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Organization; Farm Credit System Capital Corporation; Funding 

AGENCY: Farm Credit Administration.

ACTION: Proposed rule.  

SUMMARY: The Farm Credit Administration Board (Board) proposes to adopt amendments to its regulation 12 CFR 611.1142(h) governing the funding activities of the Farm Credit System Capital Corporation (Corporation or Capital Corporation). The Corporation was chartered by the Farm Credit Administration (FCA) on February 24, 1986, pursuant to section 4.28A of the Farm Credit Act of 1971 (Act), as amended by the Farm Credit Amendments Act of 1985 (1985 Amendments). 

The June 12, 1986 regulations relate to the funding activities of the Corporation. They establish the criteria pursuant to which the Corporation may assess Farm Credit System (System) institutions and require System institutions to purchase the Corporation's capital stock and debt obligations. Funds obtained from such assessments and required purchases are used by the Corporation to purchase assets and provide financial assistance to System institutions experiencing financial difficulties. The proposed amendments respond to comments received by the FCA during the public comment period provided following publication of the final regulation.  

DATE: Written comments must be received on or before May 25, 1987.  

ADDRESS: Submit comments in writing to Frederick R. Medero, General Counsel, Farm Credit Administration, McLean, Virginia 22102-5090. Copies of all communications received will be available for examination by interested parties in the Office of General Counsel, Farm Credit Administration.

FOR FURTHER INFORMATION CONTACT: Gary L. Norton, Senior Attorney, Office of General Counsel, Farm Credit Administration, McLean, Virginia 22102-5090, (703) 883-4020.  

TEXT: SUPPLEMENTARY INFORMATION: On June 12, 1986, the FCA published final regulations implementing the provisions of the 1985 Amendments governing the funding activities of the Corporation (51 FR 21332). The regulations establish criteria and limitations under which the Corporation may assess System institutions to pay the Corporation's operating expenses and require System institutions to purchase the Corporation's capital stock and debt obligations (collectively termed "obligations"). Funds obtained from the sale of those obligations are used by the Corporation to provide direct financial assistance to System institutions experiencing financial difficulties and to purchase eligible loans and acquired properties from System institutions. The regulations implement express statutory provisions which require that the System commit its available capital and reserves before it may be in a position to receive Federal assistance. 

The regulations were effective upon publication and the public was given until August 18, 1986, to provide the agency with their views and comments. Comments were received from two System borrowers, 44 System associations, nine district banks, the Central Bank for Cooperatives (CBC), Touche Ross on behalf of the Farm Credit banks and associations in the Springfield District and the Farm Credit Banks of Texas, the Farm Credit Corporation of America (FCCA) on behalf of the 37 banks of the System, 32 Congressmen, 8 Senators, and 6 cooperatives. Some of the responses also included comments on the proposed capital adequacy regulations which were published on July 23, 1986 (51 FR 26402). The Board is considering the comments on the proposed capital adequacy regulations separately and will be addressing those comments in the near future. 

The Board carefully analyzed and considered each comment and responds to the comments on the basis of a thorough consideration of the merits of the positions expressed therein. Based on those comments the Board proposes to adopt amendments to the regulations and is soliciting public comments on those amendments. 

The responses to the comments are divided into two sections: (I) General Comments; and (II) Comments on Specific Sections and Responses to Recommended Amendments. 

I. General Comments 

Use of Emergency Rulemaking 

The Texas and Springfield banks and Springfield District associations, in a collective response, (hereafter referred to as Texas and Springfield commentors) stated that the FCA should have published proposed regulations and provided a public comment period prior to issuing final regulations. They claimed that the use of emergency rulemaking authority in issuing the assessment regulation in final form was unwarranted. 

The Board disagrees that the use of emergency rulemaking authority in this case was unjustified. Section 553(b)(B) of the Administrative Procedures Act (APA) provides that notice and comment may be waived "when an agency for good cause finds (and incorporates the finding in a brief statement of reasons therefore in the rules issued) that notice and public procedure thereon are impracticable, unnecessary, or contrary to the public interest." 5 U.S.C. 553(b)(B). In addition, section 553(b)(3) provides that an agency may waive the 30-day delayed effective date requirement of that section upon a "good cause" finding published with the rule. 5 U.S.C. 553(d)(3). The FCA made such findings upon its promulgation of the final regulations, and, in addition, ensured that the public would have an opportunity for comment by providing a post-effective date comment period. 

The reasons for the FCA's waiver of public procedures prior to the effective date of the regulations are set forth in the Supplementary Information to the final rule published on June 12, 1986 (51 FR 21332). As discussed in detail below, the agency has considered all of the comments and, where appropriate, has proposed amendments to the regulations in response to those comments. 

The need for regulations with an immediate effective date has been reinforced by events occurring subsequent to publication of the final regulations. When the final regulations were published the FCA was aware that during 1986 it would be necessary for significant amounts of money to be transferred between System institutions in different districts and that those transfers could occur either under the new regulations or under the existing mechanisms. Until the Capital Corporation could begin assessments, the only method for distributing System resources between institutions in different districts were the bank capital preservation agreements. It was recognized by the Congress and the FCA, and reiterated in many of the comments on these regulations, that the capital preservation agreements have serious deficiencies which can cause an inequitable sharing of the burden between institutions. Because the System's condition continued to deteriorate and future transfers of funds were inevitable, the FCA believed it was in the best interest of the System and the public to implement the regulations as quickly as possible in order to provide an equitable alternative to the capital preservation agreements.  

