definition of “net
worth” in § 700.2 by remaving.
'§702,2(f)" and adding in its place
“§702.2”,

PART 701-—-ORGANIZATION AND
OPERATION OF FEDERAL CREDIT
UNIONS

® 3. The authority citation for part 701
continues 1o read as follows:

Authority: 12 U1.8,C. 1752(5}, 1755, 1758,
1757, 1758, 1750, 1781a, 1761b, 1788, 1767,
1782, 1784, 1786, 1787, 1780, Section. 701,06
Is also authorized by 15 U,S.C. 3717. Segton
701,31 is also authorized by 15 U.S.C., 1801
&l seq.; 42 11.5.C, 1881 and 3601-3610,
Section 701,35 is also authorizad by 42
U.S8.C. 43114313,

§701.21 [Amended]

m 4, Amend § 701.21(h}(4)(iv) by
removing “§ 702.2(5"* aud adding in its
place “§ 702,27, '

§701.23 [Amended)]

W &. Amend § 701.23(h)(2) by removing
the words “net worth" and adding in
their place the word "“capital”, and
removing the words “or, if subject to a
risk-based net worth (RENW)
requirement under Part 702 of this
chapter, has remained “well capitalized’
for the six (6) immediately preceding
quarters after applying the applicable
RBNW requirement’’, :

§701.34 {Amended)

m 6. Amend § 701,34 as follows:

W 0, In paragraph (b)(12) by remove the
words “§§ 702.204(b)(11), 702.304(h)
and 702.305(h)” and add in their place
the words “part 702",

b, In paragraph (d)(1}(i) remove the
words “‘net worth” and add in their
Place the word “capital”, o

Appendix to § 701,34 [Amended])

® 7,In thesppendix to § 701,34, amend
the paragraph beginning g, Prompt
Gorreotive Action” by removing the
words ‘met worth classifications [see 12
CFR 702.204(b)(11), 702,304(b} and
702,305(b), as the case may be)"” and
adding in their place the words “vapital
classifications (ses 12 CFR part 702)",

W 8, Revisa part 702 to read as follows:
PART 702—CAPITAL ADEQUACY

Sec, '

7021 Authority, purpose, scope, and other
supervisory authority,

7022 Definitions,

Subpart A~—Prompt Corrective Action

702,101 Capital measures, effsctive date of
classification, and notice to NCUA,

762,102  Capital category classification,

702,103  Applicability of risk-based capital
ratio measure,

702,104 Risk-baged capital ratio measure,

702,106 Individual minimum capital
Tequirements,

702,106 Prompt corrective actlon for
adequately capitalized credit unions,

702,107 Prompt corrective action for
undercepitalized credit nnions.

702,108 Prompt corrective action for
significant]y undercapitalized credit
unions,

702,209 Prompt corrective action for
critically undercapitalized credit unions,

702.110 Consultation with state officials on
proposad prompt corrective action,

702,111 Net warth restoration plans
(NWRP).

702.112 Reserves,

702,113 Full and fair disslosurs of Snancial
condition,

702,114 Payment of dividends.

Subpart B—Alternative Prompt Gorrective
Actlon for New Cradit Unions

702.201 Scope and definition,

702,202 Net worth categorles for new crodit
unions,

702.203 Prompt corrective action for
adequately capltalizod now credit
unions,

702,204 Prompt corrective action for
moderzately capitalized, marginally
capitalized, or miritmally vapitalized
new credit unions, :

702.206  Prompt corrective action for
uncapitalizod new credit unions.

702,206 Revisod business plens {RBP) for
new credit nnions,

702,207 Incentives for new credit unjons,

702.209 Reservas. . :

702,210 Full and fair disclosurs of financial
condition,

702,211 Payment of dividends,

Authority: 12 11,8.C. 1786(a), 1790d.

§702.1 Authorlty, purpose, scops, and
other supervisory authority.

(a) Authorify. Subparts A and B of this
part and subpart L of part 747 of this
chaglter are issued by the National
Credit Union Administration (NCUA)
pursuant to sections 120 and 216 of the
Federal Credit Union Act (FCUA), 12
U.5.C, 1776 and 1790d (section 1790d),
as revised by section 901 of the Credit
Union Mem ership Access Act, Publig
Law 105-219, 112 Stat, 913 (1998),

(b) Purposs. The express purpose of
prompt corrective action under section
1790d s to resclve the problems of
federally insured credit unions at the
least possible long-term loss to the
National Credit Union Share Insurance
Fund. Subparts A and B of this part
carry out the pur}}JJose of prompt .
corrective action by establishing a
framework of minimum capital -
requirements, mandatory, and
discretionary supervisory actions X
applicable according to a cradit union's
net worth classification, designed -
primarily to restore and fmprove the
capital adequacy of federally insured
credit unions,

(c) Scope. This part implements the
provisions of section 1780d as they
apply to faderally insured credit unions,
whother federally- or state-chartered; to
such credit unions defined as “new”
pursuant to section 1790d{b)(2); and to
such credit unions defined as
“complex” pursuant to section
1790d(d). Certain of thess provisions
also apply to officers and directors of
federally insured credit unions. This
part does not apply {o corporate credit
unions. Procedures for issuing,
reviewing and enforcing orders and
dizectives 1ssued under this part are sel
forth in subpart L of part 747 of this
chapter, '

(rF) Other supervisory anthority,

- Naither section 1790d nor this part in

any way limits the authority of the
NCUA Board or appropriate stale
official under any other provision of law
to take additional supervisory actions to
address unsafe or unsound practices or
conditions, or violations of applicable
law or regulations. Action taken under
this part may be taken independently of,
in conjunction with, or {n addition to
any other enforcement action available
to the NCUA Board or appropriata stats
official, including issuance of tezse and
desist orders, orders of prohibition,
suspension and removal, ar assessment
of civil money penaltiss, or any other
actions authorized by law.

§702.2 Definitions.,
Unless provided otherwise in (his
part, the terms used In this part have the

-same maanings as set forth in FCUA
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sections 101 and 216, 12 1.,5.C, 1782,
1790d. The following deflnitions apply
to this part:

Allowance for Ioan and lease loss
(ALLL} means reserves that have been
establishad through charges against
earnings to absorb future losses on
loans, lease financing receivables, or
other extensions of cradit,

Appropriate regional director means
the director of the NCUA raglonal office
having jurisdiction over federally
insured credit unions in the state whare
the affacted credit union is pringipaily
located ar, for credit unions with $10
billion or more in assets, the Director of
tha Office of National Examinations and
Supervision, ’

Appropriate state official means the
commission, board or other supervisory
authority having jurisdiction over credit
unjons chartered by the state which
charterad the affected credit union.

Gall Rsport means the Call Report
required to be filed by all credit unions
under § 741.6(a)(2) of this chaptar,

Capital means the equity, as measured
by GAAP, available to a credit union to
cover losses, .

Cash equivalents mean short-ierm
highly liquid investments that;

(1) Have original maturities of 3
months or less, at the time of purchase;

(2) Are readily convertible to known
amounts of cash; and

(3) Are used as part of the credit
union’s cash-management activities.

Comunitment means any legally
binding arrangement that obligatad the
credit union to extend aredit cr ta
purchase asgets,

Credit union means a fedarally
insured, natural person credit union,
whethar federally- or state-chertered, as
defined by 12 U.5,C, 1762(6),

CUSO means a cradit union service
organization as defined in part 712 and
741 of this chapter,

Delinquent Joans means loans that are
B0 days or mare past due and loans
placed on nonacerual status,

Derivatives conlract means, in
general, a financial instrument, traded
on or off an exchange, the value of
which is directly depended upon the
value on or more underlying securities,
equity indices, debt instruments,
commodities, intorest rates nther
derivative instruments, or any agreed
upan pricing index or awangement,
Derivatives contracts include interest
rate derivatives contractes and any other
instrument that poses similar
counterparty credit rigks, Derivatives
contracts also include unsettled -
securitios with a contractual settlement
or delivery lag that is longer than the
lesger of the market standard for ths

particular instrument or five business
days, -

First mortgage real estate loan means
loans and lines of credit fully secured
by first liens on real estate (excluding
MBLg), where;

(1) The original amortization of the
mortgage exposure doss not exceed 30
yoars,

(2) The loan underwriting took into
aciount all the borrower's obligations,
including mortgage obligations,
principal, interest, taxes, insurance
(including mortgage guarantes
insurance) and assessments, and

(3) The Joan underwriting concluded
the barrower is able to repay the
axposure using the maximum interest
rato that mey apply in the first five
years, the maximum contract exposure
over the lifs of the mortgage, and
verified income,

GAAP means generally aciepted
accounting principles as used in the
United States.

Goodwill means an intangible asset
representing the future economic
benafits arising from other assets
acquired in a business combination
(8.g., merger) that are not individually
identified and separately recognized,

Intungible. assels means those assets
that are required to be reported as
intangible essets in a credit union’s Call
Report, including but not lisited to
purchased credit card relationships,
goodwill, favorahle leassholds, and coro
deposit value,

Investment in CUSO means the
unimpaired value of the credit union’s
aggregate CUSC investments as
measured under GAAP on an
unconsolidated basis,

Idontified losses means those items
that have been determined by 'an
avaluation made by a state or faderal
examiner, as measured on the date of
examination, to be chargeable against
income, capital and/or valuation
allowancos such as the allowance for
Ioan and lease lusses. Examples of
identified losses would be assets
classified as losses, oif-balance sheat
items classified as losses, any provision
expenses that are necessary to replenish
valuation allowanaes to an adequate
level, liabilities not shown on the boaks,
estimated losses in contingent
liahilities, and differences in .accounts
that represent shortages,

Loans to CUSOs means the aggregale
outstanding loan balance, available
line(s) of eredit from the credit union,
and guarantees the cradit union has
made to or on behalf of a CUSO.

Loans {ransferred with Hmited
recourse means the total principal
balance outstanding of loans transferred,
ingluding participations, for which the

transfer qualified for true sale.
accounting treatment under GAAP, and
for which the transferor credit union
retained some limited recourss (1e.
insufficient recourse to preclude true
sale aceounting treatment), The term
does not include transfers that qualify
for true sale accounting treatment but
contain only rontine rapresentation snd
warranty paragraphs that are standard
for sales on the secondary market
provided the credit union is in
vompliance with all other related
requirements such ag gapital
requirements.

Mortguge servicing asset (MSA) means
those assets (net of any related valuation
allowances) resulting from contracts to
service loans gacured by real estate [that
have heen securitized or owned by
others) for which the benefits of
servicing are expected to more then
adequately compensate the servicer for
performing the servicing,

NCUSIF meang the National Cradit
Union Share Insurance Fund as defined
by 12 U.S.C. 1783. ‘

Net worth means:’

(1) The retained eartiings balance of
the credit union at quarter-end as
determined under GAAP, subject to
paragraph (3) of this definition.
Retained earnings consists of undivided
carnings, regular reserves, and any other
appropriations designated hy
management or regulatory authoriiies,

(2) For alow income-designated
credit union, net worth also includes
secondary capital acoounts that are
uninsured and subordinate to ail other
claims, including claims of creditors,
shareholders, and the NCUSTF,

(3) For a credit union that acquires
another credit union in a mutual
combination, net worth also includes
the retained earnings of the acquirad
credit union, or of an integrated set of
activities and assets, less any bargain
purchase gain recognized in either case
to the extent the difference botwesn the
two is greater than zero, The acquired
retained earnings must be determined at

. the point of acyuisition under generally

accepted accounting principles, A
mutual combination is a transacton in
which a credit union acquires another
eredit union or acquires an integrated
set of activities and assets that is
capable of being conducted and
maneged as a credit union,

(4) The tarm “net worth” also
includes loans to and accounts in an
insured credit union, established
pursuant to section 208 of the Act [12.
U.8.C. 1788), provided such loans and
accounis! .

