Part 702

Part 702 Prompt Corrective Action

§ 702.1 Authority, Purpose, Scope and Other Supervisory Authority.

(a) Authority. Subparts A, B and C of this part and subpart L of part 747 of this chapter
are issued by the National Credit Union Administration pursuant to section 216 of the
Federal Credit Union Act (FCUA), 12 U.S.C. 1790d (section 1790d), as added by
section 301 of the Credit Union Membership Access Act, Pub. L. No. 105-219, 112
Stat. 913 (1998). Subpart D of this part is issued pursuant to FCUA section 120, 12
U.S.C. 1766.

(b) Purpose. The express purpose of prompt corrective action under section 1790d is to
resolve the problems of federally-insured credit unions at the least possible long-
term loss to the National Credit Union Share Insurance Fund. This part carries out
the purpose of prompt corrective action by establishing a framework of mandatory
and discretionary supervisory actions, applicable according to a credit union’s net
worth ratio, designed primarily to restore and improve the net worth of federally-
insured credit unions.

(c) Scope. This part implements the provisions of section 1790d as they apply to
federally-insured credit unions, whether 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 these provisions also
apply to officers and directors of federally-insured credit unions. This part does not
apply to corporate credit unions. Procedures for issuing, reviewing and enforcing
orders and directives issued under this part are set forth in subpart L of part 747 of
this chapter, 12 CFR 747.2001 et seq.

(d) Other supervisory authority. Neither 8§ 1790d nor this part in any way limits the
authority of the NCUA Board or appropriate State 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 in addition to any other
enforcement action available to the NCUA Board or appropriate State official,
including issuance of cease and desist orders, orders of prohibition, suspension and
removal, or assessment of civil money penalties, or any other actions authorized by
law.

§ 702.2 Definitions.

Except as provided below, the terms used in this part have the same meanings as set

forth in FCUA sections 101 and 216, 12 U.S.C. 1752, 1790d.

(a) Appropriate regional director means the director of the NCUA regional office having
jurisdiction over federally-insured credit unions in the state where the affected credit
union is principally located.

(b) Appropriate State official means the commission, board or other supervisory
authority having jurisdiction over credit unions chartered by the State which
chartered the affected credit union.

(c) Credit union means a federally-insured, natural person credit union, whether
federally or state-chartered, as defined by 12 U.S.C. 1752(6).
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(d) CUSO means a credit union service organization as described in 12 CFR 712 et
seq. for federally-chartered credit unions, and as defined under State law for State-
chartered credit unions.

(e) NCUSIF means the National Credit Union Share Insurance Fund as defined by 12
U.S.C. 1783.

(f) Net worth means the retained earnings balance of the credit union at quarter end as
determined under generally accepted accounting principles. Retained earnings
consists of undivided earnings, regular reserves, and any other appropriations
designated by management or regulatory authorities. This means that only undivided
earnings and appropriations of undivided earnings are included in net worth. For
low-income designated credit unions, net worth also includes secondary capital
accounts that are uninsured and subordinate to all other claims, including claims of
creditors, shareholders and the NCUSIF. For any credit union, net worth does not
include the allowance for loan and lease losses account.

(g) Net worth ratio means the ratio of the net worth of the credit union (as defined in
paragraph (f) of this section to the total assets of the credit union (as defined by a
measure chosen under paragraph (j) of this section.

(h) New credit union means a federally-insured credit union which both has been in
operation for less than ten (10) years and has $10,000,000 or less in total assets.

(i) Senior executive officer means a senior executive officer as defined by 12 CFR
701.14(b)(2).

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

(K) Total assets
(1) Total assets means a credit union’s total assets as measured by either—

(1) Average quarterly balance. The average of quarter-end balances of the
curretn and three preceeding calendar quarters; or
(i) Average monthly balance. The average of month-end balances over the
three calendar months of the calendar quarter; or
(i)  Average daily balance. The average daily balance over the calendar
quarter; or
(iv)  Quarter-end balance. The quarter-end balance of the calendar quarter as
reported on the credit union’s Call Report.
(2) For each quarter, a credit union must elect a measure of total assets from
paragraph (k)(1) of this section to apply for all purposes under this part except 88
702.103 through 702.108 [risk-based net worth requirement].

() Weighted-average life means the weighted-average time to the return of a dollar of
principal, calculated by 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 summing and dividing by the total amount of the
principal.
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Subpart A—Net Worth Classification

§ 702.101 Measures and Effective Date of Net Worth Classification.

(a) Net worth measures. For purposes of this part, a credit union must determine its net
worth category classification at the end of each calendar quarter using two
measures:

(1) The net worth ratio as defined in § 702.2(g); and

(2) If determined to be applicable under 8§ 702.103, a risk-based net worth
requirement.

(b) Effective date of net worth classification. For purposes of this part, the effective date
of a federally insured credit union’s net worth category classification shall be the
most recent to occur of:

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

(2) Corrected net worth category. The date the credit union received subsequent
written notice from NCUA or, if State-chartered, from the appropriate State
official, of a decline in net worth category due to correction of an error or
misstatement in the credit union’s most recent Call Report; or

(3) Reclassification to lower category. The date the credit union received written
notice from NCUA or, if State-chartered, the appropriate State official, of
reclassification on safety and soundness grounds as provided under 88
702.102(b) or 702.302(d).

(c) Notice to NCUA by filing Call Report.

(1) Other than by filing a Call Report, a federally-insured credit union need not notify
the NCUA Board of a change in its net worth ratio that places the credit union in
a lower net worth category;

(2) Failure to timely file a Call Report as required under this section in no way alters
the effective date of a change in net worth classification under this paragraph (b)
of this section, or the affected credit union’s corresponding legal obligations
under this part.

§ 702.102 Statutory Net Worth Categories.

(a) Net worth categories. Except for credit unions defined as “new” under subpart B of

this part, a federally-insured credit union shall be classified (Table 1)—

(1) Well capitalized if it has a net worth ratio of seven percent (7%) or greater and
also meets any applicable risk-based net worth requirement under 88 702.103
and 702.108; or

(2) Adequately capitalized if it has a net worth ratio of six percent (6%) or more but
less than seven percent (7%), and also meets any applicable risk-based net
worth requirement under 88 702.105 and 702.108 below; or

(3) Undercapitalized if it has a net worth ratio of four percent (4%) or more but less
than six percent (6%), or fails to meet any applicable risk-based net worth
requirement under 88 702.105 and 702.108; or

(4) Significantly undercapitalized if it
0] Has a net worth ratio of two percent (2%) or more but less than four

percent (4%); or
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(i) Has a net worth ratio of four percent (4%) or more but less than five
percent (5%), and either—
(A) Fails to submit an acceptable net worth restoration plan within the time
prescribed in § 702.206; or
(B) Materially fails to implement a net worth restoration plan approved by the
NCUA Board; or
(5) Critically undercapitalized if it has a net worth ratio of less than two percent (2%).

TABLE 1 - STATUTORY NET WORTH CATEGORY CLASSIFICATION

A credit union’s net worth | if its net worth ratio is... and subject to the following
category is ... condition(s)
“Well Capitalized” 7% or above And if “complex,” meets

applicable risk-based net
worth requirement (RBNW)

“Adequately Capitalized” 6% to 6.99% And if “complex,” meets
applicable RBNW
“Undercapitalized” 4% to 5.99% Or if “complex,” fails
applicable RBNW
“Significantly 2% to 3.99% Or if “undercapitalized” at
Undercapitalized” less than 5% net worth

ratio, fails to timely submit
or materially implement a
net worth restoration plan.

“Critically Undercapitalized” | Less than 2% None

(b) Reclassification based on supervisory criteria other than net worth. The NCUA
Board may reclassify 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 were in
the next lower net worth category (each of such actions hereinafter referred to
generally as “reclassification”) in the following circumstances:

(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 unsafe 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 not corrected a material unsafe or unsound practice of which it was, or
should have been, aware.

(c) Nondelegation. The NCUA Board may not delegate its authority to reclassify a credit
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 credit union under paragraph (b) of this section, and shall
promptly notify the appropriate State official of its decision to reclassify.
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§ 702.103 Applicability of risk-based net worth requirement.