The regulations were published in June; however, the assessment process was delayed by startup difficulties in the Capital Corporation and, subsequently, by lawsuits challenging the 1985 Amendments, the regulations, and assessments made thereunder. The need for intra-System transfers of resources did not abate. During the period following issuance of the regulations, $857 million was transferred between institutions under the capital preservation agreements. Due to the inequities in the capital preservation agreements some institutions that contributed earlier in the year were reduced to the point of requiring assistance later in the year. These events confirm the FCA's initial determination that the immediate need for a more equitable alternative to the capital preservation agreements warranted the issuance of final regulations on a expedited basis.  

Capital Preservation Agreements 

The Texas and Springfield commentors stated that the regulations should provide that the funding actions of the Capital Corporation supersede the existing capital preservation agreements. Four associations from Texas stated their support for the startup of the Capital Corporation as a preferable alternative to the "devastating effects of the Capital Preservation Agreements." All of these commentors reiterated that the capital preservation agreements are not designed to equitably deal with the current situation facing the System.  

The Board agrees that the Capital Corporation assessment regulations provide a more effective, equitable, and timely mechanism for System self-help than the capital preservation agreements. When the Capital Corporation is able to function in accordance with these regulations it is anticipated that there will be no further need for funds transfers under the agreements.  

Implementation of Criteria in the 1985 Amendments 

The FCCA, in a general comment, stated that the regulations, as currently written, are vulnerable to serious challenge and should be revised to comply with statutory direction given to FCA in section 4.28G of the 1985 Amendments (12 U.S.C. 2216f). (FCCA's specific comments and recommendations are addressed below.) 

The Board disagrees with the FCCA's suggestion that the regulations as currently written do not comply with statutory direction given in the 1985 Amendments. As discussed in greater detail with regard to each section, the Board believes that the FCCA's position is based in large part on a misunderstanding of this structure and requirements of the regulations. The regulations incorporate the statutory criteria established by Congress, place necessary limitations on Capital Corporation action, and accomplish the congressional goal of using the System's own resources to save the System, prior to the possible use of taxpayer funds.  

In response to very serious problems in the farm economy, Congress enacted the 1985 Amendments to provide a mechanism that would enable the System to marshal its resources to prevent further financial deterioration and possible System collapse. The 1985 Amendments required the FCA to charter the Capital Corporation which was empowered to require the financially stronger System institutions to provide assistance to institutions experiencing financial difficulties. The legislation directed the FCA to promulgate implementing regulations governing the funding activities of the Capital Corporation consistent with the general objective embodied in the statute. The regulations issued in June implement the statutory directives of the Congress and provide the type of objective criteria that are necessary in order for the Capital Corporation to have a clear and quantifiable basis to carry out its statutory responsibilities.

While the Board reaffirms the essential direction and framework of the regulations, in response to many of the comments received, the Board has adopted several proposed amendments which correct certain provisions that are subject to misinterpretation, more clearly reflect the position of the Board, and adjust certain criteria to reflect the current operating environment of the System.  

Due Process 

An interregional farm cooperative that is a stockholder of the St. Louis Bank for Cooperatives (BC) stated that the funding process should provide a means by which System institutions can discuss their individual circumstances with the Capital Corporation before they become obligated to commit funds. They contend that the regulations do not establish a mechanism for System institutions to demonstrate that unsafe or unsound practices would occur if it was required to provide funds in accordance with the regulations. They stated that System institutions and their borrowers are deprived of due process if the FCA fails to establish a method of communication through which System institutions can disagree with, or obtain relief from, the applicable zone classifications.  

In response to these comments the Board notes that the regulations contain provisions which ensure that each institution is adequately protected during the assessment process. First, each institution's unallocated retained earnings percentage (UREP) and zone classification are based on financial information produced and certified to by the institution. The FCA retains the authority to make adjustments to those figures if they were not prepared in accordance with Generally Accepted Accounting Principles (GAAP), if an institution has unrecorded assets, or if an institution has diverted resources to avoid assessments. The FCA must provide for such adjustments in order to protect the interests of other institutions whose assessments would be increased if diversions were to occur. As discussed in greater detail below with regard to §  611.1142(h)(5), the Board has adopted proposed amendments to this provision which will clarify the scope and breadth of the FCA's authority in this area.  

In addition, the Corporation's guidelines for apportioning assessments and required purchases currently provide that each System institution will be advised of its right to make a submission regarding the impact on its financial condition of an assessment or purchase within 10 days after the notice of such action is received. As discussed in greater detail below in response to specific comments on §  611.1142(h)(2), the Board believes that the current regulation together with the procedures adopted by the Capital Corporation, provide assurances to institutions that the assessment process will be carried out in accordance with the regulation and that procedures exist to correct errors that may occur.  

While the Capital Corporation developed procedures on its own initiative, the Board believes the regulation should be amended to ensure that procedures remain in place and are expanded to ensure that institutions have an adequate time to respond to notices. Accordingly, the Board adopted a proposed amendment which requires the Capital Corporation to develop procedures which will permit an institution to request the Corporation to reconsider its notice of assessment on the ground that such notice is not in accordance with the provisions of these regulations. The procedures should set forth the circumstances under which an institution can request an extension of the period to respond to the notice and the circumstance under which an institution can delay compliance with the notice pending a final decision by the Capital Corporation.  