(i) Have a remaining maturity of mare
than § years; :
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{ii) Are subordinate to all other claims
including those of shareholders,
creditors, and the NGUSIF;

(ii1} Are not pledged as security on a
loan to, or uther obligation of, any perty;
(iv) Are not ingured by the NCUSIF;
(v) Have non-cumulative dividends;

(vi) Are transferable; and :

(vii) Are available to cover operating
losses realized by the insured cradit
union that exceed its available retained
earnings,

Net worth ratio means the ratio of the
net worth of the oredit union to the total
assets of the eredit union rounded to
two decimal places, ’

New credit unfon means = foderally
insured credit union which both has
been in operation for less than ten (10)
years and has $10,000,000 or Jess in
1otal gssets,

Off-balance sheet fems means items
such as commitments, contingant items,
guaraniees, certain repo-styla
transactions, financial standby letters of
credit, and forward agreements that are
not included on the balance sheet bt
are normally reported in the financial
statement footnotes,

(ualifying master netling agreement
means g written, legally enforceable
agreement, provided that:

(1) The agreament creates a single
legal obligation for all individual
transactions coverad by the agreement
upon an event of default, including
upon an event of conservatorship,
receivership, insolvency, liquidation, or
similar proceeding, of the counterparty;

(2) The agreement provides the credit
union the right to accelerata, terminate,
and close ot on a net basis all
transactions under the agreement and to
liquidate or set off collatera) promptly
upon an avent of default, including
upon an event of congervatorship,
receivership, insolvency, Hquidation, or
similer proceeding, of the counterparty,
provided that, in any such case, any
exercise of rights under the agreement
will not be stayed or avoided under
applicable law in the 16]evant
jurisdictions, other than in raceivership,
conservatorship, resolution under the
Federal Deposit Insurance Act, Title IT
of the Dodd-Frank Wail Street Reform
and Consumer Protection Act, or under
any similar insolvency law applicable Lo
GSEs; . .

{3) The agreement does not contain a
walkaway clause {that js, a provision
that permits a non-defaulting
countorparty to make a lower payment
than it otherwise would make under the
agreement, or no payment at all, 1o a
defaultsr or the estate of a defaulter,
oven if the defaulter or the estate is a net
creditor under the agreement); and

{4) In order to recognize an agreement
as a gualifying master notting agreerent
for purposes of this part, a credit union

must conduct sufficient legal review, at .

ariginetion and in response to any
changes in applicable law, to conclude

. with a well-founded basis (and maintain

sufficient written documentation of that
legal review) that:

%i] The agreement meets the
requirements of paragraph (2) of this
definition of qualifying master netting
agreament; and

(ii) In the event of a legal challenge
(including ohe resulting from default or
from conservatorship, receivership,
insolvency, liquidation, or stmilar
proceedingl, the relavant court and

-.administrative authorities would find

the agreement to he legal, valid, binding,
and enforceable under the law of
relevant jurisdictions,

Risk-based capital ratio means the
percentage, rounded to two decimal
placss, of the risk-baged capital
numerator to tolal risk-weighted assets,
as calculated in accordance with
§702,104[a). :

Hisk-weighted assets meuns the total
risk-wolghted assets as caleulated in
accordance with § 702,104(c},

Senior executive officer meansa
senior executive officer as defined by
§701,14(b)(2) of this chapter,

Shares means deposits, shares, share
cortificates, share drafts, or any other
depository account authorized by
federal or state law.

Total assets, (1) For each quarter, a
credit union must elect one of the
measures of total assets listed in
paragraph (2) of this definttion to apply
for all purposes under this part except
§5§ 702,103 through 702,105 (risk-based
capital ratio requirements),

{2) Total assets means a credit unjon’s
total assets as measured by either—

(1) Avercge quarterly balance, The .
credit union’s total assels measured by
the average of quarter-end balances of
the current and three preceding
calendar quarters;

(i) Average monthly balance. Tha
aredit union’s total assets meagured by
the average of month-end balances over
the three ealendar months of the
applicalle calendar quarter;

{ii) Average daily balance, The credit
unjon’s total assels measured by the
average daily balance over the
applicable calendar quarter; or

iv) Quarter-end balance, The credit .

union’s total assets measured by the
querter-end balance of the applicable
calendar quarter as veported on the
aredit union’s Call Report,

U.S. Government agency mesans an
instrumentality of the U.§, Government
whaose obligations are tully and

explicitly guarantead as to the timely

payment of principal and interest by the

full faith and credit of the 17,5,
Government, :

Verified incomes means receipt and
retention of gorroborative information o
establish the reality of the {ncome
supporting the repayment of the loan,

Weighted-average lifs of investments
means:

(1) For investments in registered
investment companies (e.g,, mutunal

_funds} and collective investment funds

(e.g., common trusts), the maximum
weighted-average life or duration target

of the investment disclosed, divectly or

indirectly, in the most racent prospectus
or trust instrument (if the mexinmum
weighted-average life or duration target
is not disclosed, the welghted-average
life of investments means greater then 5
years, but less than 10 years);

(2) For investments in money market
funds, as defined in 17 CFR 270,237,
and collective invastment funds
operated in accordance with short-term
investment fund rules set forth in 12
CFR 9.18(b}{4)(1i}(B}(2) through (3), 1
year or less;

(3) For fixed rate debt obligations and
deposits that are callable in whole, the
period remaining to the maturity date;

(4) For fixed rate debt oblipations and
deposits that are non-callable and non-
amortizing (e.g., bullet maturity
instriuments), the perfod remaining to
the maturity date;

(8} For fixed rate debt abligations or
deposits with periodic principal pay
downs (a.g,, mortgage-backed
securities), the weighted-average life of
investnients as defined according to
industry standard caleulations, which
include the impact of unscheduled
payments;

(8) For variable rate debt obligations
and deposits (regardless of whether the
investment amortizes), the period

.remaining to the next rate adjustment

date;

(7) For capital stock in mixed-
owngrship Government corporations, as
defined in 31 U.S.G, 9101(2}, greater
than 1 year but less than or equal to 3
years; .

* (8) For other equity securities, greater
than 10 years,

(9) For any other invastments not
addressed abova, the average time to the
return of a dolltar of principal,
calculated by multiplying each portion
of pringipal received by the time it 1«
expected-to be received (based on a
reasonable and suppaortable estintate of
that time), and then taking the total of
these time-weighted payments and
dividing by the total amount of
principal. :
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Subpart A—Prompt Corrective Action

§702.101 Capltal measures, cflective date
of elagsification, and notlce to NCUA,

() Capital measure. For purposes of
this part, a credit union must determino
its capital clessification.at the end of
sach calendar quarter using the
following mensures: .

(1) The net worth ratic; and

(2) ¥ determined to be applicable
under § 702,103, the rigk-based capital
ratio, .

(b) Effective date of capital
classification. For purposes of thia part,
the effective date of a federally insured
credit union’s capital classification shall
be the most recent to ocour of:

(1) Quarter-end effective dute. The
last day of the calendar month following -
the end of the calendar quarler; or

(2) Corrscted capital classification,
The date the.credit union received
subsaquent written notice from NCUA
or, if state-chartered, from the .
appropriate state official, of a declina in
capital classification due to correction
of an error or misstatement in the credit
union’s most recent Call Repert; or

(8) Reclassification to lower category,
The date the credit union raceived
writlen notice from NCUA or, if state-
chartered, the appropriate state official,
of reclassification on safety and
soundness grounds as provided under

{c) Notice to NCUA by filing Call
Report, (1) Other than by filing a Call
Report, a federally insured credit union -
nesd nat notify the NCUA Board of a
change in its capltal medsures that
places the credit union in a lower

+ capital category;

2) Failurs to timely file a Call Report
48 required under this section in no way
alters the effective date of a change in
capital classification under paragraph
(bj of this section, or the affacted credit
unjon's corresponding legel obligations
under this part, . S

§702.102 Capital classifications,

" (a) Capital categories. Fxcept for
credit unions defined as “new” under
subpart B of this part, & credit union
shall be deemed to he classified (Table
1 of this section)—

(1) Well capitalized if:

1) Net woarih ratfo. The credit wnion
has a net worth ratio of 7,0 percent or
greater; and )

(ii) Risk-based capital ratio. The
credit union, if complex, has a total risk-
based capital ratio of 10.5 percent or
greater,

(2) Adequately capitalized if;

(1) Net worth ratio. The credit union
has a net worth ratio of 6.0 percent or
greater; and : .

(ii) Risk-based capital ratio. The
credit union, if complex, has a total risk-
based capital ratio of 8,0 percent or

- greater,

(3) Undercapitalized if;

(i) Net worth ratio. The credit union
has a net worth ratio of 4.0 percent or
greatar; and -

(11} Risk-based capital ratio, The
credit union, if complex, fails to mest
the minimum 8.0 percent total risk

'based capltal requirement,

(4) Signifivantly undercapitalized if;

(i) The credit union meets the
definition of undercapitalized, has & net
worth ratio of less then 5.0 percent, and
has recelved notice thet its net worth
restoration plan has not been approved
{to qualify for a higher net worth
classification, a significantly
undercapitalized credit union must
have a net worth restoration plan

- approved by NQUA);

(i) The credit union has a net worth
ratio of 2,0 percent or more but less than
4.0 percent; or

. (it1) The credit union has a net worth
ratio of 4,0 percent or more but less than
5.0 percent, and either—

(A) Fails to submit an acceptable net
worth restoration plan within the time
prescribed in §702,111; or

(B) Materially fails to implement a net
worth restoration plan approved by the
NCUA Board.

(8) Critfeally undercapitalized if it has
anet worth ratio of less than 2,0
percent,

TABLE 1 TO §702.102—CAPITAL CATEGORIES

A eredlt union's capltal

classificatlon is . - Net worth ratlo Risk-based capltal ratfo | And subject to following conditionds) , . .

Well Capltaiized .....covvsnreon.s 7% OF BROVE wevvvciisiriviianiins | 10.5% OF 8BOVE ,vivenserns, | Must pass both net worth raflo and risk-based capial
' rafio, .

Adequately Gapitalized ........ 6% 10 6.98% .vvvvceririvicinnn 8% 10 10.49% ........ccoonueennns | Must pass both net worth rafio and risk-based capital

Undercapitalized ........voeeere. | 4% 10 5,99% ...

Signlficantly Undercapital-
ized,

Crlllcally Undercapitalized ... | Less than 2% .,

2% to 3.99% ......

ratio,
e , | Less than 8%

railo,

............ ivn | A e | NONG,

Must pass both nel worth ratio and risk-based capital

TP, NIA S, oo | OF i “Undercapitalized at < 5% nel worth and fails o
: timely submit or materlally mplement an approved
net worth restoration plan, '

(b} Reclassification based on
supervisory criteria other than not
worth. The NCUA Board may reclussify
a well capitalized credit union as
adequately capitalized and may require
an adequately capitalized or
undercapitalized credit union to comply

. with certain mandatory or discretionary

supervisory actions as.if it wore
classified in the next lower vapital
category (each of such actions
hereinafter referred to generally as
“reclassification”) in the following
circumstances;

1

(1} Unsafe or unsound condition, The
NCUA Board has determined, after
notice and opportunity for hearing
pursuant to- § 747.2003 of this chapter,
that the credit union is in an unsefe or
unsound condition; or

[2) Unsafe or unsound practice, The
NCUA Board has determined, after
notice and opportunity for hearing
pursuant to § 747,2003 of this chapter,
that the credit union has nat corrected
8 material unsafe or unsound practice of
which it was, or should have been,
aware.

{c) Nor-delegation, The NCUA Board
may noi delegate its authority to
raclassify a crodit union under

.paragraph (b) of this section,

(d) Consultation with state officials.
The NCUA Board shall consult and seek
to work cooperatively with the
appropriate state official before
reclassifying a federally insured state-

- chartered crodit unjon under paragraph

(b} of this section, and shall prowmptly
notify the appropriate state official of its

decision to reclassify,
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§702103 Applicabllity of risk-based
capltal ratto measure,

Far purposes of § 702,102, a cragit
union is defined as “complex’’ and a
risk-besed capital ratio requirement is
applicable only #f the credit union’s
quarter-end toial assels exceed fifty
million dollars ($50,000,000), as
reflected in its mosi recent Call Raport,

§702.104 Risk-based capltal ratlo
meastres,

A complex credit union must
calculats its risk-based capital ratio in
accordance with this section, .

(a) Caleulation of the risk-bused
capital intio, To determine its risk-hased
capital ratio a complex credit unjomn
must caloulate the percentage, rounded
to two decimal places, of its risk-based
capital numerator as described in
paragrapk (b) of this section to its total
risk-weighted assets as described in
paragraph (¢} of this section,

(b} Risk-based capital ratio
numerator, The risk-based capital ratio
numerator {s the sum of the specific
capital elements in paragraph (b)(1} of
this section, minus the regulatory
adjustments in paragraph (b}(2) of this
saction,

(1) Capital elements of the risk-busad
capital ratfo numerator, The capital
elements of the risk-based capita]
numarator are;

(i) Undivided earnings (ineluding any
regular roserve);

(1i} Appropriation for non-conforming
investments;

(11i) Other reserves;

{iv) Equity acquired in merger;

{v) Net incoma;

(vi) ALLI, liraited to 1,25% of rigk
assels;

(vii) Secondary capital accounts
included in net worth (as defined in
§702.2); and

{viii) Section 208 sssistance included
in net worth (as defined in § 702.2},

(2) Risk-based capital numerator
deductions. The slements deducted
from the sum of the risk-hased capital
elements are:

(i) NCUSIF Capitalization Deposit;

(if) Goodwill;

(iti) Other intangible assets; and

(iv) Identified losses not reflected in
the risk-hased capital ratio numerator,

() Total risk-weighied assets, (1)
General, Total risk-welghted assats
includes risk-weighted on-balance sheet
assots as describod in paragreph (c)(2) of
this section, plus the risk-weighted off-
balance sheet assets in paragraph (c)(3)
of this section, plus the risk-weighted
derivatives in paragraph (c){4) of this
section, less the risk-based capital
numerator deductions in paragraph
(b)(2) of this section.

