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May 4, 2011

Mr. Gary K. Van Meter

Acting Director

Office of Regulatory Policy

Farm Credit Administration

1501 Farm Credit Drive

McLean, VA  22102-5090

RE: Basel Accord Tier 1 and Tier 2 Advance Notice of Proposed Rulemaking (RIN 3052-AC61)

Dear Mr. Van Meter:

The Farm Credit Council (FCC), on behalf of the Farm Credit System (FCS or System) hereby submits these comments in response to the Advance Notice of Proposed Rulemaking (ANPRM) asking questions about promulgation of Tier 1 and Tier 2 capital standards for FCS institutions.  We are providing this comment letter in light of our request dated April 12, 2011, to extend the comment period and subsequent withdrawal of this request dated April 22, 2011.  We did not want the ANPRM comment period to expire without expressing our strong support of the Farm Credit Administration’s (FCA) use of ANPRMs for regulatory capital rulemakings.

To continue the ANPRM process, we requested an extension to allow additional time for gathering information from pending rulemakings by Federal banking regulators to implement the Basel Accord.  While not discussed in the extension request, we also wanted to provide time for the pending quantitative impact study (QIS) contemplated by FCA staff.  We believed that a completed QIS was necessary in order for us to provide a fully informed response to the ANPRM.  

In light of the extension request and withdrawal, we are now requesting that FCA use an ANPRM for future regulatory capital rulemakings after publication of the pending Basel Accord rulemakings by Federal banking regulators and, potentially, completion of the QIS.  We believe the ANPRM process is highly effective in providing essential information for developing appropriate and workable regulatory capital requirements.  We see ANPRMs as critical for regulatory capital rulemakings given the complexity and significant impact the issue has on all FCS institutions.

We applaud FCA’s use of an ANPRM to determine how best to implement Tier 1 and Tier 2 capital standards for FCS institutions that are consistent with the requirements for other financial institutions.  In our view, implementing a Tier 1 and Tier 2 framework is critical to the long-term financial success and mission service of the System.  As we have commented previously, it is vitally important that System institutions have regulatory capital standards that are consistent and transparent with similar standards applicable to other financial institutions.  This consistency and transparency allows investors, shareholders, and others to better understand the financial strength and risk-bearing capacity of the FCS.  We believe that this consistency and transparency will be increasingly important to the System’s access to the financial markets.  A regulatory capital framework that is equivalent to that applied to commercial banks will contribute to a lower cost of third-party capital for System institutions, thereby lowering the cost of borrowing for farmers and ranchers.  Therefore, we believe that the FCA should continue its rulemaking efforts to implement a Tier 1 and Tier 2 regulatory capital framework for the System.

Along with implementing this framework, we believe that member stock, allocated cooperative equities and noncumulative perpetual preferred stock should qualify as Tier 1 capital.  And there should be no restrictions in the amount of member stock and allocated cooperative equities counted as Tier 1 capital.  In our view, member stock and allocated cooperative equities  should also qualify as common equity Tier 1 capital under the framework discussed in the “December 2010 Basel III: A global regulatory framework for more resilient banks and banking systems” (Basel III) guidance published by the Basel Committee on Banking Supervision.  

We see member stock and allocated cooperative equities arising from the retention of earnings as satisfying the Basel III criteria for common shares includable as common equity Tier 1.  Member stock and allocated cooperative equities are, by definition, essentially “paid in” through earnings retention or directly purchased, subordinated to all other claims, fully at risk, in a first loss position, and only may be retired at the discretion of the institution’s board of directors.  In any proposed definitions of common equity Tier 1 capital, we request that FCA fully recognize the high-quality nature of member stock and allocated cooperative equities and the significant statutory, regulatory, and institutional controls over distributions and retirements.  We feel strongly that the recent financial crisis and over 20 years of experience demonstrates clearly that member stock and allocated equities meet the characteristics of the highest quality forms of capital held by System institutions.  This has been recognized by Nationally Recognized Statistical Rating Organizations and investors when they map the System’s equity to a Tier 1 and Tier 2 framework for analysis purposes.  

We further note that over the past 20 years, several System institutions have discontinued retirements of allocated equity with no adverse affect on their business while increasing financial stability when needed most.  As a result, the facts and experiences demonstrate the quality of allocated equities generated under the new statutory and regulatory requirements established after the 1980’s financial experience.  Moreover, it is essential to include member stock and allocated cooperative equities in common equity Tier 1 capital to ensure comparability with other financial institutions; otherwise the System will be disadvantaged relative to its statutory capitalization requirements as established by Congress.   

While we believe that member stock and allocated equities in any form are among the highest quality of capital maintained by System institutions, we also understand there may be a desire to provide additional regulatory controls over earnings distributions and stock retirements.   As a result, we are generally supportive of a regulatory capital framework that would sustain the inclusion of member stock and allocated equities in Tier 1 capital, including the framework discussed in the ANPRM.  However, the details of the framework are still unclear.  Done properly, the framework would provide additional prudential protections against inappropriate distributions and retirements when capital retention is needed most.  However, done poorly, the framework would prove to be unworkable in the cooperative business setting.  For this reason, it is critical to ensure any framework considered by FCA is sensitive to the realities of the System’s cooperative business structure and service to rural America. 

We appreciate the opportunity to provide these brief comments to FCA on the ANPRM.  We would be pleased to provide a comprehensive comment to each ANPRM question if FCA decides to extend or re-open the comment period.  We are also ready to comment if FCA issues a new ANPRM on implementing Tier 1 and Tier 2 regulatory capital requirements. 

Please do not hesitate to contact me if you wish to discuss the System comments presented in this letter.  Thank you for your consideration of our comment letter. 

Sincerely, 
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Charles Dana
The Farm Credit Council · 50 F Street, NW · Suite 900 · Washington, DC 20001
Phone: 202-626-8710 · WEB: www.fccouncil.com