For purposes of § 702.102, a credit union is defined as “complex” and a risk-based net

worth requirement is applicable only if the credit union meets both of the following

criteria as reflected its most recent Call Report:

(a) Minimum asset size. Its quarter-end total assets exceed ten million dollars
($20,000,000); and

(b) Minimum RBNW calculation. Its risk-based net worth requirement as calculated
under 8§ 702.106 exceeds six percent (6%).

§ 702.104 Risk portfolios defined.

A risk portfolio is a portfolio of assets, liabilities, or contingent liabilities as specified
below, each expressed as a percentage of the credit union’s quarter-end total assets
reflected in its most recent Call Report, rounded to two decimal places (Table 2):

(a) Long-term real estate loans. Total real estate loans and real estate lines of credit
outstanding, exclusive of those outstanding that will contractually refinance, reprice
or mature within the next five (5) years, and exclusive of all member business loans
(as defined in 12 CFR 723.1 or as approved under 12 CFR 723.20);

(b) Member business loans outstanding. All member business loans as defined in 12
CFR 723.1 or as approved under 12 CFR 723.20;

(c) Investments. Investments as defined by 12 CFR 703.150 or applicable State law,
including investments in CUSOs (as defined by § 702.2(d));

(d) Low-risk assets. Cash on hand (e.g., coin and currency, including vault, ATM and
teller cash) and the NCUSIF deposit;

(e) Average-risk assets. One hundred percent (100%) of total assets minus the sum of
the risk portfolios in paragraphs (a) through (d) of this section;

(f) Loans sold with recourse. Outstanding balance of loans sold or swapped with
recourse, excluding loans sold to the secondary mortgage market that have
representations and warranties consistent with those customarily required by the
U.S. Government and government sponsored enterprises;

(g) Unused member business loan commitments. Unused commitments for member
business loans as defined in 12 CFR 723.1 or as approved under 12 CFR 723.20;
and

(h) Allowance. The Allowance for Loan and Lease Losses not to exceed the equivalent
of one and one-half percent (1.5%) of total loans outstanding.

TABLE 2 - §702.104 RISK PORTFOLIOS DEFINED

Risk portfolio Assets, liabilities, or contingent liabilities

(a) Long-term real estate loans | Total real estate loans and real estate lines of credit (excluding MBLS)
with a maturity (and next rate adjustment period if variable rate) greater
than 5 years.

(b) MBLs outstanding Member business loans outstanding

(c) Investments As defined by federal regulation or applicable State law

(d) Low-risk assets Cash on hand and NCUSIF deposit

(e) Average-risk assets 100% of total assets minus sum of risk portfolios above

(f) 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.

(g) Unused MBL commitments | unused commitments for MBLs
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h) Allowance Allowance for Loan and Losses limited to equivalent of 1.50 percent of
q P
total loans.

§ 702.105 Weighted-average life of investments.

Except as provided below (Table 3), the weighted-average life of an investment for
purposes of 88 702.106(c) and 702.107(c) is defined pursuant to § 702.2(m):

(a) Registered investment companies and collective investment funds.

(1) For investments in registered investment companies (e.g., mutual funds) and
collective investment funds, the weighted-average life is defined as the
maximum weighted-average life disclosed, directly or indirectly, in the
prospectus or trust instrument;

(2) 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 in 12 CFR 9.18(b)(4)(ii))(B)(1)—(3), the
weighted-average life is defined as one (1) year or less; and

(3) For other investments in registered investment companies or collective
investment funds, the weighted-average life is defined as greater than five (5)
years, but less than or equal to seven (7) years;

(b) Callable fixed-rate debt obligations and deposits. For fixed-rate debt obligations
and deposits that are callable in whole, the weighted-average life is defined as
the period remaining to the maturity date;

(c) Variable-rate debt obligations and deposits. For variable-rate debt obligations
and deposits, the weighted-average life is defined as the period remaining to the
next rate adjustment date;

(d) Capital in mixed-ownership Government corporations and corporate credit
unions. For capital stock in mixed-ownership Government corporations, as
defined in 31 U.S.C. 9101(2), and member paid-in capital and membership
capital in corporate credit unions, as defined in 12 CFR 704.2, the weighted-
average life is defined as greater than one (1) year, but less than or equal to
three (3) years;

(e) Investments in CUSOs. For investments in CUSOs (as defined in § 702.2(d)), the
weighted-average life is defined as greater than one (1) year, but less than or
equal to three (3) years; and

(f) Other equity securities. For other equity securities, the weighted average life is
defined as greater than ten (10) years.

TABLE 3 —702-105 WEIGHTED-AVERAGES3 LIFE OF INVESTMENTS

Investment Weighted-average life
(a) Registered investment companies and i. Registered investment companies and collective
collective investment funds investment funds: As disclosed in prospectus or

trust instrument, but if not disclosed, greater than
five (5) years, but less than or equal to seven (7)

years.
ii. Money market funds and STIFs: One (1) year or
less.

(b) Callable fixed-rate debt obligations and deposits | Period remaining to maturity date.

(c) Variable-rate debt obligations and deposits Period remaining next to rate adjustment date.

(d) Capital in mixed-ownership Government Greater than one (1) year, but less than or equal to
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corporations and corporate credit unions three (3) years.

(e) Investments in CUSOs Greater than one (1) year, but not less than or
equal to three (3) years.

(f) Other equity securities Greater than ten (10) years.

§ 702.106 Standard calculation of risk-based net worth requirement.

A credit union’s risk-based net worth requirement is the aggregate of the following
standard component amounts, each expressed as a percentage of the credit union’s
quarter-end total assets as reflected in its most recent Call Report, rounded to two
decimal places (Table 4):

(a) Long-term real estate loans. The sum of:

(1) Six percent (6%) of the amount of long-term real estate loans less than or equal

to twenty-five percent (25%) of total assets; and

(2) Fourteen percent (14%) of the amount in excess of twenty-five percent (25%) of

total assets;
(b) Member business loans outstanding. The sum of:

(1) Six percent (6%) of the amount of member business loans outstanding less than

or equal to twelve and one-quarter percent (12.25%) of total assets; and

(2) Fourteen percent (14%) of the amount in excess of twelve and one-quarter

percent (12.25%) of total assets;
(c) Investments. The sum of:
(1) Three percent (3%) of the amount of investments with a weighted-average life
(as specified in § 702.105 above) of one (1) year or less;

(2) Six percent (6%) of the amount of investments with a weighted-average life

greater than one (1) year, but less than or equal to three (3) years;

(3) Twelve percent (12%) of the amount of investments with a weighted-average life

greater than three (3) years, but less than or equal to ten (10) years; and

(4) Twenty percent (20%) of the amount of investments with a weighted-average life

greater than ten (10) years;

(d) Low-risk assets. Zero percent (0%) of the entire portfolio of low-risk assets;

(e) Average-risk assets. Six percent (6%) of the entire portfolio of average-risk assets;

(f) Loans sold with recourse. Six percent (6%) of the entire portfolio of loans sold with
recourse;

(9) Unused member business loan commitments. Six percent (6%) of the entire portfolio
of unused member business loan commitments; and

(h) Allowance. Negative one hundred percent ("100%) of the balance of the Allowance
for Loan and Lease Losses account, not to exceed the equivalent of one and one-
half percent (1.5%) of total loans outstanding.

TABLE 4 —702.106 STANDARD CALCULATION OF RBNW REQUIREMENT

Risk Portfolio Amount of risk portfolio (as percent of quarter- Risk weighting
end total assets) to be multiplied by risk
weighting
(a) Long-term real estate loans 0 to 25.00% .06
over 25.00% 14
(b) MBLs outstanding 0to 12.25% .06
over 12.25 % 14
(c) Investments By weighted-average life:
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0to 1 year .03

>1 year to 3 years .06

>3 years to 10 years 12

> 10 years .20

(d) Low-risk assets All % .00

(e) Average-risk assets All % .06

(f) Loans sold with recourse All % .06

(g) Unused MBL commitments All % .06

(h) Allowance Limited to equivalent of 1.50% of total loans .06
(expressed as a percent of total assets)

A credit union’s RBNW requirement is the sum of eight standard components. A standard component is
calculated for each of the eight risk portfolios, equal to the sum of each amount of a risk portfolio times its
risk weighting. A credit union is classified “undercapitalized” if its net worth ratio is less than its applicable
RBNW requirement.