(2) Risk-weighis for on-balance sheet
assots, The risk categories and weights
for assets lsted on n complex cradit
union’s balance sheat are‘as follows;

(i) Categery 1—zero percent risk-
weight, A credit union must assign a
zero percent risk-weight to:

(A) Cash on hand, which includes the
changs fund (voin, currency, and cash
items), vault cash, vault funds in transit
and currency supplied from sutomatic
teller machines,

{B) NCUSIF capital deposit,

(C) Dabt instruments unconditionally
guaranteed by the NCUA or the Federa]
Deposit Insurance Corporation. -

(%] U.8, Governmeont obligations

directly and unconditionally guaranteed’

by the full faith and credit of the U.S.
Government, including U.S. Treasury .
bills, notes, bonds, zero coupon bonds,
and separate trading of registered
interest and principal securities
[STRIPS),

() Non-delinquent student loans
unconditionally guaranteed by a U.S,
Government agency,

(i) Category 2—20 percent risk-
woight, A credit union must assign a 20
percent rigk-weight io:

(A} Gash on deposit, which includes
balances on deposit in insured financiel
institutions and deposits in transit,
These amounts may ¢ may not be
subjoct to withdrawal by check, and
they may or may not bear interest,
Examples include overnight accounts,
corporate czadit union daily accounts,
money market accounts, and checking
aceounts,

(B) Cash equivalonts (investments
with original maturities of three months
or less). Gash equivalents are short-tarm,
highly liquid non-security tnvestments
that have an original maturity of 3
months or less al the thno of purchase,
are readily canvertible to known
amounts of cash, and are usod as part of
the credit union’s cash management
activities, '

(C) The total amount of investments

with a wejghted-average life of one yaar

or less,

{1} Residential mortgages gutranteed
by the U.S, Government through the
Federal Housing Administration or the
Depertment of Veterans Affairs,

(%) L.oans guaranteed 75 percent or
more by the Smail Business
Administretion, U,S. Department of
Agriculture, or other U,S, Government
BEOLCY.,

(i11) Category 3—50 percent risk-
weight, A credit union must assign a 50
percent risk-weight to:

(A) The total amount of investments
with a welghted-average life of graater
than one yeer, but less than or oquai to

three years,

(B) The total amount of current and
nou-delinquent first mortgage roal sstate
loans less than or equal to 25 parcent of
total assets,

(iv) Category 4—75 percent risk-
weight. A credit union must assign a 75
percent risk-weight to;

(A) The total amount of investments
-with a weighted-average lifo of greater
than three years, but lags than or equal
to five years,

{B) Gurrent and non-delinguent
unsecured credit card loans, other
unsecured loans and lines of cradit,
short-term, small amount lpans (5T5S),
new vehicle loans, nsed vehicla loans,
leases receivable and all other loans,
(Excluding loans reported as mamber
business loans),

(C) Current and non-delinquent first
martgage real estate loans greater than
25 percent of total assets and less than
or equal o 35 percent of assets,

(v} Category 5—100 percent risk- ‘
weight, A credit union must assign a 100
percent risk-weight {o;

(A) Corporate credit unjon

. non erEetual capital,
T

{B) The total outstanding principal
amount of loans to CUUSOs,

{C) Current and non-delinquent firgt
martgage real estate loans greater than
35 percent of {otal assets.

(D) Dolinquent first mortgnge real
estate Joans,

(E) Other real estate-secured loans less
than or equal to 10 percent of assets,

(F) Member business loans less than
or equal to 15 percent of assets,

(G) Loans held for sale,

(1) The total amount of any
foreclosures and repossessed assets.

(D) Land and building, less
dapreclation on building.

) Any other fixed assets, such g
furniture and fixtures and leasehald
improvements, iess related depreciation,

(K} Current non-federally insured
student loans,

(L) All other assets not spacifically
assigned a risk-weight but included in
the balance sheet, _

(vi) Category 6--125 percent risk-
walght, A crexd'qt union must assign a 125
percent rigk-weight to the total amount
of all other real estate-secured loans
greater than 10 percent of assets and less
than or equal to 20 percent of agsets,

(vii) Category 7—150 percent risk-
weight, A credit union must assign a 150
percent risk-weight to:

(A) The total amount of investments
with a weighted-average life of greater
than five years, but less than or equal io
ten yoars,

{B) Any delinquent unsecured cradit
card loans; other unsecured loans and
lines of credit; short-term, small amount
loans; non-federally guarantosd student
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loans; new vehicle loans; used vehicls
louns; leases recelvable; and all other
loans (excluding loans reported as
momber business loans),

{C} The total amount of all other real
estate-secured loans greater than 20
percent of assets,

{D) Any member business loans
greater than 15 percent of assets and less
than or equal to 25 percent of assots,

(viil} Category 8—200 percent rigk-
weight, A credit union must assign 'a 200
percent risk-welght to:

(A) Corporate credit union perpetual
capital.

(B) The total amount of investments
with a weighted-average life of greater
than 10 years, .

(C) The total amount of member
business loans greater than 25 percent of
assets, other than member buesiness
loans included in Category 3 (paragraph
(e)(2)(iti) of this section),

{ix) Category 9250 percent risk-
weight, A credit union must assign a 250
percent risk-welght ta:

" (A) The total value of investments in
CUS0s,

(B) The total value of martgage
servicing assets, :

(x) Category 10—1,250 percerd risk-
weight, A credit inion must assign a
1,260 percent risk-weight (8% * 1,250%
= 100%) to an asset-backed investment
for which the eredit union is unable to
demonstrate, as required under
paragraph (d} of this section, a
comprehensive understanding of the

features of the asset-hacked investment
that would matertally affect its
performancs, .

(3) Risk-weights for off-halance shest
activities, The risk-weighted amounts
for all off-balance sheet items are
determined by multiplying the notional
principal, or face value, by the
appropriate conversion factor and the
assigned risk-weight as follows:

(iJ A 75 percent conversion factor
with a 100 percent risk-weight for
unfunded commitments for member

"business loans, .

(ii} A 76 percent conversion factor
with a 100 percent risk-weight for
member business loans transforred with
limited reconrse..

(iif) A 75 percent conversion factor
with a 50 percent risk-weight for first
mortgage real estate loans transferred
with limited recourse,

{iv} A 75 percent convarsion factor
with a 100 percent rigk-weight for other
real estate loans transferred with limited
recourse,

(v} A 75 percent conversion frctor
with & 100 percent risk-welght for non-
foderally guaranteed student loans
transferred with limited recourss.

(vi} A 75 percent conversion fagtor
with a 75 percent risk-weight for all
other loans transferred with limited
recourse, :

{vli) A 10 percent conversion factar
with a 75 percent risk-weight for total
unfunded cammitments for non-
business loans.

{4) Derivatives. (1) Single derivatives
conirect exposure amount, Excepl as
madified by paragraph (c){4)(ii1) of this
section, the exposure amount for a
single derivatives contract that is not
subject to a qualifying master netting
agreement is equal to the sum of the
credit union’s current credit exposure
end potential future credit oxposure
{PFE) on the derivatives contract,

{A) Gurvent credit exposure, The
current credit exposure for a single
derivatives contract is the greater of the
mark-to-fair value of the derivatives
coniract or zero,

(B} Patential future credit exposure
{PFE}, (1) The PFE for a single

- derivatives contract, including a

derivatives coniract with a negative
mark-to-fair value, is caloulated by
multiplying the notional pringcipal
amount of the derivalives contract by
the appropriste conversion factor in
Table 1 of this section,

{2} For a derivatives contract that is
siructured such that on specified dates
any outstanding exposure is settled and
the terms are reset so that the fair value
of the contract is zero, the remaining
maturity equals the me until the next
reset date,

(9} For an interest rate derivatives
contract with a rematning maturity of
greator than one year that meets these
criteria, the minimum conversion factor
is 0,005,

TABLE 1 TO § 702.104—CONVERSION FACTOR MATRIX FOR DERIVATIVES CONTRACTS

Remalning malurty Interest rate Cther
ONB YORF OF 18SS otrranrinrsmemsseonmssrsmssineeessesnne e 0.00 0.10
Greater than one year and less than or equal to five years 0.005 012
Greater than five years ..., 0.015- 0.18

(i) Multiple devivatives contracts
subject to a qualifying masler nelting
agreement. Except as modified by
paragraph (c)(4)(iii) of this section, the
exposure amount for multiple
derivatives contracts subject to a
qualifying master nelting agreement is
equal to the sum of the net current
credit exposure and the adjusted sum of
the PFE amounts for all derivatives
contracts subject to the qualifying
master notting agreement,

(A) Net crurent credit exposurs, The
net current credit exposure is the greater
of tho net sum of all positive and
negative mark-to-fair values of the
individual derivatives contragts subject
to the qualifying master neiting
agreement or zerp, .

(B) Adjusted sum of the PFE amounts.
The adjusted sum of the PFE amounts,

Anet, s caloulated as Anet = (0,4 x
Agross) + (0.8 X NGR x Agross), where:

(1) Agross aquals the gross PFE (that
is, the sum of the PFE amounts as
determined under paragraph [c)[4){i}(B}
of this section for each individaal
derivatives contract subject to the
qualifying master netting agreement);
and

(2) Net-to-gross Ratio (NGR) equals
the ratio of the not current credit
expasure to the gross current eredit
exposure, In caleulating the NGR, the
gross current credit exposure aquals the
sum of the positive current credit )
axposures (as determined under
paragraph(c}(4)(i){(A) of this section) of |
all individual derivatives contracts
subject to the qualifying master netiing
agreemandt.

(ili) Recognition of credit risk
mitigation of collateralized derivatives
Goniracts, A credit union may recognize
the credit risk mitigation benefits of
financial collateral that secures a
derivatives contract or multiple
derivatives contracts subject to a
qualifying master netting agreement
(netting set) by using the simple
approach in paragraph (c)(4)(v} of this
section, -

(iv) Alternative approach, As an
altsrnative to the sfmple approacly, a
credit union may recognize the credit
risk mitigation benefits of financial
collaferal that secures such a contract or
netting set if the financial collateral is
marked-to-lair value on a daily basis
and subject to a daily margin "

mainienance requirement hy applyinga

risk-waight to the exposure as If it wera
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uncollateralized and adjusting the
exposure amount calculated under
paragraph (c¢){4)(f) of this section using
the collateral approach in paragraph
(c){4)(v) of this section. The credit union
must substitute the exposure amount
calculated under paragraph (c}(4)(i)(A)
ar (B} of this section for exposure
amount in the equation in paragraph
fe)(4)(+). :

(v) CGollateralized transactions, (A)
General. A credit union may use the
approach in paragraph {c)(4)(v)(B) of
this section fo recognize the risk-
mitigating effects of financial collateral,

(B Simple collateralized derivatives
approach. To qualify for the simpls
approach, the financial collatera) must
meet the following requirements:

(1} The collateral must he subjact to
a collateral agreement for at least the life
of the exposure; '

(2) The collateral must be revalued at
least every six months 5 and

(3) The collateral and the exposure
must be denominated {n the same
currency, .

