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follow Generally Accepted Auditing
Standards, which require either re-
computation or reference to market
quotations.

(d) Where you are unable to obtain a
price quotation required by this sec-
tion for the precise security in ques-
tion, you may obtain a quotation for a
security with substantially similar
characteristics.

[62 FR 33001, June 18, 1997, as amended at 62
FR 64147, Dec. 4, 1997]

§703.90 What must | do to monitor the
risk of my securities?

(a) At least monthly, you (a federal
credit union) must prepare a written
report setting forth, for each security
you hold, the fair value and dollar
change since the prior month-end, with
summary information for the entire
portfolio.

(b) At least quarterly, you must pre-
pare a written report setting forth the
sum of the fair values of all fixed and
variable rate securities you hold that
have one or more of the following fea-
tures:

(1) Embedded options;

(2) Remaining maturities
than 3 years; or

(3) Coupon formulas that are related
to more than one index or are inversely
related to, or multiples of, an index.

(c) Where the amount calculated in
paragraph (b) of this section is greater
than your net capital, the report de-
scribed in that paragraph must provide
a reasonable and supportable estimate
of the potential impact, in percentage
and dollar terms, of an immediate and
sustained parallel shift in market in-
terest rates of plus and minus 300 basis
points on:

(1) The fair value of each security in
your portfolio;

(2) The fair value of your portfolio as
a whole; and

(3) Your net capital.

(d) Where you do not have an invest-
ment-related committee, each member
of your board of directors must receive
a copy of the reports described in para-
graphs (a) through (c) of this section.
Where you have an investment-related
committee, each member of the com-
mittee must receive copies of the re-
ports, and each member of the board
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must receive a summary of the infor-
mation in the reports.

§703.100 What investments and invest-
ment activities are permissible for
me?

(@) You (a federal credit union) may
contract for the purchase or sale of a
security as long as the delivery of the
security is by regular-way settlement.
Regular-way settlement means deliv-
ery of a security from a seller to a
buyer within the time frame that the
securities industry has established for
that type of security.

(b) You may invest in a variable rate
investment, as long as the index is tied
to domestic interest rates and not, for
example, to foreign currencies, foreign
interest rates, or domestic or foreign
commodity prices, equity prices, or in-
flation rates. For purposes of this part,
the U.S. dollar-denominated London
Interbank Offered Rate (LIBOR) is a
domestic interest rate.

(c) You may purchase shares or de-
posits in a corporate credit union, ex-
cept where the NCUA Board has noti-
fied you that the corporate credit
union is not operating in compliance
with part 704 of this chapter. Your ag-
gregate purchase of member paid-in
capital and membership capital in one
corporate credit union is limited to one
percent of your assets. Member paid-in
capital and membership capital are de-
fined in part 704 of this chapter.

(d) You may invest in a registered in-
vestment company or collective invest-
ment fund, as long as the prospectus of
the company or fund restricts the in-
vestment portfolio to investments and
investment transactions that are per-
missible for federal credit unions. For
the purposes of this part, the following
definitions apply:

(1) A registered investment company is
an investment company that is reg-
istered with the Securities and Ex-
change Commission under the Invest-
ment Company Act of 1940 (15 U.S.C.
80a). Examples of registered invest-
ment companies are mutual funds and
unit investment trusts.

(2) A collective investment fund is a
fund maintained by a national bank
under 12 CFR part 9.
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(e)(1) You may invest in a fixed or
variable rate CMO/REMIC only if it
meets all of the following tests:

(i) Average Life Test. The CMO/
REMIC’s estimated average life is 10
years or less.

(if) Average Life Sensitivity Test. The
CMO/REMICs estimated average life
extends by 4 years or less, assuming an
immediate and sustained parallel shift
in interest rates of up to and including
plus 300 basis points, and shortens by 6
years or less, assuming an immediate
and sustained parallel shift in interest
rates of up to and including minus 300
basis points.

(iii) Price Sensitivity Test. The CMO/
REMICs estimated price change is 17
percent or less, as a result of an imme-
diate and sustained parallel shift in in-
terest rates of up to and including plus
and minus 300 basis points.

(2) You must retest CMOs/REMICs at
least quarterly, more frequently if
market or business conditions dictate.

(3) If you use individual prepayment
estimates for testing, you must obtain
estimates from all of the prepayment
sources listed in your investment pol-
icy. When you purchase a CMO/REMIC,
it must pass the tests for each esti-
mate. When you retest the CMO/
REMIC, it must pass the tests for a
majority of the estimates.

(4) If you use a median prepayment
estimate, the median estimate when
you purchase a CMO/REMIC must be
based on at least five prepayment
sources. When you retest the CMO/
REMIC, the median estimate must be
based on at least two prepayment
sources.

(f) You may purchase and hold a mu-
nicipal security only if a nationally
recognized statistical rating organiza-
tion (NRSRO) has rated it in one of the
four highest rating categories. A mu-
nicipal security is a security as defined
in Section 107(7)(K) of the Act. An
NRSRO is a rating organization that
the Securities and Exchange Commis-
sion has recognized as an NRSRO.

