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To:	Chairman, Board of Directors
	The Chief Executive Officer
	All Farm Credit System Institutions

From:	Marsha Martin
	Chief Executive Officer

Subject:	Voluntary Advance Conditional Payment Accounts


The Farm Credit Administration (FCA) has noted an increasing use of voluntary advance conditional payment accounts (VACPs) by System institutions.  Sections 1.5(6) and 2.2(13) of the Farm Credit Act of 1971, as amended, authorize institutions to accept advance payments.  FCA's regulations at 12 C.F.R. 614.4513(a) establish the general guidelines for VACPs.  This bookletter conveys the safety and soundness considerations that will govern the FCA's examination of VACP policies and practices.

As the term VACP suggests, an institution may only hold these funds as an advance payment for a shareholder who has an outstanding loan or commitment from that institution.  The amount of the loan or commitment from the institution limits the amount that can be placed in a VACP.  For long-term mortgage loans, the VACP balance may not exceed the outstanding balance on the related loan(s).  With proper documentation, a short-term lender may accept funds up to the amount of the borrower's outstanding line of credit or loan commitment.  Commitment amounts should be based on sound underwriting standards and either the historic or reasonably projected borrowing needs to the borrower during the current operating cycle.  The VACP balance should be at or below the projected maximum outstanding loan balance for related loans using a revolving line of credit.

FCA regulations provide that an institution may provide funds to the borrower from a VACP in lieu of increasing the borrower's loan.  Institutions must manage VACPs to avoid liquidity risk, however.  Acceptable approaches include retaining discretion for the timing of the release of funds, requiring adequate advance notice from borrowers, or limiting the aggregate amount of VACPs to the amount of available unused funding under the general financing agreement or other approved funding source.  The interest rate paid on VACPs should consider the potential cost of replacing withdrawn funds from another source and the contract rate on the related loan.

An institution that accepts VACPs should have policies adopted by its board that provide guidance to management for VACP administration and that require periodic reporting to the board in sufficient detail to monitor VACP practices.  Administrative guidance should address interest rates paid and any effect on asset/liability management, the documentation requirements for the size of the VACPs that are related to loan commitments, any limitations on the size or frequency of withdrawals, and other internal controls.  Policies should require written agreements with borrowers and adequate disclosures regarding:

1.	The fact that funds in the VACP are uninsured and an explanation of the risk in the event of liquidation of the institution;
2.	Limits on amounts that can be paid into VACPs;
3.	Interest rates that will be paid, including the terms of variable interest rates; and
4.	Withdrawal guidelines or restrictions.

Because VACP funds are to be applied to outstanding loan balances, these funds generally should be accounted for as contra-assets.  However, if the borrower's access to VACP funds is not restricted, amounts should be recorded as liabilities.  Also, if the VACP is based on a loan commitment, any amount in excess of the related loan balance should be recorded as a liability.

During examinations of System institutions holding VACPs, the FCA will evaluate the institutions' VACP policies, procedures, and practices.  If instances of inappropriate practices are identified, corrective action could include requiring that VACP balances be returned to the affected borrowers.

Questions regarding this bookletter should be directed to me at (703) 883-4007 or Terry Stevens, Office of Examination, at (703) 883-4483.