{G) Risk-weight substiiution, (1) A
credit union may apply a risk-welght to
the portion of an exposure that is
seoured by the fair value of financtal
collateral (that mests the requirements
for the simple collateralized approach of
this section) basad on the risk-weight
assigned to the colluteral as established
under § 702,104(c),

(2) A aredit union must apply a rigk-
weight to the unsecured porticn of the
exposure based on the risk-weight
applicable to the exposure under this
subpart,

(1Y) Exceptions to the 20 Ppercent risk-
weight floor and other requirements,
Notwithstanding the stmple
collateralized derivatives approach in
paragraph (c)(4)(v)(B) of this section:

(2) A credit union may assign a zero
percent risk-weight to an exposure to a
derivatives contract that is marked-to-
market on a daily basis and subject to
a daily margin maintenance
requirement, to the extent the contract
is collateralized hy cash on doposit,

(2) A credit union may asgign a 16
percent risk-weight to an exposure to an
derivatives contract that is marked-to- -
market daily and subject to a daily
margin maintenance requirement, to the
oxtent that the contract is collateralized
by an exposure thet qualifies for a zerg
percent risk-weight under
§702.104(c)(2)(ii),

(E) A credit union may assign a zero
percent risk-weight to the colluteralized
portion of an exposure where:

(1) The financial collateral 1s cash on
deposit; ar :

2) The financial calluteral is an
exposure that qualifies for a zerp -

percent risk-weight nnder

§ 702,104 (c}(2)(11), and the credit union -

has discounted the fair value of the
caliateral by 20 percent,

(d) Due diligence requirements for
assef-hacked investments, (1) If a credit
union is unable to demonstrate to the
NCUA a comprehensive understanding
of tha features of an asset-backed
Investment exposure that wonld
materially atfect the performance of the
exposurs, the redit union must assign
@ 1,250 parcent risk-walght to the asset-

‘backed Investment exposure, The credit

union's analyais muat ba commensurate
with the complexity of tha asset-backed
investinent and the materiality of the
position in relation to regulatory capital
according to this part.

(2) A credit union must demonstrate
its comprehensive understanding of an
asset-backed investment exposure under
paragraph (d)(1) of this section, for each
asset-hacked investmant exposure by

(i) Condugting an analysis of the risk
characteristics of an investment
exposure priorto aequiring the axposure
and docvmenting such analysis within
three business days after acquiring the
exposure, considerfng: . -

A) Structural features of the
investment that would materially
impaet the performance of the exXposure,
for example, the contractual cash flow
walerlall, waterfall-velated {riggers,
credit enhancements, liquidity
enhancemants, fair value triggars, the
performence of organizations thai
service the position, and deal-specific
definitions of default;

(B) Relavanl information regarding the
performance of the underlying credit
exposuro(s), for example, the percentage
of loans 30, 80, and 90 days pasi due;
dofault rates; prepayment rates; loans in
foreclosure; property types; OCCUpANCY;
average credit score or other measurss of
craditworthiness; average loan-to-value
ratio; and industry and goographic
divorsification date on the underlying
exposure(s);

(C) Relevant market data of the asset-
backed investrent, for example, bid-agk
spreads, most recent sales price and
historical price volatility, trading
volume, implied market rating, and size,
depth, and concentration level of tha
market for the investment; and

(I3 For relnvestment 8Xposures,
porformance information an the
underlying investment exposures, for
exarnple, the {ssuer name and credit
quality, and the characteristics and
performance of the exposures
undorlying the investment eXposures;
and :

(i) On an ongoing basis (no less
frequently than quarterly), evaluating,
reviewing, and updating as appropriate

the analysis required under this section
for each investment exposure,

§702105  Individual minimum capital
reguirements,

() General, The rules and procedures
spocified in this paregraph {a) apply 1o
the establishment of an individual
minimum capital requirement for a

credit nnion thet varfes from any of the

-rigk-based capital requirement (s) that

would otherwise apply to the credit
union under this part, -

(b) Appropriate econsidsrations for
establishing individual minimum
capital requirements, Minimum capital
levels higher than tha risk-based capital
requirements under this part may be
appropriate for individual credif unions,
NGUA may establish increased
individual mintmum capital
requirements upon ils determination
that the credit union's capital is or may
begome inadequate in view of the credit
union’s circumnstances, For example,
higher capital levels may be appropriate
when NCUA determines that;

{1) A creditunion is receiving special
supervisory attention;

(2) A credit union has or is axpected
to have losses resulting in capital
inadequacy;

(3} A credit union has a high degree
of exposure to interest rate risk,
Prepayment risk, credit risk,
congentration risk, certain risks arising
from nontraditional activities or similar
risks, or & high proportion of off-balunge

. sheat rigk;

(4) A credit union has poor liguidity
or cash flow; '
(5) A credit union ig growing, either

internally or through acquisitions, at
such a rate that supervisory problems
arg presented that are not adequately
addressed by other NCUA regulations or
other puidance;

(8) A crodit union may be adversely
affected by the activities or condition of
its CUSOs or othor persons or entitiey
with which it has significant businesa
relationships, including concentrations
of credit;

(7) A credit union with a portfolio
reflecting weak credit quality ora
significant likelhood of financlal loss,
or which has loans or securities in
nonperforming status or on which
borrowers fail to comply with
repayment terms;

{8) A credit union has inadequate
underwriting policies, standards, or
procedures for its loans and
invesiments;

(9] A credit union has failed to
properly plan for, or execute, necossary

- retained earnings growth, or

{10} A credit union has o record of
operational losses that exceeds the
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average of other similarly sitiated cradit
unions; has management deficiencies,
including failure to adequately monitor
and gontrol financial and op erating
risks, particularly the risks presented by
concentrations of credit and
nontraditional activities; or has a poor
record of supervisory complianca,

(e} Standards for determination of
appropiiate individual minimum
capital requirements. The appropriate
minimum capital levels for an
individual credit union cannot be |
determined solely through the

. epplication of a rigid mathematical

formula or wholly objective criterla, The

decision is necessarily hased, in part, on”

subjective fudgment grounded in agency
expertise. The factors to he considered
in NCUA's determination will vary in
each case and may include, for example;

(1) The conditions 'or clreumstances
leading to the determination that a
higher minimum capital requirement is
appropriate or necessary for the credit
union;

(2) The urgency of those
vircumstances or potential problems;

(3} The overall condition,
management strength, and future
prospects of the credit union and, if
applicable, its subsidiaries, affilintes,
and husiness partners;

(4) The (:reci?it union’s liquidity,
capital, and other indicators of Anancial
stability, particularly as compared with
those of similarly situeted credit unions;
and

(5) The policies and practices of the
credit union's directors, officers, and
senior management as well as the
internal control and internal audit
systems for implementation of such
adopted policies and practices,

§702.,106  Prompt corrective actlon for
adequately caplialized credit unlons.

-(a) Barnings retention, Beginning on
the effective date of classification as
adeqnately capitalized or lower, a
federally insured credit union must
increase the doller amount of its net
worth quarterly either in the current
quarter, or on average over the current
and three preceding quarters, by an
amount equivalent to at least 1/10th
percent (0.1%]) of fs total assets (or
more by cholce), until it {s well
capitalized,

{b) Decrease in retention, Upon
wrilten application received no later
than 14 days before the quarter end, the-
NCUA Board, on a vase-by-cese bagts,
may permit 4 credit union to increase
the dollar amount of ils net worth by an
amount that i less than the amount
required under paragraph (a) of this
section, to the extent the NCUA Board
detenmines that such lesser amount—

(1) 1s necessary to aveid & significant
rodemption of shares; and

{2) Would farther the purpose of this

art,
P (c) Decrease by FISCU, The NCUA
Board shall consult end seek to work
cooperatively with the appropriate state
official before permitting a foderally
insured state-chartersd credit union to
decrease itg earnings retentlon under
paragraph (b) of this section,

(d) Periodicreview, A dacision under
paragraph (b} of this section to permit a
credit union 1o decroase its earnings
retention js subject to quarterly review
and revocation except when the crodit
union is operating under an approved
net worth restoration plan that provides
for decreasing its earnings retention as
provided under paragrapk (b) of this
section,

§702.107 Prompt corrective action for
undercapltalized credit unlons.

(0) Mandatory supervisory actions by
credif union, A credit union which is
undercapitalized must—

(1) Barnings refention, Tncrease net
worth in accordence with § 702.106;

(2) Submil net worth restoration plan,
Submit a net worth restoration plan
pursuant to § 702,111, provided
however, that a credit union in this
category having a net worth ratio of less
than five percent (5%) which fails to
timely submit such a plan, or which
materjally fails to implement an
appraved plan, is classified significantly
undercapitalized pursuant to
§ 702.102(n)(4)(i1);

(3) Restrict increase in assets,
Beginning the effective date of
classification as undercapitalized or
lower, ot permit the credit unjon's
assets to increase beyond its total assets
for the preceding quarter unless-—

(1) Plan approvad. The NCUA Board
has approved a net worth restoration
plan which provides for an increase in
total assets and—

(A) The assets of the credit union are
Increasing consistent with the approved
plan; and

{B) The credit union is implementing
steps to increase the net worth ratin
consistent with the approved plan;

(i1) Plan not approved, The NGUA.
Board has not approved a net worth
restoration plan and total assets of the
credit union are increasing becanse of
increases since quarter-end in balances
oft o

(A} Total aceounts receivable and
accrued income on loans and
investments; or

(B) Total cash and cash equivalents;
or

{(C) Total loans outstanding, not to
excead the sum of tolal assets plus the

quarter-end balance of unused
commitments to lend and unused lines
of credit provided however that a credit
union which increases a balance as
permitted under peragraphs (8)(3){1)(A),
(B} or (C) of this section cannot offer
rates an shares in excess of prevailing
rates on shares in its relevant market
area, #nd cannot open new branches;

(4} Restrict member business loans,
Beginning the effective date of
classification as undercapitalized or
lower, not increase the total dollar
amount of member husiness loans
(defined as 1bens outstanding and
unused commitments to lend) as of the
préceding quarter-end unless it is
granted an exception under 12 U,8.C,
1757a(b),

(b} Second tier discretionary
supervisory actions by NCUA. Subject to
the applicable procedures for issuing,
reviewing and enforcing directives get
forth in subpart I, of part 747 of thie
chapter, the NGUJA Board may, by
directive, take one or more of the
following actions with respect to an
undercapitalized credit wnion having a
net worth ratio of less than five percent
(5%), or a director, officer or employee
of such a credit union, if it deternines
that those actions are necessury to carry
out the purpose of this part:

(1) Requiring prior approvel for
goquisitions, branching, new lines of
business, Prohihit a credit union from,
directly or indirecily, acquiring any .
interest in any business entity or
financial institution, establishing or
acquiring any additional branch office,
or engaging in any new line of bustness,
unless the NCUA Board has approved
the credit union’s net worth restoration
plan, the credit nnion is implamenting
its plan, and the NGUA Board
determines that the proposed action is
consistent with and will further the
objectives of that plan;

(2) Restricting transactions with and
ownership of CUSO, Restrict the credit
union's ransactions with a Cusa, or
require the credit union to reduce or
divest its ownership interest in a CUSO;

(8) Restricting dividends paid. Restrict
the dividend rales the credit union pays
on shares 1o the provailing rates peid on
comparable accounts and maturities {n
the relevant market area, as determined
by the NGUA Board, except that'
dividend rates already declared on
shares acquired before imposing a
restriction under this paragraph may not
be retroactively restricted;

(4) Prohibiting or reducing assst
growth, Prohibit any growth in the
credit union’s assets or in a category of
assets, or require the credit union to
reduce its assels or a category of assots;
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(8) Alter, reduce, or terminate activity,
Require the credit union or its CUSQ to
alter, reduce, or terminate any activity
which poses excessive risk to the credit
union;

(6) Prohibiting nonmember deposits,
Prohibit the credit union from accepting
all or cerlain nonmember deposits;

(7} Dismissing director or senior
executive officer. Require the aredit
union to dismiss from office any
director or senior executive officer,
provided however, that & dismissal
under this clause shall not be construsd
10 be & formal administrative action for
removal under 12 U,S.C, 1786(g);

(8} Emploving qualified senior
executive officer. Require the cradit
unjon to employ qualified senjor

- executive officers (who, if the NCUA

Board so specifies, shall be subject to its
approval}; and

(8) Other action to cany out prompt
correclive action, Restrict or require
such other action by the credit union as
the NGUA Board determines will carry
out the purposs of this part better than
any of the sctions prescribed in
paragraphs (b){1) through (8) of this
section.,

(c) First tier application of
discretionary supervisory actions, An
undercapitalized cradit union having a
net worth ratio of five percent (5%) or
more, or which is classified
undercapitalized by reason of failing to
satisfy a risk-based net worth
requirement under § 702.104, 1s subject
to the discretionary supervisory actions
in paragraph (b} of this section if it fails
to comply with any mandatory
supervisory action In paragraph (a) of
this section or fails to timely implement
an approved net worth restoration plan
under §702.111, including meeting its
prescribed steps to increase its net
worth ratio,

§702.108 Prompt corrective action for
significantly undercapitalized credit unlons.