§ 702.107 Alternative components for standard calculation.

A credit union may substitute one or more alternative components below, in place of
the corresponding standard components in § 702.106 above, when any alternative
component amount, expressed as a percentage of the credit union’s quarter-end total
assets as reflected in its most recent Call Report, rounded to two decimal places, is
smaller (Table 5):

(a) Long-term real estate loans. The sum of:

(1) Non-callable. non-callable long-term real estate loans are as follows:

0] Eight percent (8%) of the amount of such loans with a remaining maturity
of greater than 5 years, but less than or equal to 12 years;

(i) Twelve percent (12%) of the amount of such loans with a remaining
maturity of greater than 12 years, but less than or equal to 20 years; and

(i)  Fourteen percent (14%) of the amount of such loans with a remaining
maturity greater than 20 years;

(2) Callable. Long-term real estate loans callable in 5 years or less as follows:

0] Six percent (6%) of the amount of such loans with a documented call
provision of 5 years or less and with a remaining maturity of greater than 5
years, but less than or equal to 12 years;

(i) Ten percent (10%) of the amount of such loans with a documented call
provision of 5 years or les and with a remaining maturity of greater than 2
years, but less than or equal to 20 years; and

(i)  Twelve percent (12%) of the amount of such loans with a documented call
provision of 5 years or less and with a remaining maturity of greater than 20
years;

(b) Member business loans outstanding. The sum of:

(1) Fixed rate. Fixed-rate member business loans outstanding as follows:

0] Six percent (6%) of the amount of such loans with a remaining maturity of
3 or fewer years;

(i) Nine percent (9%) of the amount of such loans with a remaining maturity
greater than 3 years, but less than or equal to 5 years;

(i)  Twelve percent (12%) of the amount of such loans with a remaining
maturity greater than 5 years, but less than or equal to 7 years;
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(iv)  Fourteen percent (14%) of the amount of such loans with a remaining
maturity greater than 7 years, but less than or equal to 12 years; and

(V) Sixteen percent (16%) of the amount of such loans with a remaining
maturity greater than 12 years; and

(2) Variable-rate. Variable-rate member business loans outstanding as follows:

0] Six percent (6%) of the amount of such loans with a remaining maturity of
3 or fewer years;

(i) Eight percent (8%) of the amount of such loans with a remaining maturity
greater than 3 years, but less than or equal to 5 years;

(i)  Ten percent (10%) of the amount of such loans with a remaining maturity
greater than 5 years, but less than or equal to 7 years;

(iv)  Twelve percent (12%) of the amount of such loans with a remaining
maturity greater than 7 years, but less than or equal to 12 years; and

(v) Fourteen percent (14%) of the amount of such loans with a remaining
maturity greater than 12 years.

(c) Investments. The sum of:

(1) Three percent (3%) of the amount of investments with a weighted-average life
(as specified in § 702.105 above) of one (1) year or less;

(2) Six percent (6%) of the amount of investments with a weighted-average life
greater than one (1) year, but less than or equal to three (3) years;

(3) Eight percent (8%) of the amount of investments with a weighted-average life
greater than three (3) years, but less than or equal to five (5) years;

(4) Twelve percent (12%) of the amount of investments with a weighted-average life
greater than five (5) years, but less than or equal to seven (7) years;

(5) Sixteen percent (16%) of the amount of investments with a weighted-average life
greater than seven (7) years, but less than or equal to ten (10) years; and

(6) Twenty percent (20%) of the amount of investments with a weighted-average life
greater than ten (10) years.

(d) Loans sold with recourse. The alternative component is the sum of:

(1) Six percent (6%) of the amount of loans sold with contractual recourse
obligations of six percent (6%) or greater; and

(2) The weighted average recourse percent of the amount of loans sold with
contractual recourse obligations of less than six percent (6%), as computed by
the credit union.

TABLE 5 -702.107 ALTERNATIVE COMPONENTS FOR STANDARD
CALCULATION
(a) LONG-TERM REAL ESTATE LOANS

Amount of long-term real estate loans by remaining maturity

Alternative risk weighting

Non-callable long-term real estate loans

Remaining maturity:

>5 years to 12 years .08
> 12 years to 20 years A2
> 20 years 14

Long-term real estate loans callable in 5 years or less

Remaining maturity:
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>5 years to 12 years .06
> 12 years to 20 years .10
> 20 years A2

The “alternative component” is the sum of each amount of the Long-term real estate loans risk portfolio by
remaining maturity (as a percent of quarter-end total assets) times its alternative factor. Substitute for

corresponding standard component if smaller.

(b) MEMBER BUSINESS LOANS

Amount of member business loans by remaining maturity

Alternative risk weighting

Fixed-rate MBLs .06
0 to 3 years

> 3 years to 5 years .09
> 5 years to 7 years 12
> 7 years to 12 years 14
> 12 years .16
Variable-rate MBLs

0 to 3 years .06
> 3 years to 5 years .08
> 5 years to 7 years .10
> 7 years to 12 years A2
> 12 years 14

The “alternative component” is the sum of each amount of the member business loans risk portfolio by
fixed and variable rate and by remaining maturity (as a percent of quarter-end total assets) times its
alternative factor. Substitute for corresponding standard component if smaller.

(c) Investments

Amount of investments by weighted-average life

Alternative risk weighting

0to 1 year .03
>1 year to 3 years .06
>3 years to 5 years .08
>5years to 7 years 12
>7 years to 10 years .16
>10 years 2

The “alternative component” is the sum of each amount of the investments risk portfolio by weighted-
average life (as a percent of quarter-end total assets) times its alternative factor. Substitute for

corresponding standard component if smaller.

(d) Loans Sold With Recourse

Amount of laons by recourse

Alternative risk weighting

Recourse 6% ot greater

.06

Recourse <6%

Weighted average recourse percent

The “alternative component” is the sum of each amount of the “loans sold with recourse” risk portfolio by
level of recourse (as a percent of quarter-end total assets) times its alternative factor. The alternative
factor for loans sold with recourse of less than 6% is equal to the weighted average recouse percent on
such loans. A credit union must compute the weighted average recourse percent for its loans sold with
recourse of less than six percent (6%). Substitute for corresponding standard component if smaller.

§ 702.108 Risk mitigation credit.

(a) Who may apply. A credit union may apply for a risk mitigation credit if on any of the
current or three preceeding effective dates of classification it either failed an
applicable RBNW requirement or met it by less than 100 basis points.
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(b) Application for credit. Upon application pursuant to guidelines duly adopted by the
NCUA Board, the NCUA Board may in its discretion grant a credit to reduce a risk-
based net worth requirement under sections 702.106 and 702.107 upon proof of
mitigation of:

(1) Credit risk; or

(2) Interest rate risk as demonstrated by economic value exposure measures.

