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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 ac-
count ‘‘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 re-
serve 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 dis-
tribution 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 direc-
tors 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 clas-
sification 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) to 
pay a dividend. 

[65 FR 8584, Feb. 18, 2000, as amended at 67 
FR 71093, Nov. 29, 2002]
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§ 703.1 Purpose and scope. 

(a) This part interprets several of the 
provisions of Sections 107(7), 107(8), and 
107(15) of the Federal Credit Union Act 
(Act), 12 U.S.C. 1757(7), 1757(8), 1757(15), 
which list those securities, deposits, 
and other obligations in which a Fed-
eral credit union may invest. Part 703 
identifies certain investments and de-
posit activities permissible under the 
Act and prescribes regulations gov-
erning those investments and deposit 
activities on the basis of safety and 
soundness concerns. Additionally, part 
703 identifies and prohibits certain in-
vestments and deposit activities. In-
vestments and deposit activities that 
are permissible under the Act and not 
prohibited or otherwise regulated by 
part 703 remain permissible for Federal 
credit unions. 

(b) This part does not apply to: 
(1) Investment in loans to members 

and related activities, which is gov-
erned by §§ 701.21, 701.22, 701.23, and part 
723 of this chapter; 

(2) The purchase of real estate-se-
cured loans pursuant to Section 
107(15)(A) of the Act, which is governed 
by § 701.23 of this chapter; 

(3) Investment in credit union service 
organizations, which is governed by 
part 712 of this chapter; 

(4) Investment in fixed assets, which 
is governed by § 701.36 of this chapter; 

(5) Investment by corporate credit 
unions, which is governed by part 704 of 
this chapter; or 
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(6) Investment activity by State-
chartered credit unions, except as pro-
vided in § 741.3(a)(3) and § 741.219 of this 
chapter.

§ 703.2 Definitions. 
The following definitions apply to this 

part:
Adjusted trading means selling an in-

vestment to a counterparty at a price 
above its current fair value and simul-
taneously purchasing or committing to 
purchase from the counterparty an-
other investment at a price above its 
current fair value. 

Associated personnel means a person 
engaged in the investment banking or 
securities business who is directly or 
indirectly controlled by a National As-
sociation of Securities Dealers (NASD) 
member, whether or not this person is 
registered or exempt from registration 
with NASD. Associated personnel in-
cludes every sole proprietor, partner, 
officer, director, or branch manager of 
any NASD member. 

Banker’s acceptance means a time 
draft that is drawn on and accepted by 
a bank and that represents an irrev-
ocable obligation of the bank. 

Bank note means a direct, uncondi-
tional, and unsecured general obliga-
tion of a bank that ranks equally with 
all other senior unsecured indebtedness 
of the bank, except deposit liabilities 
and other obligations that are subject 
to any priorities or preferences. 

Borrowing repurchase transaction 
means a transaction in which the Fed-
eral credit union agrees to sell a secu-
rity to a counterparty and to repur-
chase the same or an identical security 
from that counterparty at a specified 
future date and at a specified price. 

Call means an option that gives the 
holder the right to buy the underlying 
security at a specified price during a 
fixed time period. 

Collective investment fund means a 
fund maintained by a national bank 
under 12 CFR part 9 (Comptroller of the 
Currency’s regulations). 

Commercial mortgage related security 
means a mortgage related security, as 
defined below, except that it is 
collateralized entirely by commercial 
real estate, such as a warehouse or of-
fice building, or a multi-family dwell-
ing consisting of more than four units. 

Counterparty means the party on the 
other side of the transaction. 

Custodial agreement means a contract 
in which one party agrees to exercise 
ordinary care in protecting the securi-
ties held in safekeeping for others. 

Delivery versus payment means pay-
ment for an investment must occur si-
multaneously with its delivery. 

Deposit note means an obligation of a 
bank that is similar to a certificate of 
deposit but is rated. 

Derivatives means financial instru-
ments or other contracts whose value 
is based on the performance of an un-
derlying financial asset, index or other 
investment that have the three fol-
lowing characteristics: 

(1) It has one or more underlyings 
and one or more notional amounts or 
payment provisions or both that deter-
mine the amount of the settlement or 
settlements, and, in some cases, wheth-
er or not a settlement is required; 

(2) It requires no initial net invest-
ment or an initial net investment that 
is less than would be required for other 
types of contracts that would be ex-
pected to have a similar response to 
changes in market factors; and 

(3) Its terms require or permit net 
settlement, it can readily be settled 
net by means outside the contract, or 
it provides for delivery of an asset that 
puts the recipient in a position not 
substantially different from net settle-
ment. 

Embedded option means a char-
acteristic of an investment that gives 
the issuer or holder the right to alter 
the level and timing of the cash flows 
of the investment. Embedded options 
include call and put provisions and in-
terest rate caps and floors. Since a pre-
payment option in a mortgage is a type 
of call provision, a mortgage-backed 
security composed of mortgages that 
may be prepaid is an example of an in-
vestment with an embedded option. 

Eurodollar deposit means a U.S. dol-
lar-denominated deposit in a foreign 
branch of a United States depository 
institution. 

European financial options contract 
means an option that can be exercised 
only on its expiration date. 

Fair value means the amount at 
which an instrument could be ex-
changed in a current, arms-length 
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