(a) Mandatory supervisory actions b I's
credjt union, A credit union which is
significantly undercapitalized musi—

(1) BEarnings retention. Increase nel
worth in accordance with § 702,1086;

(2} Submit net worth restoration plen,
Submit & net worth restoration plan
pursuant to § 702.111;

(3) Restrict increase in assets, Not
permit the credit union’s total assets to
increase except as provided in
§ 702,107 (a)(3); and

(4) Restrict member business Joans,
Nat increase the total dollar amount of
member business luans (defined as
loans outstanding and unused
cammitments to lend) as provided in
§702,107(e)(4),

(b) Discretionary supervisory actions
by NCUA. Subject Lo the applicable .
procedurss for issuing, reviewing and

-enforcing directives set forth in subpart

L of part 747 of this chepter, the NCUA
Board may, by directive, take'one or
maors of the following actions with
resgecl to uny significantly
undercapitelized credit union, or a
director, officer or employeb of such
credit unibn, if it determines thal those-
actions are necessary to carry out the
purposs of this part:

U(JB Hequiring prior approval for
acquisitions, braiiching, new lines of
business, Prohibit a credit union from,
directly or Indirectly, acquiring any
interest in any business entity or °
financial institution, establishing or
acquiring any additional branch office, -
or engaging in any new line of business,
except as provided in § 702,107(b)(1);

(2) Restricting tronsactions with and
ownership of CUSO, Restrict the credit
union’s trensactions with-a CUISO, ér
require the credit union to divest or'
reduce its ownership interest in a
CUSO; o

(8) Restricting dividends paid. Restrict
the dividend rates that ths credit union.
pays on shares as provided in
§702.107(b)(3); . ‘

(4) Prohibiting or reducing asset
growth, Prohibit any growth in the
credit union’s assets or in a category of
assals, or require the credit union to
reduae asssts or u category of assats;

(5) Alter, reduce or terminate activity,
Require the credit union or its CUSO(s)
to alter, reduce, or terminate any .-
aclivity which poses excessive tisk Lo
the credit union; :

(6) Prohibiting nonmember deposits,
Prohibit the credit union from accepting
all or certain nonmember deposits;

(71 New election of directors. Order a -
new election of the eredit union’s board
of dircclors; '

(8) Dismissing director or senfor
executive officer. Requirs the credit
union to dismiss from office any
director or genior exaculive officer,
Provided however, that a dismissal
under this clause shall not be construed
to be a formal administrative actien for
removal under 12 U.5,C. 1786(g);

(9} Employing qualified senior
executive officer, Require the credit -
union to employ qualitied senior
executive bfficers (wha, if the NCUA
Boerd so spacifies, shall bo subject to {ts
approval); :

10} Restricting senior executtve
officers’ compensation. Except with the
prior written approval of thoe NCUA
Board, limit compensation to any senior -
executive officer to that officer’s average
rate of compensation {excluding
bonmses and profit sharing) during the

-section; and

four-(4) calendar quarters preceding the
effective date of classification. of the

. credit union as significantly ‘

undercapitalized, and prohibit payment

of a bonus or profit share to such.-officer;
(11) Other actions to carry out prompt

corrective action, Restrict or tequire .

such other action by the credit union as

the NCUA Board determines will cairy

out the purpose of this part better thaf

any of the actiens prescribsd in

paragraphs (bj(1) through (10} of this

(12) Reqpirihg merger.-Roquire the

- cradit union to merge with another

financial institution if one or mora
grounds exist for placing the credit
union into congervatorship pursuant to

12 U.8.G, 1786(h)(1)(F), or into

liquidation pursuant to 12 U.8,C.
1787(a)(3}A)(1).

{c) Discretionary conservatorship or
liquidalfon if no prospect of becoming
adequately capitalized,
Notwithstanding.any other actlons
required or permitted to be taken under
this section, when a credit vnion
hecomes significantly undercapitalized
(including by reclassification under
§ 702,102(b}), the NCUA Board may
place the credit union into
conservatorship pursuant to 12 0.8.C,
1786(h)(1){F}; or into liquidation ’
pursuant to 12 U1.8,C. 1787(a)(3){A)(D),
provided that the credit union has no
reasonable prospect of becoming
adequately capitalized,

§702.108 Prompt corrective action for
critically undereapitalized credit unions.

(a) Mandatory supervisory actions by
eredit union, A credit unfon which is
critically undercapitalized must—

(1) Earnings retention, Increass net
warth in accordance with § 702,106

(2) Submit net worth restorution plan,
Submit a net worth restoration plan
pursuent to § 702.111;

(3) Restrict increase in ugsels. Nat
permit the credit union’s total 2ssets to
increase except as provided in
§ 702,107(a)(3); and :

- (4} Restrict member business loans.
Not increaso the total dollar amount of
member business loans (defined as
loans outstanding and pmused

.- commitments {o lend) as provided in
“§702.107(a)(4), - . ‘

(h) Discretionary supervisory actions
by NGUA. Subject to the applicable
procedures for issuing, reviewing and
enforcing directives set forth in subpart
L of part 747 of this chapter, the NCUA

-Board may, by directive, take one or

more of the following actions with
respect to any critically ‘ .
undoroapitalized credit union, or a
director, officer or employee of such

.credit union, if it determines that these
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actions are necessary to carry out the
purpese of this parf: :

(IB Hequiring prior approval for
acquisitions, branching, new lines of
business, Prohibit a credit union from,
directly or indirectly, acquiring any
Interest in any business entity or
tinancial institution, establishing or
acquiring any additional branch office,
or engaging in any new line of business,
except as provided by § 702,107(h)(1);

(2} Restricting transaciions with and
ownership of GUSO, Restrict the credit
union’s transactions with a CUSO, or
require the credil union to divest or
reduce its ownership interest in a
CUSQ;

(3) Restricting dividends paid, Restrict
the dividend rates that the credit union
pays on shares as provided in
§ 702,107 (b)(3); ‘

(4) Prohibiting or reducing asset
growth. Prohibit any growth in the
credit union's assets or in a category of
assets, or require the credit union to
reduce assets or a category of assets;

(5) Alter, reduce or terminate activity.
Require the credit union or its CUSO(s)
to alter, reduce, or terminate any
activity which poses excessive risk to
the credit union;

(8) Prohibiting nonmember deposits,
Prohibit the credit union from accepting
all or certain nonmember deposits;

{7) New election of dirsctors. Order a
new election of the credit union’s board
of directors;

(8) Dismissing director or senior
execntive officer. Require the credit
union to dismiss from office ony
director or senior executive officer,
provided however, that a dismissal
under this clause shall not be construed
to be a formal administrative action for
removal under 12 U.8.C, 1786(g);

(9) Employing qualified senior
executive officer, Require the credit
union to employ qualified senior
executive officers (who, if the NCTIA
Board so specifies, shall be subject to its
approval);

10) Restricting senior executive
officers’ compensation, Reduce or, with
the prior written approval of the NCUA
Board, limit compensation to any senior
executive officer to that officer’s average
rate of compensation (excluding
bonuses and profit sharing) during the
four (4} calendar quarters precsding the
affactive date of classification of the
credit union as critically
undercapitalized, and prohibit payment
of a bonus or profit share to such officer;

(11) Restrictions on payments on
uninsured secondary capital, Beginning
60 days after the effective date of
classification of a credit union as
critically undercapitalized, prohibit
payments of principal, dividends or

interest on the credit union’s uninsured
secondary capitel accounts established

- after August 7, 2000, except that unpaid

dividends or Interest shall continue to
accrue under the terms of the account to
the extent permitted by law;

(12) Requiring prior approval, Require

a crittcally undercapitalized credit
union to obtain the NCUA Board's prior
written approval before doing any of the
following:

(i) Entering into any material
transaction not within the scope of an
approved net warth restoration plan (or
approved revised business plan under
subpart C of this part); :

(i1) Extending credit for transactions
deemed highly leveraged by the NCUA
Board or, if state-chartered, by the
appropriate state official; .

iii) Amending the credit union’s
charter or bylaws, except to the extent
negessary to comply with any law,
regulation, or order;

iv) Making any material change in
accounting methods; and

(v) Paying dividends or interest on
now share accounts at a rate exceeding
the prevailing rates of interest on
insured deposits in its relevant market
area;

(13) Other action to carry out prompt
corrective action, Restrict or require
such other action by the credit union as
the NCUA Board determines will carry
out the purpose of this part better than
any of the actions prescribed in
paragraphs (b}(1) through (12) of this

" section; and

(14) Hequiring merger, Require the
crecit union to merpe with another
financial institation if one or more
graunds exist for placing the credit
union into conservatorship pursuant to
12 U,8.C. 1786(h)(1)(F), or into
liquidation pursuant to 12 U,8,C.
1787(a) (3)(AX1),

(c) Mandatory conservatorship,
liquidation or action in lieu thereof—(1)
Action within 90 days, Notwithstanding
any other nctions required or permitted
to be laken under this section (and
regardless of a credit union’s prospect of
becoming adequately capitalized), the
NCUA. Board must, within 90 calendar
days after the effective date of -
classification of a credit union as
gritically undercapitalized—

(1) Conservatorship. Place the credit
union into conservatorship pursuant to
12 11.8.C, 1786(h)(1)(G); or

(ii) Liguidation, Liquidate the credit
union pursuant to 12 U,8.C.
1787(a)(3)(A){1); or

(iii] Other corrective action, Take
other corrective sction, in Heu of
gonservatorship or lignidation, to better
achieve the purpese of this part,
provided that the NCUA Board

documents why such action in lieu of
conservatorship or liquidation would do
80, provided however, that other
correstive action may consist, in whole
or in part, of complying with the
narterly timetable of steps and meeting

8 quarterly net worth targets
prescribed in an approved net worth
restorgtion plan, -

(2) Renewal of other corrective action,
A determination by the NCUA Board to
take other corrective action in lieu of
conservalorship or liquidation under
peragraph (c)(1)(iii) of this section shall
expire after an effective period ending
no later than 180 calendar days after the
determination is made, and the credit
union shall be immediately placed into

3

. conservatorshl(p or liquidation under

paragraphs (c)(1)(i) and (if) of this
section, unless the NCUA Board makes
a new dstermination under paragraph
(e){1)(iii) of this section befors the end
of the effective period of the prior
determination; -

(3) Mandatory liquidation after 18
months —(i) Generally,
Notwithstanding paragraphs (c){1) and
(2) of this section, the NCUA Baard -
must place a credit union into
liquidation if it remains critically
undercapitalized for a full calendar
quarler, on a monthly average basis,
following a period of 18 months from
the effective date the credit union was
first classified critically
undercapitalized,

(ii) Exception. N otwithstanding
paragraph (c)(3)(i) of this section, the
NCUA Board may cortinue to take other
corrective action in lieu of liquidation if
it certifies that the credit union—

'(A) Has been in substantial
compliance with an approved net warth
rastoration plan requiring consistent
improvement in net worth since the

' date the net worth restoration plan was

approved;

B} Has positive net incomeor has an
upward trend in earnings that the
NGUA Board projects as sustainable;
and

(C) Is viable and not expected to fail,

(i) Review of exception. The NGUA
Board shall, at least quarterly, review
the certification of an exception to
liquidation under paragraph {c)(3)(ii) of
this section and shall aither—

{A} Recertify the cradit union if it
continues to satisfy the criteria of

. paragmph {c}(3)(ii) of this section; or

Promptly place the credit union

into liguidation, pursuant to 12 11.5.C,
1787 (a)(3}(A)(i), if it fails to satisfy the
crileria of paragraph (c)(3)(ii) of this
seclion,

(4) Nondelegation, The NCUA Board
may not delsgate its authority under
paragraph (c) of this section, unless the
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credit union has less than 35,000,000 in
total assets, A credit union shall have a
right of direct appeal to the NGUA
Board of any decision made by
delegated authority under this section
within ten (10) calendar days of the date
of that decision, :
(d) Mandatory liguidation of insolvent
federal credit union. In lieu of.
paragraph (c) of this section, a critically
undercapitalized federal credit union
that has a net worth ratlo of less than
zero percent (0%) may be placed into
liguidation on grounds of insolvency
pursuant to 12 U.8.C, 1787(a}(1}(A),

§702,110 Consultation with state officlals
on proposed prompt corrective action,

(a) Consulivtion on proposed
vonservatorship or liguidation, Befors
placing a federally insured state-
chartered credit union into
conservatorship {pursuant to 12 U,8.C.
1786(h){1)(F) or (G)) or liguidation
{pursuant to 12 U.5.C. 1787{a)(3)) as
permiited or required under subparts A
or B of this part to facilitate prompt
corrective acion-—