Finally, the Board does not believe there is any merit to the "safety and soundness" concern that was expressed. The FCA is the sole Federal agency with responsibility for enforcing "safety and soundness"' criteria on System institutions. The FCA cannot proceed against an institution for conduct that is specifically provided for by FCA regulations. Additionally, the proposed capital adequacy regulations recognize the impact of assessments on capital levels and provide an adjustment to capital, for regulatory purposes, which takes into account financial assistance provided to the Capital Corporation (51 FR 26402). 

Effect of Prior Assistance 

The FCCA stated that the regulations do not comply with section 4.28G(a)(15)(B)(i)(III) of the Act, which requires that the regulations take into account "the effect on lending rates of financial assistance already provided to other System institutions" (12 U.S.C.  2216f(a)(15)(B)(i)(III). Similarly, a Texas association stated that the regulations do not consider assistance already provided under the System capital preservation agreements.  
At the outset, it must be noted that there is a difference between subclauses (II) and (III) of section 4.28G(a)(15)(B)(i) of the Act.  The first requires the FCA to establish regulations which include criteria which will take into consideration all effects, including the effect on interest rates, of financial assistance provided to the institutions of the System through the Capital Corporation. Subclause (III), which is commented on here, requires the regulations to take into consideration and include criteria relating to the effect on interest rates of financial assistance which had already been provided by an institution to other institutions. Since subclause (II) deals with all effects, including the effect on interest rates of financial assistance provided under the Act, in order for subclause (III) to have any meaning, it must relate to some other form of financial assistance and its potential effect on interest rates.  

When the 1985 Amendments were enacted, it was expected that the Capital Corporation would be the sole mechanism under which all future System financial assistance would be provided. The need for this type of mechanism was highlighted by deficiencies in the capital preservation agreements and the predecessor Capital Corporation, which were existing mechanisms under which financial assistance could be provided at that time (H.R. Rep. 425, 99th Cong., 1st Sess., pp. 13, 17). While those deficiencies were recognized, Congress was aware that one or both of those mechanisms had previously been used to provide assistance. Subclause (III) reflects Congress' determination that the Capital Corporation, in making assessments, should take into consideration, to the extent appropriate, the effect on each individual institution's interest rates of the financial assistance which that institution had previously provided. Since there had never been any payments under the bank capital preservation agreements prior to 1986, the practical impact of this provision relates to the funds which had been provided by certain System banks, through the predecessor Capital Corporation, to assist the Spokane and Omaha Farm Credit Districts in 1985.  

The fact that the provisions of subclauses (II) and (III) are intended for different purposes is highlighted by their separation in the statute under two separate provisions. Subclause (II) is designed to ensure consideration of the reduction in an institution's financial resources during the assessment process, while subclause (III) was designed to compensate for increases in interest rates that may have been caused by prior financial assistance. The distinction between these two provisions is supported by the limited legislative history relating to this section which provides that the Corporation shall take into account "factors including the effect these transfers would have on loan interest rates that contributing units charge their borrowers and the effect of financial aid that has already been provided by some System units to weaker parts of the system." (Emphasis added). H.R.  Rep. No. 425, 99th Cong., 1st Sess. 2 (1985).  

The regulations did not include a provision relating to subclause (III) because institutions did not raise rates as a result of making contributions prior to enactment of the 1985 Amendments. Prior to enactment of the 1985 Amendments, the System banks, through the predecessor Capital Corporation, provided, or approved the provision of, financial assistance to Federal intermediate credit banks (FICBs) in the Omaha and Spokane districts. The transactions were structured such that the predecessor Capital Corporation purchased nonaccrual loans and acquired properties from weakened institutions and sold participations in those assets to contributing banks. The Spokane FICB received assistance during the second quarter of 1985. Terms of the Omaha FICB assistance program were approved in 1985, however, the assistance was not actually provided until 1986. Therefore, payments under the Omaha FICB assistance program did not precede passage of the 1985 Amendments.  

None of the commentors stated that their contributions under the special assistance programs had any specific effect on the loan rates they charged their borrowers. The FCA had reached the same conclusion, prior to publication of the final regulations, based on its review of loan pricing by System institutions. However, in light of the comments regarding this section, the FCA determined that it was necessary to do a more detailed and exhaustive analysis of the impact of the Spokane special assistance program to determine if such assistance had any effect on the interest rates of contributing institutions. (Analysis of the potential impact of the Omaha assistance program is discussed later in connection with the analysis of all assistance provided in 1986.) 

The FCA evaluated the effect of prior assistance in two ways.  First, the FCA examined each bank's maximum reported interest rate during the two quarters immediately following the provision of financial assistance to the Spokane FICB to determine if any institution increased its loan interest rate at any time during the 6-month period preceding passage of the 1985 Amendments. The FCA found that of the 35 banks that had assisted the Spokane FICB, only two banks, the Federal Land Banks (FLBs) of Omaha and Jackson, increased loan rates at any time in the 6 months following implementation of the Spokane assistance program and preceding the 1985 Amendments. The Jackson FLB increased its loan rate by 1/2 percent on July 1, 1985.  The Omaha FLB increased its loan rate by 3/4 percent during the third quarter of 1985, but subsequently reversed this increase during the first two quarters of 1986. Of the remaining banks, 19 reduced their interest rates and 14 banks did not change their loan rates during this period.  
It is clear that the loan rate increases in the Jackson and Omaha FLBs resulted from severe financial difficulties experienced by the banks and not from assisting the Spokane FICB. The Omaha FLB impaired its capital stock at year-end 1985 and has received $410.7 million of assistance from other Federal land banks under the System's capital preservation agreements. The Jackson FLB impaired its capital stock during the second quarter of 1986 and, to date, has received $138.9 million of financial assistance from other banks.  