(c) Application by FISCU. In the case of a FISCU seeking a risk mitigation credit—

(1) Before an application under paragraph (a) above may be submitted to the NCUA
Board, it must be submitted in duplicate to the appropriate State official and the
appropriate Regional Director; and

(2) The NCUA Board, when evaluating the application of a FISCU, shall consult and
seek to work cooperatively with the appropriate State official, and shall provide
prompt notice of its decision to the appropriate State official.
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APPENDICES A-H TO SUBPART A of PART 702

APPENIDX A — EXAMPLE STANDARD COMPONENTS FOR RBNW
REQUIREMENT, 702.106

(EXAMPLE CALCULATION IN BOLD)

Part 702

Risk portfolio Dollar balance | Amount as Risk Amount Stand-
percent of weighting | times risk ard
guarter-end weighting com-
total assets ponent

Quarter-end total assets 200,000,000 100.0000%

(a) Long-term real estate loans 60,000,000 30.0000%= 2.20%

Threshold amount: 0 to 12.25% 25.0000% .06 1.5000%

Excess amount: over 12.25% 5.0000% 14 0.7000%

(b) MBLs outstanding 25,000,000 12.5000%= 0.77%

Threshold amount: 0 to 12.25% 12.2500% .06 0.7350%

Excess amount: over 12.25% 0.2500% .14 0.0350%

(c) Investments 50,000,000= 25.0000%= 1.51%

Weighted-average life: 24,000,000

0to 1 year 15,000,000 12.0000% .03 0.3600%

>1 year to 3 years 10,000,000 7.5000% .06 0.4500%

>3 years to 10 years 1,000,000 5.0000% 12 0.6000%

>10 years 0.5000% .20 0.1000%

(d) Low-risk assets 4,000,000 2.0000% .00 0%

Sum of risk portfolios (a) 139,000,000 69.5000%

through (d) above

(e) average-risk assets 61,000,000 30.5000%" .06 1.83%

(f) Loans sold with recourse 40,000,000 20.0000% .06 1.20%

(g) Unused MBL commitments 5,000,000 2.5000% .06 0.15%

(h) Allowance 2,040,000,000° 1.0200% (1.00) (1.02)%

Sum of standard components: 6064%

RBNW requirement

® The Average-risk assets risk portfolio percent of quarter-end total assets equals 100 percent minus the
sum of the percentages in the four risk portfolios above (i.e., Long-term real estate loans, MBLs
outstanding, investments, and Low-risk assets).
® The Allowance risk portfolio is limited to the equivalent of 1.50 percent of total loans. For an example
computation of the permitted dollar balance of Allowance, se worksheet in Appendix B below.
¢ A credit union is classified “undercapitalized” if its net worth ratio is less than its applicable RBNW
requirement. The dollar equivalent of RBNW requirement may be computed for informational purposes
as the RBNW requirement percent of total assets.
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APPENDIX B — ALLOWANCE RISK PORTFOLIO DOLLAR BALANCE WORKSHEET
(EXAMPLE CALCULATION IN BOLD)

Balance sheet | Dollar balance Percent of Range of ALL | Permitted ALL Permitted

account total loans permitted percent of dollar balance
total loans of Allowance

Allowance for 2,400,000 1.7647% 0 to 1.50% 1.50% 2,040,000

Loan and

Lease Losses

(ALL)

Total loans 136,000,000

APPENDIX C — EXAMPLE LONG-TERM REAL ESTATE LOANS ALTERNATIVE

COMPONENT, 702.107(A)

(EXAMPLE CALCULATION IN BOLD)

Remaining maturity Dollar balance of Percent of total Alternative risk Alternative
Long-term real assets by weighting component
estate loans by remaining

remaining maturity
maturity
Non-callable long-term
real estate loans
>5 Years to 12 years 15,000,000 7.5000% .08 0.6000%
>12 years to 20 years 2,500,000 1.25000% A2 0.1500%
>20 years 2,500,000 1.2500% 14 0.1750%
Long-term real estate
loans callable in 5 years
or less
>5 Years to 12 years 35,000,000 17.5000% .06 1.0500%
>12 years to 20 years 5,000,000 2.5000% .10 0.2500%
>20 years 0 0.000% 12 0.000%
Sum of above equals
Alternative component* 2.23%

*Substitute for standard component if lower

APPENDIX D — EXAMPLE OF MEMBER BUSINESS LOANS ALTERNATIVE

COMPONENT, 702.107(B)

(EXAMPLE CALCULATION IN BOLD)

Remaining maturity Dollar balance Percent of total Alternative risk Alternative
of MBLs by assets by weighting component
remaining remaining

maturity maturity
Fixed-rate MBLs 6,000,000 3.0000% .06 0.1800%
0 to 3 years
>3 years to 5 years 4,000,000 2.0000% .09 0.1800%
>5 years to 7 years 2,000,000 1.0000% A2 0.1200%
>7 years to 12 years 0 0.0000% 14 0.0000%
>12 years 0 0.0000% 16 0.0000%
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Variable-rate MBLs

0 to 3 years 7,000,000 3.50000% .06 0.2100%
>3 years to 5 years 4,000,000 2.0000% .08 0.1600%
>5 years to 7 years 2,000,000 1.0000% .10 0.1000%
>7 years to 12 years 0 0.0000% A2 0.0000%
>12 years 0 0.0000% 14 0.0000%
Sum of above 0.95%

equals Alternative
component*

*Substitute for standard component if lower

APPENDIX E- EXAMPLE OF INVESTMENTS ALTERNATIVE COMPONENT,

702.107(C)

(EXAMPLE CALCULATION IN BOLD)

Weighted-average Dollar balance Percent of total Alternative risk Alternative
life of investments assets by weighting component
by weighted weighted average
average life life
0to 1 year 24,000,000 12.0000% .03 0.3600%
>1 year to 3 years 15,000,000 7.5000% .06 0.4500%
>3 years to 5 years 8,000,000 4.0000% .08 0.3200%
>5 years to 7 years 1,000,000 0.5000% A2 0.0600%
>7 years to 10 years 1,000,000 0.5000% 16 0.0800%
>10 years 1,000,000 0.5000% .20 0.1000%
Sum of above 1.37%

equals Alternative
component*

*Substitute for standard component if lower.

APPENDIX F— EXAMPLE LOANS SOLD WITH RECOUSE ALTERNATIVE
COMPONENT, 702.107(d)

(EXAMPLE CALCULATION IN BOLD)

Percent of Dollar balance Percent of total Alternative risk Alternative
contractual recouse of Loans sold assets weighting component
obligation with recourse
Recourse 6% or 5,000,000 2.5000% .06 0.1500%
greater
Recourse < 6% 35,000,000 17.5000% .0500% 0.8750%
Sum of above
equals Alternative
component* 1.03%

*Substitute for corresponding standard component if lower.

¥ The credit union must calculate this alternative risk weighting for loans sold with recourse of less than

6%. For an example computation, see worksheet in Appendix G below.
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APPENDIX G- WORKSHEET FOR ALTERNATIVE RISK WEIGHTING OF LOANS
SOLD WITH CONTRACTUAL RECOURSE OBLIGATIONS OF LESS THAN 6%

(EXAMPLE CALCULATION IN BOLD)

Percent of Dollar balance of Dollars of Alternative risk
contractual loans sold with recourse weighting
obligation less than recourse
6%
5.50% 5,000,000 275,000
5.00% 25,000,000 1,250,000
4.50% 5,000,000 225,000
Sum of above equals 35,000,000 1,750,000
Dollar of recourse
divided by dollar
balance equals
(expressed as %) 5.00%

APPENDIX H — EXAMPLE RBNW REQUIREMENT USING ALTERNATIVE
COMPONENTS

(EXAMPLE CALCULATION IN BOLD)

Risk portfolio Standard Alternative Lower of standard or
component component alternative component
(a) Long-term real estate 2.20% 2.85 % 2.20%
loans
(b) MBLs outstanding 0.77% 0.95% 0.77%
(c) Investments 1.51% 1.37% 1.37%
(f) Loans sold with recourse 1.20% 1.03% 1.03%

standard components

(d) Low-risk assets

0%

(e) Average-risk assets 1.83%
(g) Unused MBL 0.15%
commitments

(h) Allowance (1.02)%
RBNW requirement* 6.33%

compare to Net Worth Ratio

*A credit union is “undercapitalized” if its net worth is less than its applicable RBNW requirement.

Subpart B—Mandatory and Discretionary Supervisory Actions

§ 702.201 Prompt Corrective Action for ‘“Adequately Capitalized’ Credit Unions.

(a) Earnings retention. Beginning the effective date of classification as ‘“adequately
capitalized” or lower, a federally-insured credit union must increase the dollar
amount of its net worth quarterly either in the current quarter, or on average by an
amount equivalent to at least 1 /10" percent (0.1%) of its total assets, and must
guarterly transfer that amount (or more by choice) from undivided earnings to its
regular reserve account, until it is “well capitalized.”

(b) Decrease in retention. Upon written application received no later than 14 days
before the quarter end, the NCUA Board, on a case-by-case basis, may permit a
credit union to increase the dollar amount of its net worth and quarterly transfer an
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amount that is less than amount required under paragraph (a) of this section, to the
extent the NCUA Board determines that such lesser amount—

(1) Is necessary to avoid a significant redemption of shares; and

(2) Would further the purpose of this part.