(1) The NCUA Board shall seek the
views of the appropriate state official (as
defined in § 702.2}, and give him or her
an opportunity to take the proposed
action;

{2} The NGUA Board shall, upon
thmely request of the appropriate gtate
official, prompily provide him or her
with a written statement of the roasons
for the proposed conservatorship or
ligquidation, and reasonable time to
respond to that statement; and

(gl If the appropriate state official
makes a tlmely written response that
disagrees with the proposed
conservatorship or liquidation and gives
reasons for that disagreement, the
NCUA Board shall not place the credit
unfon into coneervatorship or
Mquidation unless it first considers the
views of the appropriate state officia)
and determines that—

(i) The NCUSIF faces a significant risk
of loss if the credit union is not placed
into conservatorship or liquidation; and

{11} Gonservatorship or liquidation is
necessary either to reduce the risk of
loss, or to reduce the expected loss, to
the NCUSIF with respect to the credit
union,

(b) Nendelegation, The NCUA Board
may not delegate any determination
under paragraph (a){3) of this-section,

(c} Consultation on proposed
discretionary action, The NCUA Board
shall consult and sesk to work
cooperatively with the appropriate state
official before taking any discretion
supervisory actlon vnder §§ 702,107(h),
702,108(b), 702.108(b), 702,204(b) and
702.205(b) with respect to a federally

insured state-chartered credit union;
shall provide prampt notice of its
decision to the appropriate state official;
and shall allow the appropriate state
official to take the proposed action
independently or jointly with NCUA,

§702.111 Net worth restoratlon plans
(NWRP). '

(a) Schedule for filing—{(1) Generally.
A credit union shall file a written net
worth restoration plan (NWRP) with the
appropriate Regional Director and, 1f
state-charterod, the appropriate state
official, within 45 calendar days of the
effective date of ¢lassification as either
undercapitalized, slgnificantly
undercapitalized or critically
undercapilalized! unless the NCUA
Board notifies the credit union in
writing that its NWRP 1s to be filed
within a different period,

(2) Excaption. An otherwise
adequately capitalized credit unton that
is reclassified undercapilalived on
safety and soundness grounds under
§702.102(b} is not regnired to submit a
NWRE solely due to the revlassification,
unless the NCUA Board notifies the
credit union that it must submit an’
NWRP.

(3) Filing of additional plan.
Notwithstanding paragraph (a)(1) of this
soction, a credit union that has already
submitled and is operating under a
NWRP approved under this section is
not required to submit an additlonal
NWRF due to a change in net worth
category (including by reclassification
under § 702,102(b)}, unless the NCUA,
Board notifies the credit union that it
must submil 4 new NWRP, A credil
unjon that is notified to submit & new
or revised NWRP shall file the NWRP in
writing with the eppropriate Regional
Director within 30 calendar days of
receiving such notice, unless the NGUA
Doard notifies the credit union in
writing that the NWRP is to be filed
within a differenl period.

{4) Faflure to timely file plan, When
a credit union feils to timely file an
NWRP pursuant to this paragraph, the
NCUA Board shal! promptly notify the
credil union that it has failed to file an
NWRP and that it has 15 calendar days
from receipt of that notice within which
to file an NWRP,

(b) Assistance to small credit unions,
Upon timsly reguest by a credit union
Iraving total assets of legs than $10
million (regardless how long it has been

-in.operation}, the NCTJA Board shall .

provide assistance in preparing an
NWREF required to be filed under
paragraph (a) of this section,

(c) Contents of NWRP, An NWRP
musf—

(1) Spooify—

(i) A quarterly timetable of steps the
credit union will take to increass its nat
worth ratio, and risk-based capital ratio
if applicable, so that it becomes
adequately capitalized by the end of the
term of the NWRPF, and to remain so for

. four (4) consecutive calendar quarters, If

"complex,” the credit union is subject
to a risk-based net worth requirement
that may require a net worth ratio higher
than six percent (6%) to hecome
adequately capitalized;

(i) The projected amount of net worth
increases in each quarter of the term of
the NWRF as required under
§ 702,106(a}, or as permitted under
§702,106(b);

(iii) Flow the credit union will comply
with the mandatory and any
discretionary supervisory aetions
imposed on it by the NCUA Board
undar this subpart;

* (iv) The types and levels of activitios
in which the credit union will engage;
and

{v) If reclassified to a lower crtegory
under §702,102(b), the steps the credit
union will take to correct the unsafe or
unsound practice(s) or condition(s);

(2) Include pro forma financial
statoments, including any off-balance
sheet items, covering a minimum of the
next two years; and '

(3) Contain such other information us
the NCUA Board has required.

(d} Criterio for approval of NWRP.
The NCUA Board shall not accept a
NWRP plan unless jt—

(1) Complies with paragraph (c} of
this section;

(2) Is based on realistic assumptions,’
and is likely to succeed in restoring the
credit union’s net worlh; and .

(3} Would not unreasonably increase
the credit union’s exposure ta risk
(including credit risk, interost-rate risk,
und other types of risk),

(e} Consideration of regulatory
capital. To minimize possible long-term
losses to the NCUSIF while the credit
union takes steps lo become adequaiely
capitalized, the NCUA Board shall, in
evaluating an NWRP under this soction,
consider the type and amount of any
form of regulatory capitel which may
become established by NCUJA
regulation, or authorized by state law
and recognized by NCUA, which the
credit union holds, but which is not
included in its net worth,

(f} Review of NWRP (1) Notice of
decision. Within 45 calendar days after
receiving an NWRP under this part, the
NCUA Board shall notify the credit
union in writing whether the NWRP has
been approved, and shall provide
reasons for its decision in the event of
disapproval,
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(2) Delaysd decision. Hno decision is
made within the time prescribed in
paragraph (f)(1) of this section, the
NWRP iIs deemed approved,

(8) Gonsultation with state officials, Tn
the case of an NWRP submitted by a
federally insured state-charterad credit
union (whether an original, new,
additional, revised or amended NWRP),
the NCUA Board shall, when evaluating
the NWRP, seek and consider the views
of the appropiiate state official, and
provide prompi notice of its decision to
the appropriate state official, :
- (g) NWRP not approved —(1}
Submission of revised NWAP, Tf an
NWREP is rajected by the NGUA Board,
the credit union shall submit a revised
NWRP within 30 calendar days of
receiving notice of disapproval, unless it
is notified in writing by the NCUA
Board that the revised NWRP is to be
filed within a different period.

{2) Notice of deciston on revised
NWRP. Within 30 calendar days after
receiving & revised NWRP under
paragraph (g)(1) of this section, the
NCTJA Board shall notify the credi:
union in writing whether the revised
NWREP is approved. The Board may
extend the time within which notice of
its dacision shall be provided,

{8) Disapproval ofgeclassz'ﬁed credit
union's NWHP, A credit union which
has been classified significantly
undercapitalized shall remain so
classified pending NGUA Board
approval of a new or revisad NWRP,

{4) Submission of multipla
unapproved NWRPs, The submission of
more than two NWRPs that are not
approved is considered an unsafe and
unsound condition and may subject tha
credit union to administrative
enforcement actions under section 206
of the FCUA, 12 11.5.C, 1786 and 17904,

(b} Amendment of NWRP. A eredit
unien that is operating under an
approved NWRP may, after prior written
notice to, and approval by the NCUA
Board, amend its NWRP to reflect a
change iu circumstance, Pending
approval of an amended NWRP, the
credit union shell implement the NWRP
as originally approved,

{1} Publication, An NWRP need not be
published to be enforceahls because
publication would be contrary to the
public Interest,

(i) Termination of NWRP., For
purposes of this part, an NWRP
terminates once the credit unjon is
classified a5 adequately capilalized and
remains 50 for four consecutive quarters,
For example, if a credit union with an
active NWRP attains the classification as

- adequately classified on December 31,

2015 this would be quarter ona and the

fourth conseoutive quarter would end
September 30, 2616,

§702.112 Reserves. ) .

Each credit union shall establish and
majntain such reserves as may ba
required by the FGUA, by state law, by
regulation, or in special cases by the
NCUA Board or appropriate state
official,

§702.113  Full and falr disclosure of
linanclal condition,

() Full and fair disclosure defined,
"Full and fair disclosure” is the level of
disclosure which a prudent person
would provide to a member of a credit
unicn, to NCUA, or, at the discretion of
the hoard of directors, to creditors to
fairly inform them of the financial
condition and the results of operations

of the credit union,
(b) Full and fair disclosure

implemented, The financial statements _

‘of & credit union shall provide for full
and fair disclosure of all assets,
liabilities, and members’ equity,
including such valuation [allowance)
accounts as may be necessary to present
fairly the financial condition; and all
income and expenses necessary to
present fairly the statement of income
for the reporting pertod.

(5) Declaration of officials. The
Statement of Financial Condition, when
presented to members, to creditors or to
NCUA, shall contain a dnal declaration
hy the treasurer and the chief executive
officer, or in the latier’s absence, by any
other officer designated by the board of
directors of the reporting credit union to
make such declaration, that the report
and related financial statements are teue
and correct to the best of thelr .
knowledge and belief and present [airly
the financial condition and the
statement of income for the period
covered,

(d} Charges for loan losses. Full and
fair disclosure demands that a credit
union properly address charges for loan
losses as follows:

(1) Charges for loan losses shall be
made in accordance with GAAP;

(2) The ALLL estahlished for lpans
must fairly present the probable losses

for all categories of loans and the proper

valuetion of loans, The valuation
allowance must encompass specifically
identified loans, as well as estimated
losses inherent in the loan portfolio,
suck: us loans and pools of loans-for
which losses have heen incurred but are
not identifiable on a specific loan-by-
loan basis; ‘

. (8) Adjusiments to the valuation
ALLL will be recorded in the expense
account "Provision for Loan and Lease
Losses'; and

(4) At a minimum, adjustments to the
ALLL shall be made prior to the
distribution or posting of any dividend

-to the accounts of members.

§702.114 Payment of dividends.

(a) Restriction on dividends,
Dividends shall be available anly from
net worth, if any,

(b) Payment of dividends if retained
earnings depleted. The board of

* directors of a well capitalized cradit

union that has depleted the halance of
its retained earnings may authorize
dividend payments, provided that
either—

(1) The payment of dividends will not
cause the credit union’s net worth
classification to fall below adequately
capitalized under subpart A of this part;
or

(2) If the payment of dividends will
cause the net worth classification to fall
below adequately capitalized, the
appropriate Regional Director end, if
state-churtered, the appropriete state
official, have given prior written
appraval (in an NWRP or otherwise) to
pay a dividend, The request for written
a{)proval must include the plan for
eliminating any negative retainad
earnings balance,

(o) Restriction on payment of
dividends if, after payment of dividends,
the credit union’s net worth ratio would
be less than 8 percent, If, after payment
of & dividend or refund of interest, a
well capitalized eredit union’s net
worth ratio would fall below 6 percent
in the cwrrent quarter, the board of
directors of the credit union may not:

(1) Declare a dividend at a rate that is
higher than the prevailing rates pald on
comparable accounts and maturities in
the relevant market area;

(2) Declare a non-repetitive dividend;
or

(3) Authorize a refund of intersst,

Subpart B—Aiternative Prorﬁpt
Carractive Actlon for New Credit
Unlons

§702.201 Scope and definition,

(a) Scope. This subpart B applies in
liou of subpart A of this part exclusively
to credit unions defined in paragraph (b)
of this section as “new” pursuant to
section 216(b}(2) of the FCUIA, 12 U.8.C,
1790d(b}(2).

(b) New credit union defined, A
"new" credit union for purposes of this
subpart is a credit inion that hoth has
been in operation for less than ten (10)
years and has total assets of not more
than $10 million, Once a credit union
reports total assets of more than $10
million on a Call Report, the credit
union is no longer new, even if its assets

subsequently decline below $10 million,
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(c) Effect of spin-offs. A credit union
formed as the result of o “spin-off” of
& group from the field of merbership of
an existing crodit union is deemed to be
in operation since the effective date of
the spin-oif. A credit union whose total
assats decline below $10 million
because a group within its field of
membership has been spun-off is
deemed *“new” if it has been in
operation less than 10 years,

(d) Actions to evade prompt corrective
action, If the NCUA Board determines
that a credit union was formed, or wag
reduced in asset size as a result of o
spin-off, or was mergad, primarily to
qualify as “new” under this subpart, the
aredit union shail be deemed subject to
prompl corrective action under subpart
A of this part,

§702.202 Nat worth categorles for new
credit unions.