(9) You may sell federal funds to Sec-
tion 107(8) institutions and credit
unions, as long as the interest or other
consideration received from the finan-
cial institution is at the market rate
for federal funds transactions.

§703.100

(h) You may invest in the following
instruments issued by a Section 107(8)
institution or branch:

(1) Yankee dollar deposits;

(2) Eurodollar deposits;

(3) Bankers acceptances;

(4) Deposit notes; and

(5) Bank notes with original weighted
average maturities of less than five
years.

(i) A repurchase transaction is a
transaction in which you agree to pur-
chase a security from a counterparty
and to resell the same or an identical
security to that counterparty at a
specified future date and at a specified
price. You may enter into a repurchase
transaction as long as:

(1) The repurchase securities are
legal investments for federal credit
unions;

(2) You receive a daily assessment of
the market value of the repurchase se-
curities, including accrued interest,
and maintain adequate margin that re-
flects a risk assessment of the repur-
chase securities and the term of the
transaction; and

(3) You have entered into signed con-
tracts with all approved
counterparties.

(J) A reverse repurchase transaction
is a transaction in which you agree to
sell a security to a counterparty and to
repurchase the same or an identical se-
curity from that counterparty at a
specified future date and at a specified
price. You may enter into reverse re-
purchase and collateralized borrowing
transactions as long as:

(1) Any securities you receive are
permissible investments for federal
credit unions, you receive a daily as-
sessment of their market value, includ-
ing accrued interest, and you maintain
adequate margin that reflects a risk
assessment of the securities and the
term of the transaction;

(2) Any cash you receive is subject to
the borrowing limit specified in Sec-
tion 107(9) of the Act, and any invest-
ments you purchase with that cash are
permissible for federal credit unions
and mature no later than the maturity
of the transaction; and

(3) You have entered into signed con-
tracts with all approved
counterparties.
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(k) You may enter into a securities
lending transaction as long as:

(1) You receive written confirmation
of the loan;

(2) Any collateral you receive is a
legal investment for federal -credit
unions, you obtain a perfected first pri-
ority security interest in the collat-
eral, you either take physical posses-
sion or control of the collateral or are
recorded as owner of the collateral
through the Federal Reserve Book-
Entry Securities Transfer System; and
you receive a daily assessment of the
market value of the collateral, includ-
ing accrued interest, and maintain ade-
quate margin that reflects a risk as-
sessment of the collateral and the term
of the loan;

(3) Any cash you receive is subject to
the borrowing limit specified in Sec-
tion 107(9) of the Act, and any invest-
ments you purchase with that cash are
permissible for federal credit unions
and mature no later than the maturity
of the transaction; and

(4) You have executed a written loan
and security agreement with the bor-
rower.

(N(1) You may trade securities, in-
cluding engaging in when-issued trad-
ing and pair-off transactions, as long as
you can show that you have sufficient
resources, knowledge, systems, and
procedures to handle the risks.

(2) You must record any security you
purchase or sell for trading purposes at
fair value on the trade date. The trade
date is the date you commit, orally or
in writing, to purchase or sell a secu-
rity.

(3) At least monthly, you must give
your board of directors or investment-
related committee a written report
listing all purchase and sale trans-
actions of trading securities and the re-
sulting gain or loss on an individual
basis.

[62 FR 33001, June 18, 1997, as amended at 62
FR 64148, Dec. 4, 1997]

§703.110 What investments and invest-
ment activities are prohibited for
me?

(a) You (a federal credit union) may
not purchase or sell financial deriva-
tives, such as futures, options, interest
rate swaps, or forward rate agree-
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ments, except as permitted under
§701.21(i) of this chapter.

(b) You may not engage in adjusted
trading or short sales.

(¢) You may not purchase stripped
mortgage backed securities, residual
interests in CMOs/REMICs, mortgage
servicing rights, commercial mortgage
related securities, or small business re-
lated securities.

(d) You may not purchase a zero cou-
pon investment with a maturity date
that is more than 10 years from the
settlement date.

§703.120 May my officials or employ-
ees accept anything of value in con-
nection with an investment trans-
action?

(a) Your (a federal credit unions) offi-
cials and senior management employ-
ees, and their immediate family mem-
bers, may not receive anything of value
in connection with your investment
transactions. This prohibition also ap-
plies to any other employee, such as an
investment officer, if the employee is
directly involved in investments, un-
less your board of directors determines
that the employee’s involvement does
not present a conflict of interest. This
prohibition does not include compensa-
tion for employees.

(b) Your officials and employees
must conduct all transactions with
business associates or family members
that are not specifically prohibited by
paragraph (a) of this section at arm’s
length and in your best interest.

(c) Senior management employee
means Yyour chief executive officer
(typically this individual holds the
title of President or Treasurer/Man-
ager), any assistant chief executive of-
ficers (e.g., Assistant President, Vice
President, or Assistant Treasurer/Man-
ager) and the chief financial officer
(Comptroller).

(d) Immediate family member means
a spouse or other family member living
in the same household.

§703.130 May | continue to hold in-
vestments purchased before Janu-
ary 1, 1998, that will be impermis-
sible after that date?

(a) Subject to safety and soundness
considerations, your (a federal credit
unions) authority to hold an invest-
ment is governed by the regulations in
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