Even if there had been an interest rate effect, that effect could not have been reflected in the regulation because the Omaha and Jackson FLBs were not potential contributors to the Capital Corporation at the time the regulations were promulgated. Rather, both institutions had impaired stock and thus were eligible to receive financial assistance from the Capital Corporation. If they had not been impaired they would have been classified in Zone D. As such they could not have been assessed while there were any institutions classified in Zone C or higher, and any assessment could have only occurred after a case-by-case determination of the effects on each of them. 

A second analytical approach used by the FCA involved examination of the net operating margin of System banks over the 6-month period following the Spokane assistance package to determine if other factors, such as lower borrowing costs, explained the bank's interest actions during this period. Net operating margin refers to the interest income an institution earns on its loans and other assets minus the sum of: (1) The interest expense it pays on its own debt obligations; (2) the institution's operating expenses; and (3) its provisions for loan losses. This value is divided by the dollar amount of earning assets held by the institution to determine the percentage yield the institution earns from its operations. Net operating margin excludes items such as the payment of financial assistance and other nonrecurrent expenses that are not directly related to an institution's operations.  

A positive net operating margin indicates an institution has generated positive income during the period from its operations, while a negative value indicates the institution has incurred a loss. If an institution's net operating margin increases over time, it has either increased its loan rates, reduced its operating expenses and other expenses, or paid a lower interest rate on its own debt obligations.  The reverse holds when the net operating margin declines over time.  

This analytical approach was used to determine if, during the 6-month period between adoption of the Spokane assistance package and passage of the 1985 Amendments, System banks increased interest rates or reduced expenses to provide assistance to the Spokane FLB; or, if contributing institutions simply reduced their URE and absorbed the cost. An increasing net operating margin that is achieved by increasing loan interest rates may indicate the institution has purposely generated additional income to pay the cost of assistance or to rebuild its URE. A declining net operating margin that is caused either by a reduction in loan interest rates or no change in rates indicates the institution has not attempted to generate additional income.  

Only 3 of the 35 banks that provided assistance to the Spokane FICB had an increasing net operating margin during the two consecutive quarters preceding passage of the 1985 Amendments. However, none of the three banks increased their margin by increasing their loan rate.  Seventeen banks had declining margins in the two quarters subsequent to providing assistance to the Spokane FICB. The net operating margin was lower in six of these banks due to loan rate reductions which reduced interest income. Two FLBs increased loan rates but still experienced a declining net interest margin. These two banks subsequently required financial assistance from other banks.  

The FCA concluded based upon this analysis that there is no evidence which indicates that financial assistance provided prior to the 1985 Amendments had an impact on the interest rates charged by contributing institutions. There are a number of reasons for this result. First, a relatively small amount of assistance was provided to the Spokane FICB. Second, the assistance was in the form of a purchase of nonaccrual loans and acquired properties from the Spokane FICB rather than as cash contributions. Therefore, the interest expense incurred in holding the nonearning loans while they were being restructured or liquidated, and the chargeoffs recorded in the liquidation process, were the actual costs incurred. These costs were relatively small, were borne by a large number of institutions, and were spread over a lengthy time period. Thus, there was no need for these effects to be explicitly considered in the assessment regulation.  

While the FCA could identify no effect that would provide a basis for a regulatory provision, if an individual institution believes that its loan rates were affected as a result of assistance provided prior to passage of the 1985 Amendments it should submit documentation supporting that conclusion in connection with its responses to the proposed amendments. The FCA will review those materials and adjust the regulation or provide specific supplementary direction to the Capital Corporation, as appropriate.  
While there were no effects on interest rates, the prior financial contributions were taken into account in developing the zones upon which Corporation assessments are based. Any reduction in an institution's UREP as a result of prior assistance was taken into account by the zone determinations, which link an institutions capacity to absorb the losses of an assessment to its current UREP. In addition, each institution's level of adjusted loanable funds reflects the noninterest-bearing loans it may have purchased from, or other forms of financial assistance that it may have previously provided to, other System institutions.  

With regard to the comment by the Texas association, this statutory provision does not relate to effects on interest rates of assistance provided subsequent to passage of the 1985 Amendments; such effects are included under subclause II. However, as discussed above, other provisions in the regulations do consider all subsequent effects on an ongoing basis since each subsequent assessment will cause a reduction in an institution's UREP which will, in turn, delay and/or reduce the occurrence of a future assessment. As discussed below and with regard to the comments on 
§ 611.1142(h)(6)(i), the Board determined that institutions with certain levels of URE have the resources to pay assessments or purchase obligations without raising their rates and therefore there is no requirement for the Capital Corporation to make a case-by-case determination of interest rate effects with regard to those institutions.  

This determination by the Board has been confirmed by an analysis of possible interest rate effects on institutions as a result of transfers of funds under the capital preservation agreements during 1986. The loan rates charged by System banks were analyzed using monthly data reported by the banks to determine if any banks increased loan rates after providing financial assistance under the assistance agreements. Rate changes made after June 1, 1985, were examined to determine if assistance provided under the three assistance programs required any bank to increase its loan rate. Thirty-one banks (7 FLBs, 12 FICBs, 12 BCs) reduced their loan rates after June 1, 1985. The average rate reduction was: 86 basis points for FLBs; 187 basis points for FICBs; and 181 basis points for BCs. The loan rate in four FLBs did not change during this period. The Jackson FLB was the only System bank to increase its loan rate during the period. However, as discussed earlier this increase was not the result of providing assistance to other banks.  