(a} Net worth measures, For purposes
of this part, a new credit union must
determine its capital classification.
quarterly according to its nat wortl;
ratio.

(b) Effective date of net worth
elassification of new credit union, For
purposes of subpart B of this part, the
effective date of a new credit unjon’s
classification within a capital category
in paragraph (c) of this section shall be
dotermined s provided in §702,101(b);
and written notice to the NCUA Board
of a decline in net worth ¢lassification
in paragraph (c) of this section shall be
given as required by § 702.101(c).

() Net worth categoriss, A credit
union defined as “new” under this
section shall be classified (Table 1 of
this section)—

(1) Well capitalized if it has a net
worth ratio of sevon percent {7%) or
greater;

(2) Adequately capitalized if it has a
not worth ratio of six percent (6%) or
more but lass than seven percent (7%);

(3) Moderately capitalized if it has a
net worth ratio of three and one-helf
percent (3.5%) or more but less than six
percent (6% );

(4) Marginally capitalized i it has a
net worth ratic of two percent (2%) or
more bui less than three and one-half
percent (3.6%);

(6) Minimally capitalized if it hag a
net worth ratfo of zero percent (0%) or
greater but less than two percent (2%);
and

(6) Uncapitalized if it has a nét waorth

ratio of less than zero percent (0%) (.2,
a deficit in retained earnings),

TABLE 1 TO §702.202—CAPITAL
CATEGORIES FOR NEW CREDIT UNIONS

A new credit unfon's capltat | if Its net worth
classifioation is , | | vaflols , .
Wall Capitalized ........ T 7% or above.
Adequately Capltalized ..., 810 7%.
Mederately Capltatized ...... | 3.6% 1o 5.809%,
Marginally Capltaiized ....... | 2% o 3.45%.
Minimally Capltalized ......... | 0% to 1.09%,
Uncaphiallzed .........ccoerrnn | LosS than 0%.

(d) Reclassification based on
supervisory criteria other than net
worth, Subject to § 702,102(h), the
NGUA Board may reclassify a.well
capitalized, adequately cepitalized or

moderately capitalized new credit union .

to the next lower capital category (sach
of such acticns is hereinafter reforved 1o
generally as “roclassification”) in elther
of the circumstances prescribed in
§702,102(b).

(e) Consultation with state officials,
The NCUA Board shall consult and seek
to work cooperatively with the
appropriate state official before
reclassifying a federally insured state-

.chartered credit union under paragraph

(d) of this sectior, and shall promptly
notily the appropriate state official pf its
decision to reclassify,

§702.203 Prompt corrective action for
adequately capltalized new oredt uniens,
Beginning on the effactive date of
classification, an adequately capitalized
new credit union must increase the
dollar axount of its net worth by the
amount reflected in ils approved inttial
or revised business plan in acoordance
with § 702.204(a)(2), or in the ahsence of
such a plan, in accordance with
§ 702,106 until it {s well capitalized,

§702.204 Prompt corrective action for
moderately capitalized, marginally
capitalized, or minimally capitalized new
credit unfons,

(8) Mandatory su pervisory actions by
new eredit union. Beginning on the date
of classification as moderately
capitalized, marginally cepitalized or
minimally capitelizad (including by
reclassification under § 702.202(d)), a
new credit union must—

{1) Barnings retention, Increase the
dollar amonat of its net worth by the
amount reflected in its approved initial
or revised business plan;

(2) Submit revised business plan.
Submit a revised business plan within
the time providad by § 702.208 if the
credit union efther ’

- (i} Has not increased its net worth
ralio gunsistent with its then-present
approved business plan;

{11) Elas no then-prasent approved

- bueinesy plan; or

(iii) Has failed to comply with
paragraph {a)(3) of this saction; and

(3) Restrict member business loans,
Not increase the total dollar amount of
member business loans (defined as
loans outstanding and unused
commitments to lend) as of the
preceding querter-end unless it is
granted an exception under 12 U,8.C,
1767a(b),

(b) Diseretionary supervisory actions
by NGUA. Subject to the applicabis
procedures set forth in subpart L of part
747 of this chapter for issuing,
reviewing and enforcing directives, the
NCUA Board may, by directive, take one
or more of the actions prescribed in
§702.109(b) if the credit union’s net
worth ratio has not increased consistent
with its then-present business plan, or
the credit union has failed tg undertake
any mandatory supervisory action
prosoribed in paragraph (a) of this
section,

(c) Discretz'onmy conservatorship or
Hquidation, Notwithstanding any other
actions required or permitted to {e
taken under this section, the NCUA
Board may place a new credit union
which is moderately capitalized,
marginally capitalized or minimally
capitalized (including by
reclassification under § 702,202(d}) into
conservatorghip pursuant to 12 1J,8.0,
1786(h)(1)(F), or into liguidation
pursuant to 12 U,5,C, 1787{a)(3)(A}{1),
provided that the credit union has no
reasonable prospect of becoming
adequately capitalized,

§702,206 Prompt corrective action for
Uncapltalized new credit unions,

(a) Mandatory stpervisory actions by
new credit union, Beginning on the
effective date of classification as
uncapitalizad, a new credit union
must—

(1) Earnings retention. Tncrease the
dollar amount of its net worth by the
amount reflected in the credit union’s
approved initial or revised businees

lan;

{2) Submit revised business plan,
Submit a revised business plan within
the time provided by § 702,208,
providing for alternative means of
funding the credit union’s earnings
deficit, if the credit unfon olfhey:

{1) Has not increased its net worth
ratio consistent with its then-prasent
approved business plan;

1i} Has no then-present approved
business plan; or

(i1i) Has failed to comply with
paragraph [a)(3) of this section; and

3) Hostrict member business loans.
Not increase the total dollar smeunt of
member business loans as provided in
§ 702.204(a)(3). :
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{b) Discretionary supervisory actions
by NCUA., Subject to the procedures set
forth in subpart L of part 747 of this |
chapter for issuing, reviewing and
enforcing directives, the NCUA Board
may, by directive, take one or moye of

the actions prescribed in § 702.109(b) if -

the credit union's net worth ratio has
not increased consistent with its thens
present business plan, or the credit
union has failed to undertake any
mandatory supervisory action
prescribed in paragraph (a) of this
section, o

{¢) Mandatory Hguidation or
conservatorship. Notwithstanding any

other actions required or parmitted to be .

taken under this secton, the NGUA
Board—

(1) Plan not submitted. May place into
liquidaticn pursuant to 12 U.S.C.
1787(n){3)(A)(1i), or conservatorship
pursuant to 12 U.8,C, 1786(h)(1)(F}, an
uncapitalized new credit union which
fails to submit a revised business plan
within the time provided under
paragraph:(a)(2) of this secton; or

(2} PIEH refected, approved,
implementad. Except as provided in
paragraph (c)(3) of this section, must
place into liquidation pursuant to 12
U.8.C. 1787(a)(3)A)(ii), or
comservatership pursuant to 12 1,8,C,
1786(h)(1)(F), an uncapitalized new
credit union that remains uncapitalized
one hundred twenty (120) calendar days
after the later of;

(1) The effective date of classification
as uncapitalized; or

(i1} Tlge lust day of the calendar month
followling expiration of the time pariod
provided in the credit union’s initial
business plan (approved at the tims Its
charter was granted) to remain
uncapitalized, regardless whether a
revisad business plan was rejected,
approved or implementod,

3) Exceplion, The NCUA Board may
decline to place a new credit union inlo
liquidation or conservatorship as
provided in paragraph (c)(2) of this
section if the credit union documents to
the NCUA Board why it is viahle and
has a reasonable prospect of becoming
adequately capita)ized,

[c(ﬂ Meandatory liguidation of
uncapitalized federel credit union, In
lieu of paragraph (¢) of this section, an
uncapitalized federa) credit union may
be placed into liguidation on grounds of
insolvency pursuant to 12 U.8.C,

1787 (a)(1)(A}.

§702.206 Rovised business plans (RBP)
for new credit unlons,

(a) Schedule for filing—(1) Generally.
Lxcept as provided in paragraph (a)(2}
of this section, a new cradif union
classified moderately capitalized or

lower must file a written revised
business plan (RBP) with the
appropriate Regional Director and, if

- state-chartered, with the appropriate
state official, within 30 calendar days of

either:

(1) The last of the calendar month
following the end of the calendar
guarter that the oredit union’s net worth
ratio has not increased consistent with
ils the-present upproved business plan;

[ii)'T]?le effective date of classification
as legs than adequately capitalized if the
aredit union hes no then-present
approved business plan; or

1)} The effective date of classification
as less than adequately capitalized if the
credit union has increased the total
amount of member business loans in
violalion of § 702.204(a}(3).

(2} Exception. The NGUA Board may
notify the credit union in writing that its
RBF is to be filed within a different
Pperiod or that it is not necessary to file
an RBP, .

(3) Failure to timely file plan. When
anew credit union falls to file an RBP

as provided under paragraphs (a}(1) or ‘

{8}(2) of this section, the NCUA Board
shall promptly notify the credit union.
that it has failed to file an RBP and that
1t has 15 calendar days from receipt of
that notice within which to do so.

(b) Contents of revised business plan,
A new credit union’s RBP must, at a
minimum—

(1) Address changes, since the new
credit union’s current business plan was
approved, in any of the business plan
efements required for charter approval
under chapter 1, secHon IV.D, of
appendix B to part 701 of this chapter,
ar for state-chartered credit unions
under applicabls state law,

(2} Establish & timetable of quarterly
targets for net worth during each year in
which the RBP is in effect so that the -
credil union becomes adequately
capitalized by the time it no longer
qualifics as "new" per § 702.201(h);

(3) Specify the projected amount of
earnings of net worth increases as
provided under § 702,204(a)(1) or
702.205(a)(1} :

{4) Explain how the new eredit unicn
will comply with the mandatory and
disoretionary supervisory actions
imposed on it by the NCUA Board -
under this subpart;

(5) Specity tﬁe types and levels of
activities in which the new credit union
will engage;

(6) In the case of a new credit urion
reclassitied to a lower category under
§ 702.202(d), specify the staps the crodit
union will taks to correct the unsafe or
unsound condition or practice; and

(7) Include such other information ag
the NCUA Board may require,

{c) Criteria for approval, The NCUA
Board shall not approve a new credit
union’s RBP unless it—

(1) Addresses the items enumerated in
paragraph (b) of this section;

(2} Is Eused on renlistic assumptions,
and is likely to succesd in building the
cradit union's net worth; and

(3) Would not unreasonably incraase
the eredit union’s exposure to risk
(including credit risk, intereet-rate risk,
und other.types of risk),

(d} Constderation of regulatory

.capfial, To minimize possible long-term
losses to the NCUSIF while the credit
unjon takes steps to become adequately
capitalized, the NCUA Board shall, in
evaluating an RBP under this section,
consider the type and amount of any
form of regulatory capital which may
becoms established by NCUA
regulation, or authorized by state law
and recognized by NCUA, which the
credit union holds, but which is not
included in its net worth.,

(e} Beview ?’ revised business plan—
(1} Notice of decision. Within 30
calendar days after recetving an RBP
under this section, the NCUA Board
shall notify the credit union in writing
whether iis RBP is approved, and shall
provide reasons for its decision in the
event of disapproval, The NCUA Board
may extend the time within which
notice of its decision shall be provided.

(2) Delayed decision, I no decision is
made within the time prescribed in
paragraph (e)(1} of this section, the RB
is deemed approved, )

(3) Consullution with stete officials,
When evaluating an REP submitted by
a federally insured state-chartered now
oredit unjon (whethar an original, new
or additional RBP), the NCUA Board
shall seek snd consider the views of the
appropriate state official, and provide
prompt notice of its decisior: to the
appropriate state official,

f) Plan not approved—(1) Submission
of new revised plan. If an RBP is
rejected by the NCUA Board, the new
credit union shall submit a new RBP
within 30 calendar days of receiving
notice of disapproval of its initial RBP,
unless it is notified in writing by the
NCUA Board that the new RBP is to be
filed within a different period.

(2) Notice of decision on revised plan,
Within 30 calendar days after receiving
an RBP under paragraph (£)(1) of this
section, the NCUA Board shall notify
the credit union in writing whether the
new RBF is approved. The Board may
extend. the time within which notice of
its decision shall be provided,

(8) Submission of multiple
unapproved RBPs. The submission of
more than two RBPs that are not
approved is considered an unsafe and
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unsound condition and may subject the
credit union to administrative
enforcement action purseant to section
206 of the FCUA, 12 U1.5.C. 1788 and
1700d, | ‘

(g) Amendment of plan, A cradit
union that has filed an approved RBP
may, after prior written notice to and |
approval by the NCUA Board, amend it
to reflect a change in circumstance,
Pending approval of an amended RBP,
the new credit union shall implement
its existing RBP as originally approved.