(c) Decrease by FISCU. The NCUA Board shallconsult and seek to work cooperatively
with theappropriate State official before permitting a fed-erally-insured State-
chartered credit union to de-creaseits earnings retention under paragraph (b)of this
section.

(d) Periodic review. A decision under paragraph(b) of this section to permit a credit
union to de-creaseits earnings retention is subject to quarterlyreview and revocation
except when the creditunion is operating under an approved net worthrestoration
plan that provides for decreasing itsearnings retention as provided under
paragraph(b).

§ 702.202 Prompt Corrective Action for ““Undercapitalized” Credit Unions.

(a) Mandatory supervisory actions by credit union. A federally-insured credit union
which is “undercapitalized” must—

(1) Earnings retention. Increase net worth and transfer earnings to its regular
reserve account in accordance with § 702.201;

(2) Submit net worth restoration plan. Submit a net worth restoration plan pursuant
to § 702.206, 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 materially fails to implement an approved plan, is classified “significantly
undercapitalized” pursuant to § 702.102(a)(4)(ii) above;

(3) Restrict increase in assets. Beginning the effective date of classification as
“undercapitalized” or lower, not permit the credit union’s assets to increase
beyond its total assets (per 8 702.2(j)) for the preceding quarter unless—

0] Plan approved. 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 ratio
consistent with the approved plan;

(i) Plan not approved. The NCUA Board has not approved a net worth
restoration plan and total assets of the credit union are increasing because of
increases since quarter-end in balances of:

(A) Total accounts receivable and accrued income on loans and investments;
or

(B) Total cash and cash equivalents; or

(C)Total loans outstanding, not to exceed the sum of total assets (per §
702.2(j)) 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 paragraphs (A), (B) or (C) cannot
offer rates on shares in excess of prevailing rates on shares in its relevant
market area, and cannot open new branches;
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(4) Restrict member business loans. Beginning the effective date of classification as
“undercapitalized” or lower, not increase the total dollar amount of member
business loans (defined as loans outstanding and unused commitments to lend)
as of the preceding quarter-end unless it is granted an exception under 12 U.S.C.
1757a(b).

(b) “Second tier” discretionary supervisory actions by NCUA. 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 an “undercapitalized” credit union having a net
worth ratio of less than five percent (5%), or a director, officer or employee of such a
credit union, if it determines that those actions are necessary to carry out the
purpose of this part:

(1) Requiring 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 financial institution, establishing or acquiring any additional
branch office, or engaging in any new line of business, unless the NCUA Board
has approved the credit union’s net worth restoration plan, the credit union is
implementing its plan, and the NCUA 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
transactions with a CUSO, or require the credit union to reduce or divest its
ownership interest in a CUSO;

(3) Restricting dividends paid. Restrict the dividend or interest rates the credit union
pays on shares to the prevailing rates paid on comparable accounts and
maturities in the relevant market area, as determined by the NCUA 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 asset growth. Prohibit any growth in the credit union’s
assets or in a category of assets, or require the credit union to reduce its assets
or a category of assets;

(5) Alter, reduce or terminate activity. Require the credit union or its CUSO 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
certain nonmember deposits;

(7) Dismissing director or senior executive officer. Require the credit union to
dismiss from office any 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.S.C. 1786(Q);

(8) Employing qualified senior executive officer. Require the credit union to employ
qualified senior executive officers (who, if the NCUA Board so specifies, shall be
subject to its approval); and

(9) 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 (8) of this section.
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(c) “First tier” application of discretionary supervisory actions. An “undercapitalized”
credit 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 8§ 702.105 or 702.106, is 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 8 702.206, including meeting its
prescribed steps to increase its net worth ratio.

§702.203 Prompt Corrective Action for ‘“Significantly Undercapitalized’ Credit
Unions.

(a) Mandatory supervisory actions by credit union. A federally-insured credit union
which is “significantly undercapitalized” must—

(1) Earnings retention. Increase net worth and transfer earnings to its regular
reserve account in accordance with § 702.201;

(2) Submit net worth restoration plan. Submit a net worth restoration plan pursuant
to § 702.206;

(3) Restrict increase in assets. Not permit the credit union’s total assets to increase
except as provided in § 702.202(a)(3) and

(4) Restrict member business loans. Not increase the total dollar amount of member
business loans (defined as loans outstanding and unused commitments to lend)
as provided in § 702.202(a)(4).

(b) Discretionary supervisory actions by NCUA. 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 “significantly undercapitalized” credit union, or a director,
officer or employee of such credit union, if it determines that those actions are
necessary to carry out the purpose of this part:

(1) Requiring 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 financial institution, establishing or acquiring any additional
branch office, or engaging in any new line of business, except as provided in 8
702.202(b)(1);

(2) Restricting transactions with and ownership of CUSO. Restrict the credit union’s
transactions with a CUSO, or require the credit union to divest or reduce its
ownership interest in a CUSO;

(3) Restricting dividends paid. Restrict the dividend or interest rates that the credit
union pays on shares as provided in 8 702.202(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;

(6) Prohibiting nonmember deposits. Prohibit the credit union from accepting all or
certain nonmember deposits;

CUNA'’s Excerpts of NCUA Rules and Regulations Affecting State-Chartered Credit Unions 28



702

(©)

(7) New election of directors. Order a new election of the credit union’s board of
directors;

(8) Dismissing director or senior executive officer. Require the credit union to
dismiss from office any 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.S.C. 1786(Q);

(9) Employing qualified senior executive officer. Require the credit union to employ
gualified senior executive officers (who, if the NCUA Board so specifies, shall be
subject to its approval);

(20) Restricting senior executive officers’ compensation. Except 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 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 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 (10) of this section; and

(12) Requiring merger. Require the credit union to merge with another financial
institution if one or more grounds exist for placing the credit union into
conservatorship pursuant to 12 U.S.C. 1786(h)(1)(F), or into liquidation pursuant
to 12 U.S.C. 1787(a)(3)(A)(i).

Discretionary conservatorship or liquidation if no prospect of becoming “adequately

capitalized. ” Notwithstanding any other actions required or permitted to be taken

under this section, when a credit union becomes “significantly undercapitalized”

(including by reclassification under section 702.102(b) above), the NCUA Board may

place the credit union into conservatorship pursuant to 12 U.S.C. 1786(h)(1)(F), or

into liquidation pursuant to 12 U.S.C. 1787(a)(3)(A)(i), provided that the credit union
has no reasonable prospect of becoming “adequately capitalized.”

§ 702.204 Prompt Corrective Action for “Critically Undercapitalized” Credit
unions.

(@)

(b)

Mandatory supervisory actions by credit union. A federally-insured credit union

which is “critically undercapitalized” must—

(1) Earnings transfer. Increase net worth and transfer earnings to its regular reserve
account in accordance with 8§ 702.201;

(2) Submit net worth restoration plan. Submit a net worth restoration plan pursuant
to § 702.206;

(3) Restrict increase in assets. Not permit the credit union’s total assets to increase
except as provided in § 702.202(a)(3); and

(4) Restrict member business loans. Not increase the total dollar amount of member
business loans (defined as loans outstanding and unused commitments to lend)
as provided in § 702.202(a)(4).