Loan rate changes were also examined after January 1, 1986, since the bulk of assistance to troubled banks was provided under the capital preservation agreements between December 1985 and September 1986. No System bank increased its loan rate after January 1, 1986, even though nearly $1.1 billion of financial assistance was provided to troubled banks during this period. Thirty banks decreased their loan rate during this period. The average reduction in the 6 FLBs that lowered rates was 92 basis points. Each of the 12 FICBs and 12 BCs reduced rates by an average of 155 basis points and 141 basis points, respectively. Six FLBs did not change their loan rate during the period examined. However, at year-end 1986, five of the six land banks had impaired borrower-invested capital stock.  

Correlation analysis was used to determine if a statistically significant relationship exists between the loan rate an institution charged and the amount of financial assistance it contributed to other System institutions. Individual statistical tests were run on each bank group. Each institution's effective loan rate, defined as the institution's interest income divided by the average volume of accruing loans outstanding, was calculated on a quarterly basis. This computation considers the effects of differential loan rate programs recently introduced by many banks. Under these programs, a borrower's loan rate is based on the relative credit risk of the loan and other related factors. As a result, a number of different loan rates may be offered by the same bank.  

A statistically significant inverse relationship was found between effective interest rates charged by FLBs and contributions made to other banks. This means that as FLBs contributed assistance they simultaneously reduced their effective loan rates. Thus, provisions of assistance not only did not cause FLB loan rates to increase but did not preclude rates from declining. No significant statistical relationship was found between the effective rates charged by FICBs and BCs and the amount of assistance they provided to other banks. This finding indicates assistance provided in 1985 and 1986 did not impact the loan rates charged by these groups.  

This finding strongly indicates that financial assistance provided to other banks is funded by means other than increasing loan interest rates. This conclusion was further explored by computing the correlation coefficient between unallocated retained earnings and assistance provided to other banks. A highly significant inverse relationship was found in each bank group. This means, that as the amount of assistance provided by banks increased, regardless whether the bank was a FLB, FICB or BC, the bank reduced its level of URE.  Statistically, this was the strongest relationship discovered. The significant inverse relationship between contributions and reductions in URE, together with the insignificant relationship between effective loan rates and contributions, indicates that the banks funded their payments of assistance by reducing their URE and that such assistance had no impact on the institution's loan rate. 

Separate Rules for CBC 

The CBC suggested that FCA should consider allowing the Capital Corporation to establish separate rules for the CBC because it is a unique entity that is effectively controlled by district banks. 
 
The Board does not concur with the suggestion that the CBC should receive different treatment than that of any other bank in the System.  Each type of System institution has operating characteristics that are unique to that type of institution. The regulations take those into consideration by incorporating different UREP for each type of institution that reflect the differences in their operating environments. Beyond that, the CBC did not identify and the Board is not aware of any individualized characteristics of the CBC that warrant its exclusion from the regulatory criteria.  

Repayment of Assessed Funds and Obligation Purchases 

A group of cooperatives responding collectively stated that the regulations do not provide for the repayment of assessed funds, as required by the 1985 Amendments. They recommended that the FCA amend the regulations to specify the circumstances under which the Corporation would repay contributing institutions, and set forth procedures providing for the distribution of the Corporation's surpluses.
  
The matter raised by these commentors is not the subject of these regulations, since these regulations relate only to the funding activities of the Corporation. Rather, those concerns relate to the Capital Corporation's general powers and are provided for in 12 CFR 611.1140-1142 (51 FR 8665). As a general matter it should be noted that the rights of redemption and retirement of Capital Corporation equities are set forth in the bylaws of the Capital Corporation. With regard to the interest rates and repayment rights on debt obligations, those matters will be specified in the debt obligations used by the Capital Corporation.  

To the extent this comment relates to the distribution of assets upon liquidation of the Capital Corporation, all holders of debt and equity are creditors or shareholders of the Capital Corporation, and, upon its liquidation, are entitled to receive the proceeds from the sale of its assets in accordance with the priorities established for the distribution of assets of institutions in liquidation. See 12 CFR Part 611, Subparts K and M.  

II. Comments on Specific Sections and Responses to Recommended Amendments 

Section 611.1142(h)(1)(i)-(ix) Definitions.  

This section contains definitions of accounting and technical terms used in the paragraph.  

The FCCA suggested that the term "adjusted loanable funds" needs to be clarified. It inquired whether the term "book value," as used in that definition, means the amount of the loan (or the value of acquired property) net of any chargeoffs already taken with respect to the property, or such value net of any reserve allowance with respect to the property, or both? The Texas and Springfield commentors, while objecting to the use of this criteria in the regulation, stated that if an adjustment to loanable funds is made it should be based on 50 percent, rather than 80 percent, of the book value. They asserted that a 50-percent adjustment would more properly reflect past operating history.  

The Board reviewed the operating history of asset purchases by the Capital Corporation. The facts revealed that the amount of the write-down taken on assets varied depending on the accuracy with which each institution valued the assets on its books. The differences were especially evident as institution's began to revalue their assets, take appropriate chargeoffs, and make appropriate allowance to reflect the requirements of GAAP. Based on this review the Board determined that the adjustment mechanism would be more uniformly accurate if it were tied directly to the purchase price definition used by the Capital Corporation when it actually purchases assets. Accordingly, the Board has adopted a proposed amendment that defines "book value" to mean fair market value determined in accordance with GAAP, which is the value at which the Capital Corporation is required to purchase assets in accordance with 12 CFR 611.1142(1)(4).  