(h) Pubfication. An RBP neeg not ha
published to be enforceable beczuse
publication would be contrary to the
public interast,

§702.207 incentives for new credit unions.
{a) Assistance in revising business
plans, Upon timely request by a credit

union having total assets of less than
$10 million (regardless how long it has
baen in operation), the NGUA Board
shall provide assistance in preparing a
revised business plan required to be
filed under § 702,208,

(b) Assistance. Management {raining
end other assistance to new credit
unions will be provided in accordance
with policies approved by the NCUA
Board,

{c) Small credit union program, A
new credit union is eligible to join and
receive comprehensive banefits and
dssistance under NCUA’s Small Credit
Union Program,

§702.208 Reserves,

Each new credit union shall establish
and maintain such reserves as may be
raquired by the FCUA, by state law, by
rogulation, or in special cases by the
NGUA Board or appropriate state
official,

§702.209 Full and fair disciosure of
financial condition,

{a) Full and fair disclosure defined, . -
"Ful) and fair disclosure” is the level of
disclosure which a prudent person
would provide to a member of a new
credit union, to NCUA, or, at the
discretion of the hoard of directors, to
craditors to fairly inform them of the
financial condition and the results of
operations of the credit unjon.

(b} Full and fair disclosure
implemnented, The financial slatements
of a new credit union shall provide for
full and fair disclosure of all assets,
linbilities, and members’ squity,
ineluding such valuation (allowance)
accounts as may be necessary to present
fairly the financial condition; and all
income and expenses necessary to
prasent fairly the statement of incoma
for the reporting period,

(o) Dec})amtion of officials. The
Statement of Financial Condition, when

presented to members, to creditors or to
NCUA, shall contain a dual declaration
by the treasurer and the chief executive
officer, or in the latter's absence, by any
other officer designated by the board of
diractors of the reporting credit union to
make such declaration, that the report
and related financial statements are true
and correct to the bast of their
knowledge and belief end present fairly
the financial condition and the -
statement of income for the period
covered, '
« (d) Charges for loun losses, Full and
fair disclosure demands that a new
credit union properly addreass charges
for loan losses as follows: -

(1) Charges for loun losses shall be
made in accordance with generally
acceptod accounting prineiples (GAAP);

(2) Tho allowance for loan and lease
losses (ALL) established for loans must
fairly present the probable losses for all
categories of loans and the proper
valuation of loans, The valuation
allowanee must encompass specifically
identified loans, as weil as estimatad
losses inherent in the loan portfolio,
such as loans and pools of loans for
which lossas have been incurred but are
not identifiehle an & specific loan-by-
loan basis; :

(3} Adjustments to the valuation ALL
will be recorded in the expense account
“Provision for Loan and Lease Losses;
and

(4} At a minimum, adjustments to the
ALL shall be made prior to the
distribution or posting of any dividend
to the accounts of members,

§702.210 Payment of dividends.

(a} Restriction on dividends.
Dividends shall be available only from
net worth, if any,

{h) Payment of dividends if retained
earnings deplsted, The board of
directors of a well capitalized new
crodit union that has.depleted the .
halance cf its retained earnings may
authorize dividend payments, provided
that either—

{1) The payment of dividends will not
cause the credit union’s net worth
classification to fall below adeqnately
capitalized under subpart B of this part;
or

(2) If the payment of dividends will

. cause the net worth classification to fall

below adequately capitalized, the
appropriate Regional Director and, if
slate-charlered, the appropriale state
official, have given prior writien
approval (in an NWRP or otherwise) to
pay a dividend. The request for written
epproval must include the plan for
eliminating any negative relained

- sarnings balance,

(c) Restriction on payment of
dividends if, ofier payment of dividends,
the new credit union’s net worlh ratio
would be less than 6 percent, If, after
payment of a dividend or refund of
interest, & well capitalized new credit
union's net worth ratio would fall below .
6 percent in the current quarter, the
board of directors of the new credit
union may not:

(1) Declares a dividend at a rate that is
higher than the prevailing rates paid on
comparable accounts and maturities in
the relevant market area;

(2) Declare a non-repetitive dividend;
or

(3) Authorize a refund of interost,

PART 703—INVESTMENT AND
DEPOSIT ACTIVITIES

m 9, The authority citation for part 703
continues to read as follows:

Authority: 12 U.5.C. 1757(7), 1757(8),
1757(15). -

§703,14 [Amended)

N 10, Amend § 703,14 as follows:

W a. In paragraph (i) remove the words
“net worth classification” and add in
their place the words “capital
classilication”, and remove the words
“or, if subject to a risk-based nst worth
(RENW) requirement under part 702 of -
this chapter, has remained “well
capitalized’ for the six (6) immediately
preceding quariers afier applying the
applicable RENW requirement,”,

[ l?. In paragraph (j}(4) remove the
words “net worth classification’ and
add in their place the words “capital
classification”, and remove the words
"or, if subject to a risk-based net worth
{RBNW) requirement under part 702 of
this chapter, has remained "well
vapitalized’ for the six (6) immediately
preceding quarters after applying the
applicabls RBNW requirement,”,

PART 713—FIDELITY BOND AND
INSURANCE COVERAGE FOR
FEDERAL CREDIT UNIONS

B 11, The authority citation for part 713
continues to read as follows:

Authority: 12 U.8.C. 17614, 1781h, 1766(1),
1786¢h), 1789(a}11).
12, Amend § 713.5 as follows:
® a, In paragraph (a)(1), revise the table;
and ‘
® b. In paragraph (¢) remove the words
“net worth” each place they appear and
add in their place the word “capital”,
and remove the words “or, if subject to
a risk-hased net worth (RBNW)
requirement under part 702 of this
chapter, has remained ‘well capitalized’
Tor the six (6} immediately preceding
quarters after applying the applicabls
RBNW requireiment,”,
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§713.6 Whatls the permissible
deductible?

(@)a) * * *

Assets

Maximum deductible

$100,001 to $250,000 .......... | $1,000
$250,000 to $1,000,000 ....... | $2,000,
Ovar $1,000,000 ....... e

$2,000 plus 1/1000 of tolal assats u
posite CAMEL raling of “1" or "
of "well capitalized” under
deductible Is $1,600,000,

No dedugtible aliowed,

P to & maximum of $200,000; for credi unlons tfiat have recelved a com-
for the last two (2) full examinations and maintalned a capital classfication
part 702 of this chapter far the six (6) immediately preceding quarlers the maximum

* * * * *

PART 723—~MEMBER BUSINESS
LOANS

® 13. The authority citation for part 723
continues to read as follows:

Authority: 12 11.8,C, 1756, 1767, 1757 A,
1768, 1785, 1788,

§723.7 - [Amended]

m 14, Amend §723,7(c}(1) by removing
the words “as defined by

§ 702,102(a)(1)” and adding in their
place the words “under part 702",

" PART 747—ADMINISTRATIVE

ACTIONS, ADJUDICATIVE HEARINGS,
RULES OF PRACTICE AND
PROCEDURE, AND INVESTIGATIONS

15, The authority citation for part 747
contnues to read as follows:

Authority: 12 1.5.G. 1786, 1782, 1784,
1785, 1786, 1787, 17604, 1790d; 42 11.8.C,
4012a; Pub, L. 101~410; Pub. L. 104-1384;
Pub, L., 10D-351; 120 Stat, 1966,

§747.2001 [Amended]

w16, Amend § 747,2001(a) by removing
the citation **702.302(d1)"" and adding in
its place the citation “702.202(d)".

§747.2002 [Amended]

W 17, Amend § 747,2002(a) by temaving
the words “§§ 702,202(b), 702,203(b)
and 702,204(b)” and adding in their
place the words “§§ 702.107(h), .
702,108(b), or 702,109(h)", and by
removing the words “§8 702.304(b] or
702.305(b)” and adding in their place

the words *'§§ 702.204(b).or 702,205(h)".

§747.2003 [Amended]

™ 13, Amgnd § 747,2003(a) by removing
the citation “702,302(d)" and adding in
its place the citation “702,202(d)",

W 19, Add §747.2006 to subpart L to
read as follows;

§747.2006. Review of order | mpeosing
indlvidual minimum capital requirements
(IMCR).

(a) Notice of proposed individual
minimum copital requiremants, When
NCUA proposcs to imposs
individualized minimal capital

requirements for a puticular oredit
union pursuant to § 702,105 of this
chapter (sach such action hereinafter
referred to s an “IMCR"}, NCUA shall
issue and serve on the tredit union
reasonabls prior notice of the proposed
IMCR. NCUA shall also forward a copy
of the notifying letter to the appropriate
state supervisory authority (S5A) ifa
state-charlered corporate credit union
would be subject to an IMCR,

(b) Contents of tha Notice. A notice of
intention to impose an IMCR for a credit
union based on particular capital
conditions at a credit union shall state.
the following:

(1) The credit union’s net worth ratio,
risk-based capital ratic and net worth
classification.

(2) The specitic minimum capital
levels that the NCUA Beard intends to
impose on the credit union under the
IMCR, and the specific causes for
determining that the higher IMCR is
lecessary or appropriate for the credit
union.

{38) The proposad schedule for
compliance with the new requirement,

(4) That the credit union must file a
wrillen responge to the notice, which
shall bs due nio less than 30 calendar
days from the date of service of the
notice. The NCUA Bourd may extend
the time period for good causge, and the
time period for response by the insured
credit union may be shortened for good
cAuse;

(1) When, in the apinion of NCUA, the
condition of the credit union so
requires, and NCUA informs the credit
union of the shortened response period
in the notice; or

(i) With the consent of the credit
union,

(¢) Gontents of response o notice, A
cradit unjon’s respange to a notice
under paragraph (b) of this section must
include:

{1) An explenation of why it contends
the IMCR is not an appropriate exercise
of discretion under this part;

(2) A request that the NCUA Board
modify or not issue the IMCR;

(3) Any information, mitigating
circumstancs_as. documentation, or other

evidence in support of the credit
union's postiion thet the credit union
weants NCUA to consider in deciding
whether to establish or to amend an
IMCR for the credit union; and

{4) If desired, a request for a
recommendation from the NCUA's
Ombudsman pursuant to paragraph (g)
of this section,

{d} Fuilure to file response. Failure by
the credit union to respond within 30
days, or such othér time period as Inay
be specified by NCUA, may constitute a
waiver of any objections 1o the proposed
IMCR or to the scheduls for complying
witlt it, unless NCUA has provided en
extension of the response period for
good causs,

{8) Final decision by NCUA. After
expiration of the response period,
NCUA will decide whethsr or not the
proposed IMCR should be established
for the credit union, or whether that
proposed requirement should he
adopted in modified form, based on a
review of the credit union’s response
and other relevant information. NCUA's
dgcision will address comments
received within the response period
from the credit union and the
appropriate state supervisory authority
(SSA) (in the case of a state-charterad
credit union) and will state the level of
capital required, the schedule for
compliance with this requirement, and
any specific remedial action the credit
union could take to eliminate the need
for continued applicability of the IMCR.
NCUA will provide the aredit union and
the appropriate SSA (if a state-chartered
credit wnion is involved) with a written
decision on the IMCR, addressing the
substantive comments-made by the
credit union end setting forth the
decision and the basis for that decision,
Upon receipt of this decision by the
credit union, the IMCR becomes
effective and hinding upon the credit
union, This decision represents final
agency action. .

() Request to modify or rescind IMCH,
A credit union that is subject to an
existing IMCR may request in writing
that the NGUA Board reconsider the
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terms of the IMCR due ta changed
circumstances. Unless otherwise
ordered by the NCUA Board, the IMCR
shall remain fn effect while such request
is pending, A request under this
paragraph (f) that remaing pending 60
days following receipt by ths NCUA
Board is deemed granted. .

(g) Ombudsman, A credit union may
request in writing the recommendation

of NCUA's ombudsman to modify or to
not issue a proposed IMCR under
paragraph (b) of this section, or to
modify or rescind an existing IMCR due
to changed circumstancas under
paragraph [{) of this section, A credit -
union which fails to request the
ombudsman's recommendation in 4
rasponse under paragraph (c) of this

seution, or in a request under paragraph
(1) of this section, shall be deemed to
have waived the opportunity to do so,
The ombudsman shall promptly notify
the credit union and the NCUA Board
of hig or her recommendation,
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