Discretionary supervisory actions by NCUA. Subject to the applicable procedures for

issuing, reviewing and enforcing directives set forth in subpart L of part 747 of this
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chapter, the NCUA Board may, by directive, take one or more of the following

actions with respect to any “critically undercapitalized” credit union, or a director,

officer or employee of such credit union, if it determines that those actions are
necessary to carry out the purpose of this part:

(1) Requiring 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 financial institution, establishing or acquiring any additional
branch office, or engaging in any new line of business, except as provided by 8
702.202(b)(1);

(2) Restricting transactions with and ownership of CUSO. Restrict the credit union’s
transactions with a CUSO, or require the credit union to divest or reduce its
ownership interest in a CUSO;

(3) Restricting dividends paid. Restrict the dividend or interest rates that the credit
union pays on shares as provided in 8 702.202(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;

(6) Prohibiting nonmember deposits. Prohibit the credit union from accepting all or
certain nonmember deposits;

(7) New election of directors. Order a new election of the credit union’s board of
directors;

(8) Dismissing director or senior executive officer. Require the credit union to
dismiss from office any 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.S.C. 1786(Q);

(9) Employing qualified senior executive officer. Require the credit union to employ
qualified senior executive officers (who, if the NCUA Board so specifies, shall be
subject to its approval);

(20) 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 preceding the
effective 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 capital 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 “critically undercapitalized” credit
union to obtain the NCUA Board’s prior written approval before doing any of the
following:
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0] Entering into any material transaction not within the scope of an approved
net worth restoration plan (or approved revised business plan under subpart
C of this part);

(i) Extending credit for transactions deemed highly leveraged by the NCUA
Board or, if State-chartered, by the appropriate State official,

(i)  Amending the credit union’s charter or bylaws, except to the extent
necessary to comply with any law, regulation, or order;

(iv)  Making any material change in accounting methods; and

(V) Paying dividends or interest on new 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) Requiring merger. Require the credit union to merge with another financial

institution if one or more grounds exist for placing the credit union into
conservatorship pursuant to 12 U.S.C. 1786(h)(1)(F), or into liquidation pursuant
to 12 U.S.C. 1787(a)(3)(A)(i).

(c) Mandatory conservatorship, liquidation or action in lieu thereof—

(1) Action within 90 days. Notwithstanding any other actions required or permitted to

be taken 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 “critically

undercapitalized”—

0] Conservatorship. Place the credit union into conservatorship pursuant to
12 U.S.C. 1786(h)(1)(G); or

(i) Liquidation. Liquidate the credit union pursuant to 12 U.S.C.
1787(a)(3)(A)(ii); or

(i)  Other corrective action. Take other corrective action, in lieu of
conservatorship or liquidation, to better achieve the purpose of this part,
provided that the NCUA Board documents why such action in lieu of
conservatorship or liquidation would do so, provided however, that other
corrective action may consist, in whole or in part, of complying with the
guarterly time-table of steps and meeting the quarterly net worth targets
prescribed in an approved net worth restoration plan.

(2) Renewal of other corrective action. A determination by the NCUA Board to take

other corrective action in lieu of conservatorship or liquidation under paragraph
(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 conservatorship or liquidation under paragraphs (c)(1)(i)
and (ii), unless the NCUA Board makes a new determination under paragraph
(c)(1)(ii) of this section before the end of the effective period of the prior
determination;

(3) Mandatory liquidation after 18 months—

0] Generally. Notwithstanding paragraphs (c)(1) and (2) of this section, the
NCUA Board must place a credit union into liquidation if it remains “critically

CUNA'’s Excerpts of NCUA Rules and Regulations Affecting State-Chartered Credit Unions 31



702

undercapitalized” for a full calendar quarter, on a monthly average basis,

following a period of 18 months from the effective date the credit union was

first classified “critically undercapitalized.”

(i) Exception. Notwithstanding paragraph (c)(3)(i) of this section, the NCUA
Board may continue 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 worth
restoration plan requiring consistent improvement in net worth since the
date the net worth restoration plan was approved,;

(B)Has positive net income or has an upward trend in earnings that the
NCUA Board projects as sustainable; and

(C)lIs viable and not expected to fail.

(i)  Review of exception. The NCUA Board shall, at least quarterly, review the
certification of an exception to liquidation under paragraph (c)(3)(ii) of this
section and shall either—

(A) Recertify the credit union if it continues to satisfy the criteria of paragraph
(c)(3)(ii) of this section; or

(B) Promptly place the credit union into liquidation, pursuant to 12 U.S.C.
1787(a)(3)(A)(ii), if it fails to satisfy the criteria of paragraph (c)(3)(ii) of this
section.

(4) Nondelegation. The NCUA Board may not delegate its authority under paragraph
(c) of this section, unless the credit union has less than $5,000,000 in total
assets. A credit union shall have a right of direct appeal to the NCUA 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 ratio
of less than zero percent (0%) may be placed into liquidation on grounds of
insolvency pursuant to 12 U.S.C. 1787(a)(1)(A).

8§ 702.205 Consultation with State Officials on Proposed Prompt Corrective
Action.

(a) Consultation on proposed conservatorship or liquidation. Before placing a federally-
insured State-chartered credit union into conservatorship (pursuant to 12 U.S.C.
1786(h)(1)(F) or (G)) or liquidation (pursuant to 12 U.S.C. 1787(a)(3)) as permitted
or required under subparts B or C of this part to facilitate prompt corrective action—
(1) The NCUA Board shall seek the views of the appropriate State official (as

defined in § 702.2(b), and give him or her an opportunity to take the proposed
action;

(2) The NCUA Board shall, upon timely request of the appropriate State official,
promptly provide him or her with a written statement of the reasons for the
proposed conservatorship or liquidation, and reasonable time to respond to that
statement; and

(3) If the appropriate State official makes a timely written response that disagrees
with the proposed conservatorship or liquidation and gives reasons for that
disagreement, the NCUA Board shall not place the credit union into

CUNA'’s Excerpts of NCUA Rules and Regulations Affecting State-Chartered Credit Unions 32



702

conservatorship or liquidation unless it first considers the views of the appropriate

State official and determines that—

(1) The NCUSIF faces a significant risk of loss if the credit union is not placed
into conservatorship or liquidation; and

(i) Conservatorship 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) Nondelegation. 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
seek to work cooperatively with the appropriate State official before taking any
discretionary supervisory action under 88 702.202(b), 702.203(b), 702.204(b),
702.304(b) and 702.305(b) with respect to a federally-insured State-chartered credit
union; shall provide prompt 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.

§ 702.206 Net Worth Restoration Plans.

(a) Schedule for filing—

(1) Generally. A federally insured credit union shall file a written net worth restoration
plan (NWRP) with the appropriate Regional Director and, if State-chartered, the
appropriate State official, within 45 calendar days of the effective date of
classification as either *“undercapitalized,” “significantly undercapitalized” or
“critically undercapitalized,” unless the NCUA Board notifies the credit union in
writing that its NWRP is to be filed within a different period.

(2) Exception. An otherwise “adequately capitalized” credit union that is reclassified
“undercapitalized” on safety and soundness grounds under 8 702.102(b) is not
required to submit a NWRP solely due to the reclassification, 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 section, a credit
union that has already submitted and is operating under a NWRP approved
under this section is not required to submit an additional NWRP due to a change
in net worth category (including by reclassification under 8 702.102(b)), unless
the NCUA Board notifies the credit union that it must submit a new NWRP. A
credit union that is notified to submit a new or revised NWRP shall file the NWRP
in writing with the appropriate Regional Director within 30 calendar days of
receiving such notice, unless the NCUA Board notifies the credit union in writing
that the NWRP is to be filed within a different period.

(4) Failure to timely file plan. When a credit union fails to timely file an NWRP
pursuant to this paragraph, the NCUA Board shall promptly notify the credit 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 timely request by a credit union having total
assets of less than $10 million (regardless how long it has been in operation), the
NCUA Board shall provide assistance in preparing an NWRP required to be filed
under paragraph (a) of this section.
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(c) Contents of NWRP. An NWRP must—

(1) Specify—

(1) A quarterly timetable of steps the credit union will take to increase its net
worth ratio so that it becomes “adequately capitalized” by the end of the term
of the NWRP, 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 become
“adequately capitalized”;

(i) The projected amount of earnings to be transferred to the regular reserve
in each quarter of the term of the NWRP, as required under § 702.201(a), or
as permitted under § 702.201(b);

(i) How the credit union will comply with the mandatory and any discretionary
supervisory actions imposed on it by the NCUA Board under this subpart;

(iv)  The types and levels of activities in which the credit union will engage; and

(V) If reclassified to a lower category 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 statements, including any off-balance sheet items,
covering a minimum of the next two years; and

(3) Contain such other information as the NCUA Board has required.

(d) Criteria for approval of NWRP. The NCUA Board shall not accept a NWRP plan
unless it—

(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 worth; and

(3) Would not unreasonably increase the credit union’s exposure to risk (including
credit risk, interest rate risk, and other types of risk).