There are several methods the Capital Corporation can use in implementing this requirement. It could make a case-by-case analysis of the portfolio of each institution; however, in most instances this would probably be impractical. Alternatively, it could make the adjustment based on the book value of the assets, which reflects the chargeoffs that have been taken against each asset, and in addition, subtract from such value any specific allowance provided for with respect to the asset or any general allowance which has been provided for a class of eligible assets. It could also make the adjustment on the basis of a combination of the two approaches based on a testing of the accuracy of an institution's allowance.  

The proposed amendment would also eliminate the limitation relating to adjustments that could cause imputed reductions in URE below the level for Zone C institutions. The elimination of the 80-percent imputed sale requirement and the substitution of the GAAP fair market value provision eliminate the need for this safety valve provision because each institution's URE has already been reduced by the amount of its chargeoffs on loans and its allowance for loan losses.  

The FCCA also posed a question relating to the 20-percent imputed loss on the sale of assets to the Capital Corporation. The FCCA inquired whether such imputed loss should be treated as a charge to earnings. In that regard, the FCCA observed that the loss on a sale of a loan would typically be recorded as a charge against the institution's allowance for losses and that the effect of such action on the institution's UREP would depend on whether the institution replenished the allowance by the amount of the chargeoff.  
In response to this comment, the Board notes that the adjustment is only made for the purpose of obtaining a more accurate measure of the institution's ability to provide assistance to other institutions.  Since it only involves an adjustment to a viability measure and not a balance sheet item it will have no impact on the institution's balance sheet or income statement. 
 
The Board also adopted proposed technical amendments that eliminate the references to specific account numbers throughout the definitions. The chart of accounts is now maintained by the FCCA, not the FCA, and there is no necessity for continuing their reference in the regulation.  

Section 611.1142(h)(2) Notice of assessment and issuance of obligations 

This section requires the Corporation to provide a written notice to each System institution that is assessed or required to purchase the Corporation's obligations. The notification must describe the nature of the funding transaction and also provide transfer instructions and accounting information. Each institution receiving a notification is required to pay the assessment or purchase the obligations not later than 10 days after the date of the notification and in the manner directed by the Corporation.  

The FCCA commented that the 10-day notice of assessments is too short. They suggest that the Corporation should make quarterly notices to institutions. A group of cooperatives suggested that the notification requirements should be modified to require the Corporation to justify its decision to assess a particular institution, and to permit institutions to obtain extensions of the 10-day response deadline upon a showing of "good cause." They further suggested that the notice should contain an explanation of why that particular institution is being assessed or asked to purchase Corporation obligations.  

The Board recognizes the appropriateness of adequate procedures to ensure that assessments are made in accordance with the regulations and that institutions have sufficient opportunity to communicate their concerns to the Capital Corporation. Currently, the Capital Corporation is administering the assessment process in a manner that is responsive, in large part, to the comments made on this regulation.  The Capital Corporation sends institutions a preliminary notice of "assessment or required purchase" (ARP) and provides each institution with a period of 10 days to present documentation which the institution believes would justify a change in the assessment. Following the 10-day period, the Capital Corporation sends institutions a final ARP notice, which includes any relevant changes. Thereafter, institutions have 14 days to remit proceeds following receipt of the final notice.  In its last round of assessments and required purchases 12 institutions requested changes following receipt of the preliminary notice. Based on its reconsideration of those requests, the Capital Corporation reduced the assessments of 10 institutions and canceled the assessments of the remaining 2 institutions.  

These procedures of the Capital Corporation appear to be adequate for the most part, however the Board believes there should be a provision allowing for extensions in the response time of institutions.  Even though procedures are in place, the Board determined that the regulation should be amended to specifically direct the implementation of such procedures and give a general outline of their contents.  Accordingly, the Board adopted a proposed amendment that specifically directs the Capital Corporation to develops procedures that will (1) permit an institution to request the reconsideration of a notice of assessment; (2) authorize the institution to request an extension in the response time on a notice; and (3) permit an institution to delay compliance with the notice pending a final determination by the Capital Corporation. 

In adopting the proposed amendment, the Board is mindful that, in most instances, the 10-day response time should be adequate, given the severe financial crisis currently facing the System and the need for the Capital Corporation to respond quickly to requests for financial assistance from seriously weakened institutions. The contributing institutions will have already had input into funding decisions because those decisions are based, in large part, on the UREP and zone classification that were derived from information provided by each institution being assessed. Since the Corporation is not supposed to maintain large cash reserves, if it is unduly delayed in receiving funds from contributing institutions, it may be unable to provide assistance to financially troubled institutions in a timely manner.  

For these reasons, the response time must be kept as short as possible. The procedures must minimize the potential for frivolous requests for extensions and reviews if the Capital Corporation is to be in a position to respond in a timely and orderly fashion to requests for assistance. Otherwise, the Capital Corporation will have to begin maintaining large reserves and/or increase the anticipated time between an assessment and the distribution of assistance. While no specific timetables are included in the regulation, the Board will consider any recommendations received during the comment period regarding such timetables.  

Section 611.1142(h)(3) Assessment for operating expenses 

This section requires that assessments be used only to cover the Corporation's operating expenses, excluding interest expense. It defines operating expenses as all expenses incurred in the routine operation of the institution, including salaries, benefits, cost of space occupied, and all other business expenses included in an operating budget approved by the Corporation's board of directors.  

A group of cooperatives expressed support for this definition and particularly for the exclusion from its coverage of expenses associated with the payment of direct financial assistance to eligible System institutions, purchases of eligible loans and acquired property, and interest expenses. The Board concurs, and reiterates its conviction that the payment of direct financial assistance to eligible System institutions, purchases of Corporation obligations, and interest expenses are best accomplished through required purchases of Corporation obligations. (See §  611.1142(h)(4)).  

Section 611.1142(h)(5) Adjustment of capital zones and UREP 

This section establishes the circumstances in which the FCA may adjust an institution's UREP for purposes of determining its ability to pay assessments or purchase obligations. For example, when the FCA determines that an institution's allowance for loan losses is not maintained in accordance with GAAP, the amount in the allowance that exceeds the amount required by GAAP will be included in the institution's UREP for assessment purposes.  

The Texas and Springfield commentors objected to these adjustment provisions on the grounds that they authorize the FCA to adjust the calculation of an institution's UREP, which should have already been determined in accordance with GAAP. Touche Ross, on behalf of the Texas and Springfield commentors, stated that the criteria for adjustments in UREP are highly subjective and vague, and should be clarified. Similarly, the FCCA recommended that the regulation include a description of the types of transactions which the FCA believes would fall within the scope of this provision.  

The CBC expressed concern that if the FCA adjusts an institution's allowance for loan losses this could cause the Internal Revenue Service to question the appropriateness of the institution's allowance, and could potentially create adverse tax consequences. In addition, the CBC stated that paragraphs (ii), (iii), and (iv) give the FCA too much discretion and should be more clearly defined or eliminated.  

In a similar comment, the Columbia banks stated that paragraphs (iii) and (iv) give the FCA too much latitude and recommended the use of GAAP as the standard.  

Taking the contrary position, a group of cooperatives stated that they support the approach taken in the regulations for determining an institution's ability to pay based on its UREP, and authorizing the FCA to increase an institution's UREP to take into account hidden financial resources.  

The Board is mindful of the concerns expressed regarding this provision but believes they reflect, in large part, a misreading of the regulation. Generally, this section does not authorize the FCA to make adjustments that would be inconsistent with the requirements of GAAP.  On the contrary, one of the principal purposes of this provision is to ensure that the financial information submitted to the Capital Corporation by institutions regarding their URE and other relevant matters is determined in accordance with GAAP. As one of the commentors noted, it is important that the FCA be able to prevent an institution from sequestering its resources by failing to avail itself of opportunities that could improve its financial condition and also enable it to increase the amount of assistance it could provide to sister institutions for the benefit of the entire System. If a System institution were permitted to take such actions, the Capital Corporation would have to increase assessments from other institutions or be prevented from providing financial assistance to an institution that is impaired.  

While the principal focus of this regulation, particularly paragraph (h)(5)(i), is to ensure that institutions comply with GAAP, there are some circumstances in which the application of GAAP would conflict with the requirement of the 1985 Amendments that assessments be based, in part, on each institution's ability to pay. Under certain circumstances an institution's financial strength and ability to pay are not accurately measured under GAAP. For instance, when an institution owns mineral interests, GAAP only requires the institution to value those assets on the basis of their acquisition costs. If there are no identified acquisition costs, they are not reflected on the institution's books. In most instances the mineral interests owned by System institutions are carried at negligible values or are not reflected on their financial statements. Under GAAP, those assets do not have to be valued at their fair market value until they are actually sold.  

This regulation recognizes that if an institution has the capacity to sell an asset and improve its net worth, that institution has a greater capacity to provide assistance than an institution which has the same net worth but does not have the same marketable asset. 

Therefore, paragraph (h)(5)(iii) authorizes the FCA to adjust an institutions URE to reflect the income it could generate by selling its marketable assets. This type of adjustment is necessary in order to avoid prejudicing other contributing institutions and to carry out the provisions and intent of the 1985 Amendments.  

In response to the comments received the Board is proposing an amendment that would clarify paragraph (h)(5)(ii). The current regulation provides that an adjustment may be based on the FCA's determination that an institution has "diverted unallocated retained earnings without substantial economic benefit to the institution." The proposed amendment to this paragraph would provide that an adjustment would only be made if the institution has diverted URE "in violation of a Farm Credit Administration regulation or capital directive." This amendment addresses the concerns of the commentors since the adjustment will be based on specific requirements of which the institution will have notice. Additionally, the Board adopted a proposed amendment that would delete paragraph (h)(5)(iv), which provides for an adjustment based on an institution entering into "transactions which elevate form over substance." The Board agrees that this provision is too subjective, and believes that the issues with which this provision was designed to deal are adequately addressed by the other criteria.  

Section 611.1142(h)(6) Funding Criteria (Generally) 

The Act requires that the assessment regulations (1) Provide for an equitable sharing of the burden among institutions; (2) assessments and required purchases will not cause institutions to be unable to provide reasonable and competitive credit to their borrowers; and (3) ensure that assessments and required purchases will not preclude a bank from being able to borrow and repay funds in the public financial markets. In providing for an equitable sharing of the burden of assessments or purchases, the Corporation must take into account the institutions' relative financial strength and ability to pay, the effects, including the effect on loan interest rates, of providing assistance, and the impact on interest rates of assistance previously provided to other institutions.  