(e) Consideration of regulatory capital. To minimize possible long-term losses to the
NCUSIF while the credit union takes steps to become “adequately capitalized,” the
NCUA Board shall, in evaluating an NWRP under this section, consider the type and
amount of any form of regulatory capital which may become 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.

(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.

(2) Delayed decision. If no decision is made within the time prescribed in paragraph
(H(2) of this section, the NWRP is deemed approved.

(3) Consultation with State officials. In the case of an NWRP submitted by a
federally-insured State-chartered 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 appropriate State official, and
provide prompt notice of its decision to the appropriate State official.

(g9) NWRP not approved
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(1) Submission of revised NWRP. If an NWRP is rejected by the NCUA 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 decision on revised NWRP. Within 30 calendar days after receiving a
revised NWRP under paragraph (g)(1) of this section, the NCUA Board shall
notify the credit union in writing whether the revised NWRP is approved. The
Board may extend the time within which notice of its decision shall be provided.

(3) Disapproval of reclassified credit union’s NWRP. A credit union which has been
classified *“significantly undercapitalized” under 8 702.102(a)(4)(ii) shall remain
so classified pending NCUA Board approval of a new or revised NWRP.

(h) Amendment of NWRP. A credit union 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 in circumstance. Pending approval of an amended
NWRP, the credit union shall implement the NWRP as originally approved.

(i) Publication. An NWRP need not be published to be enforceable because
publication would be contrary to the public interest.

Subpart C—Alternative Prompt Corrective Action for New Credit Unions

§ 702.301 Scope and Definition.

(a) Scope. This subpart C applies in lieu of subpart B of this part exclusively to credit
unions defined in paragraph (b) of this section as “new” pursuant to 12 U.S.C.
1790d(b)(2).

(b) New credit union defined. A “new” credit union for purposes of this subpart is a
federally-insured credit union that both has been in operation for less than ten (10)
years and has total assets of not more than $10 million. A credit union which
exceeds $10 million in total assets may become “new” if its total assets
subsequently decline below $10 million while it is still in operation for less than 10
years.

(c) Effect of spinoffs. A credit union formed as the result of a “spinoff”’ of a group from
the field of membership of an existing credit union is deemed to be in operation
since the effective date of the “spinoff.” A credit union whose total assets decline
below $10 million because a group within its field of membership has been “spunoff”
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 was reduced in asset size as a result of a “spinoff,” or
was merged, primarily to qualify as “new” under this subpart, the credit union shall
be deemed subject to prompt corrective action under subpart A of this part.

§ 702.302 Net Worth Categories for New Credit Unions.

(a) Net worth measures. For purposes of this part, a new credit union must determine its
net worth category classification quarterly according to its net worth ratio as defined
in 8§ 702.2(g), and any risk-based net worth requirement applicable to a new credit
union defined as “complex” under 88§ 702.103 through 702.106.
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(b) Effective date of net worth classification of new credit union. For purposes of subpart
C, the effective date of a new federally-insured credit union’s classification within a
net worth category in paragraph (c) of this section shall be determined as provided in
§ 702.101(b); and written notice to the NCUA Board of a decline in net worth
category in paragraph (c) of this section shall be given as required by section
702.101(c).

(c) Net worth categories. A federally-insured credit union defined as “new’” under this
section shall be classified (Table 6)—

(1) Well capitalized if it has a net worth ratio of seven percent (7%) or greater and
also meets any applicable risk-based net worth requirement under 88 702.105
and 702.106;

(2) Adequately capitalized if it has a net worth ratio of six percent (6%) or more but
less than seven percent (7%), and also meets any applicable risk-based net
worth requirement under 88 702.105 and 702.106;

(3) Moderately capitalized if it has a net worth ratio of three and one-half percent
(3.5%) or more but less than six percent (6%), or fails to meet any applicable
risk-based net worth requirement under 8§ 702.105 and 702.106;

(4) Marginally capitalized if it has a net worth ratio of two percent (2%) or more but
less than three and one-half percent (3.5%);

(5) Minimally capitalized if it has a net worth ratio of zero percent (0%) or greater but
less than two percent (2%); and

(6) Uncapitalized if it has a net worth ratio of less than zero percent (0%) (e.g., a
deficit in retained earnings).

TABLE 6 — NET WORTH CATEGORY CLASSIFICATION FOR “NEW” CREDIT

UNIONS
A “new” credit union’s net if its net worth ratio is... and subject to the following
worth category is... condition(s)...
“Well Capitalized” 7% or above And if “complex meets
applicable risk-based net
worth requirement (RBNW)
“Adequately Capitalized” 6% to 6.99% And if “complex,” meets
applicable RBNW
“Moderately Capitalized” 3.5% to 5.99% Or if “complex,” fails
applicable RBNW
“Marginally Capitalized” 2% to 3.49% None.
“Minimally Capitalized” 0% to 1.99% None.
“Uncapitalized” Less than 0% None.

(d) Reclassification based on supervisory criteria other than net worth. Subject to
§702.102(b) and (c), the NCUA Board may reclassify a “well capitalized, ”
“adequately capitalized” or “moderately capitalized” new credit union to the next
lower net worth category (each of such actions is hereinafter referred to generally as
“reclassification”) in either 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-
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insured State-chartered credit union under paragraph (d) of this section, and shall
promptly notify the appropriate State official of its decision to reclassify.

§ 702.303 Prompt Corrective Action for ‘“Adequately Capitalized” New Credit
Unions.

Beginning on the effective date of classification, an “adequately capitalized” new
credit union must increase the dollar amount of its net worth by the amount reflected in
its approved initial or revised business plan in accordance with § 702.304(a)(2), or in the
absence of such a plan, in accordance with § 702.201, and quarterly transfer that
amount from undivided earnings to its regular reserve account, until it is “well
capitalized.”

8§ 702.304 Prompt Corrective Action for *“*Moderately Capitalized,” **Marginally
Capitalized” or “*Minimally Capitalized’” New Credit Unions.

(a) Mandatory supervisory actions by new credit union. Beginning on the date of
classification as “moderately capitalized,” “marginally capitalized,” or “minimally
capitalized” (including by reclassification under 8 702.302(d) a new credit union
must—

(1) Earnings retention. Increase the dollar amount of its net worth by the amount
reflected in its approved initial or revised business plan and quarterly transfer that
amount from undivided earnings to its regular reserve account;

(2) Submit revised business plan. Submit a revised business plan within the time
provided by §702.306 if the credit union either:

() Has not increased its net worth ratio consistent with its then-present
approved business plan;

(i) Has no then-present approved business plan; or

(i)  Has failed to comply with paragraph (a)(3) of this section; 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 preceeding quarter-end unless it is granted as an exception under 12
U.S.C. 1757a(b).

(b) Discretionary supervisory actions by NCUA. Subject to the applicable 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 8 702.204(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 to
undertake any mandatory supervisory action prescribed in paragraph (a) of this
section.

(c) Discretionary conservatorship or liquidation. Notwithstanding any other actions
required or permitted to be 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 § 702.302(d)) into
conservatorship pursuant to 12 U.S.C. 1786(h)(1)(F), or into liquidation pursuant to
12 U.S.C. 1787(a)(3)(A)(i), provided that the credit union has no reasonable
prospect of becoming “adequately capitalized.”
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§ 702.305 Prompt Corrective Action for ““Uncapitalized’”” New Credit Unions.

(a) Mandatory supervisory actions by new credit union. Beginning on the effective date
of classification as “undercapitalized,” a new credit union must:

(1) Earnings retention. Increase the dollar amount of its net worth by the amount
reflected in the credit union’s approved initial or revised business plan;

(2) Submit revised business plan. Submit a reviesed business plan within the time
provided by 8 702.306, providing for alternative means of funding the credit
union’s earnings deficit, if the credit union either:

0] Has not increased its net worth ratio consistent with its then-present
approved business plan;

(i) Has no then-present approved business plan; or

(i)  Has failed to comply with paragraph (a)(3) of this section; and

(3) Restrict member business loans. Not increase the total dollar amount of member
business loans as provided in § 702.202(a)(3).

(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 more of the actions prescribed in
§702.204(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 to undertake any
mandatory supervisory action prescribed in paragraph (a) of this section.

(c) Mandatory liquidation or conservatorship. Notwithstanding any other actions
required or permitted to be taken under this section, the NCUA Board—

(1) Plan not submitted. May place into liquidation pursuant to 12 U.S.C.
1787(a)(3)(A)(ii), or conservatorship pursuant to 12 U.S.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 section; or

(2) Plan rejected, approved, implemented. Except as provided in paragraph (c)(3) of
this section, must place into liquidation pursuant to 12 U.S.C. 1787(a)(3)(A)(ii), or
conservatorship pursuant to 12 U.S.C. 1786(h)(1)(F), an “uncapitalized” new
credit union that remains “uncapitalized” one hundred twenty (120) cal-endar
days after the later of:

0] The effective date of classification as “uncapitalized”; or

(i) The last day of the calendar month following expiration of the time period
provided in the credit union’s initial business plan (approved at the time its
charter was granted) to remain “uncapitalized,” regardless whether a revised
business plan was rejected, approved or implemented.

(3) Exception. The NCUA Board may decline to place a new credit union into
liquidation or conservatorship as provided in paragraph (c)(2) of this section if the
credit union documents to the NCUA Board why it is viable and has a reasonable
prospect of becoming “adequately capitalized.”

(d) Mandatory liquidation of “uncapitalized” federal credit union. In lieu of paragraph (c)
of this section, an “uncapitalized” federal credit union may be placed into liquidation
on grounds of insolvency pursuant to 12 U.S.C. 1787(a)(1)(A).

8 702.306 Revised Business Plans for New Credit Unions.
(a) Schedule for filing.
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(1) Generally. Except as provided in paragraph (a)(2) of this section, a new credit
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:

0] The last of the calendar month following the end of the calendar quarter
that the credit union’s net worth ratio has not increased consistent with its the-
present approved business plan;

(i) The effective date of classification as less than “adequately capitalized” if
the credit union has no then-present approved business plan; or

(i)  The effective date of classification as less than “adequately capitalized” if
the credit union has increased the total amount of member business loans in
violation of § 702.304(a)(3).

(2) Exception. The NCUA Board may notify the credit union in writing that its RBP is
to be filed within a different period or that it is not necessary to file an RBP.

(3) Failure to timely file plan. When a new credit union fails to file an RBP as
provided under paragraphs (a)(1) or (a)(2) of this section, the NCUA Board shall
promptly notify the credit union that it has failed to file an RBP and that it 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 minimum:

(1) Address changes, since the new credit union’s current business plan was
approved, in any of the business plan elements required for charter approval
under Chapter 1, section IV.D. of NCUA's Chartering and Field of Membership
Manual (IRPS 99-1), 63 FR 71998, 72019 (Dec. 30, 1998), or its successor(s),
or for State-chartered credit unions under applicable State law;

(2) Establish a timetable of quarterly targets for net worth during each year in which
the RBP is in effect so that the credit union becomes “adequately capitalized” by
the time it no longder qualifies as “new” per § 702.301(b);

(3) Specify the projected amount of earnings to be transferred quarterly to its regular
reserve as provided under §702.304(a)(1) or 702.305(a)(1);

(4) Explain how the new credit union will comply with the mandatory and
discretionary supervisory actions imposed on it by the NCUA Board under this
subpart;

(5) Specify the types and levels of activities in which the new credit union will
engage;

(6) In the case of a new credit union reclassified to a lower category under
§702.302(d), specify the steps the credit union will take to correct the unsafe or
unsound condition or practice; and

(7) Include such other information as 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 based on realistic assumptions, and is likely to succeed in building the credit
union’s net worth; and

(3) Would not unreasonably increase the credit union’s exposure to risk (including
credit risk, interest rate risk, and other types of risk).

CUNA'’s Excerpts of NCUA Rules and Regulations Affecting State-Chartered Credit Unions 39



702

(d) Consideration of regulatory capital. To minimize possible long-term losses to the
NCUSIF while the credit union 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 become 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) Review of revised business plan—

(1) Notice of decision. Within 30 calendar days after receiving an RBP under this
section, the NCUA Board shall notify the credit union in writing whether its 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. If no decision is made within the time prescribed in paragraph
(e)(1) of this section, the RBP is deemed approved.

(3) Consultation with State officials. When evaluating an RBP submitted by a
federally-insured State-chartered new credit union (whether an original, new or
additional RBP), the NCUA Board shall seek and consider the views of the
appropriate State official, and provide prompt notice of its decision 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 (f)(1) of this section, the NCUA Board shall notify the credit
union in writing whether the new RBP is approved. The Board may extend the
time within which notice of its decision shall be provided.

(9) Amendment of plan. A credit 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) Publication. An RBP need not be published to be enforceable because publication
would be contrary to the public interest.

§ 702.307 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 been in operation),
the NCUA Board shall provide assistance in preparing a revised business plan
required to be filed under § 702.306.

(b) Assistance. Management training and 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 benefits and assistance under NCUA’s Small Credit Union Program.
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Subpart D—Reserves

§ 702.401 Reserves.

(a) Special reserve. Each federally-insured credit union shall establish and maintain
such reserves as may be required by the FCUA, by state law, by regulation, or in
special cases by the NCUA Board or appropriate State official.

(b) Regular reserve. Each federally-insured credit union shall establish and maintain a
regular reserve account for the purpose of absorbing losses that exceed undivided
earnings and other appropriations of undivided earnings, subject to paragraph (c) of
this section. Earnings required to be transferred annually to a credit union’s regular
reserve under subparts B or C of this part shall be held in this account.

(c) Charges to regular reserve after depleting undivided earnings. The board of
directors of a federally-insured credit union may authorize losses to be charged to
the regular reserve after first depleting the balance of the undivided earnings acount
and other reserves, provided that the authorization states the amount and provides
an explanation of the need for the charge, and either—

(1) The charge will not cause the credit union’s net worth classification to fall below
“adequately capitalized” under subparts B or C of this part; or

(2) If the charge will cause the net worth classificiation to fall below “adequately
capitalized,” the appropriate Regional Director and, if State-chartered, the
appropriate State official, have given written approval (in an NWRP or otherwise)
for the charge.

(d) Transfers to regular reserve. The transfer of earnings to a federally-insured credit
union’s regular reserve account when required under subparts B or C of this part
must occur after charges for loan or other losses are addressed as provided in
paragraph (c) of this section and § 702.402(d), but before payment of any dividends
to members.

§ 702.402 Full and Fair Disclosure of Financial Condition.

(a) 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 federally-insured credit
union, to NCUA, or, at the discretion of the board 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 a federally-insured
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 period.

(c) Declaration of officials. The Statement of Financial Condition, when presented to
members, to creditors or to the 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 directors of the reporting credit union to make
such declaration, that the report and related financial statements are true and correct
to the best of their knowledge and belief and present fairly the financial condition and
the statement of income for the period covered.
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(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 generally accepted
accounting principles (GAAP);

(2) The 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 allowance must encompass specifically identified loans, as
well as estimated losses inherent in the loan portfolio, such as loans and pools of
loans for which losses have been incurred but are not identifiable on a specific
loan-by-loan basis;

(3) Adjustments to the valuation ALL will be recorded in the expense account
“Provision for Loan and Lease Losses”;

(4) The maintenance of an ALL shall not affect the requirement to transfer earnings
to a credit union’s regular reserve when required under subparts B or C of this
part; and

(5) At a minimum, adjustments to the ALL shall be made prior to the distribution or
posting of any dividend to the accounts of members.

§ 702.403 Payment of Dividends.

(a) Restriction on dividends. Dividends shall be available only from undivided earnings,
if any.

(b) Payment of dividends if undivided earnings depleted. The board of directors of a
“well capitalized” federally-insured credit union that has depleted the balance of its
undivided earnings account may authorize a transfer of funds from the credit union’s
regular reserve account to undivided earnings to pay dividends, 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 B or C 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 State-
chartered, the appropriate State official, have given prior written approval (in an
NWRP or otherwise) for the transfer.
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