Section 611.1142(h)(6) provides that the Corporation can determine each institution's ability to pay based, in part, on the institution's level of URE, which consists of the institution's total capital minus capital stock, participation certificates, and equities allocated to borrowers that are not associations. The URE of an institution also excludes its allowance for loan losses, which, if properly maintained by the institution, will protect the institution against all known losses in its portfolio. The level of URE is the basis for determining the UREP of an institution and its placement in one of four regulatory zones, designated A through D.  

The regulation establishes a two-stage process for the Corporation to follow that will delay the adverse effect of contributions on the weakest institutions until such time as the System's financial condition has deteriorated to the point that such contributions are necessary.  

The Corporation must first assess and require purchases of obligations from institutions that have capital at or above the lower level of a Zone C institution. For each institution, on an individual basis, the UREP represented by the bottom of Zone C is the level at which assessments and required purchases should stop unless Federal assistance has not been provided and there is a continuing need for additional resources to assist institutions. Assessments against all institutions, regardless of their zone classification, must take into consideration the regulatory criteria relating to interest rates, loanable funds, and collateral requirements. The regulation contains interest rate presumptions for Zone A and B institutions and certain institutions in Zone C; but such presumptions do not apply to the remainder of the institutions. Therefore, assessments against certain Zone C institutions and all Zone D institutions must be done on a case-by-case basis.  

If and when all institutions are at or below the lower level of Zone C and the Corporation needs additional funds to provide financial and technical assistance to institutions, it may continue to then assess institutions on the basis of all of the criteria in the regulation. This authority to obtain funds from institutions in Zone D ensures that the System will be able to continue operating until, if necessary, Federal assistance is provided. As discussed below, the Board has adopted proposed amendments that set forth in detail the circumstances under which the Capital Corporation can assess an institution in Zone D, and require that all such assessments take into consideration the regulatory criteria in §  611.1142(h)(6)(iii) regarding interest rates, loanable funds, and collateral.  

Section 611.1142(h)(6) also incorporates the specific statutory criteria governing the Corporation's funding activities. These regulatory provisions require the Corporation to develop procedures that will determine the sequence of periodic assessments and the amounts of individual assessments each institution will be required to pay. The Corporation is required to obtain funds based on each contributing institution's relative financial strength and ability to pay, taking into consideration the criteria contained in §  611.1142(h)(6) (i) through (iii). These provisions ensure that the financially stronger System institutions bear a greater share of the burden of providing funds to the Corporation, while maintaining their ability to continue providing credit to their borrowers on reasonable and competitive terms. In taking those factors into consideration, the impact of assessments on individual institutions must be weighed against the funding needs of the Corporation and the financial strength of each System institution when compared with the other institutions in the System.  

The Texas and Springfield commentors stated that the provisions of this section which provide for assessments and required purchases by System institutions "to the full extent of their available capital and reserves" is contrary to section 4.28G(15)(A) of the Act. The same point was made in a separate comment by a farm cooperative. In addition, the Texas and Springfield commentors asserted that the use of the zone classifications will require stronger institutions to provide financial assistance before such assistance is required of weaker institutions and that this distribution of the burden is contrary to section 4.28G(a)(15) of the Act. (12 U.S.C. 2216f(a)(15)).  

The FCCA stated that this section seems to imply that the entire URE of System institutions is available for assessment without regard to whether the institution remains viable and competitive. They suggest that the regulation be clarified to indicate that assessments may be made only to the extent that contributory institutions remain viable and competitive, continue to have access to funds, and are able to satisfy their own obligations. In a similar comment, the CBC stated that the FCA should clarify whether the Capital Corporation may assess or require System institutions to purchase obligations to the full extent of their available capital and reserves. They question whether this criterion must be met before certification to the Department of the Treasury that the financial resources of the System have been exhausted.  

The Board disagrees with the assertion of these commentors that the inclusion in the regulations of a provision which provides for the Capital Corporation to assess or require purchases from an institution "to the full extent of its available capital reserves" is inconsistent with the provisions of the Act. Section 4.28(a)(15) defines the "available capital and reserves" of the institutions and provides that any assessments of such capital and reserves shall be made in accordance with regulations of the FCA that take into consideration certain statutory criteria. In addition, section 4.28J authorizes the Secretary of the Treasury, subject to an appropriations act, to provide financial assistance to the Capital Corporation. As a condition precedent to providing such assistance, the FCA must certify to the Treasury that: (1) The System is in need of financial assistance to address financial stress; (2) the System has committed its available capital and reserves to address such stress; (3) the salaries of the System institutions' officers have been frozen; and (4) any further assessments from a System institution would preclude such institution from making credit available to borrowers on reasonable terms. The authority contained in section 4.28J is a discretionary authority that rests with the Board.  

The Congress, in enacting the 1985 Amendments, acknowledged that the System had significant amounts of financial resources and that before any Treasury funds would be put at risk, the System had to utilize those resources. The Congress did not state at what point the System's commitment of its own resources would be sufficient to trigger the availability of taxpayer funds. Rather, the Congress left such determination to be made at a later date at the discretion of the FCA and the Treasury, and ultimately, at the discretion of the Congress.  

The FCA does not know at this time when the resources of the System will have been committed to the point that it will certify the need for Federal assistance to the Treasury. In addition, the FCA does not know whether, and at what point after such certification, the Treasury and the Congress would agree to provide financial assistance to the System. Therefore, it was imperative for the FCA to structure regulations that would not permit a gap between the time assessments stopped and Federal financial assistance was provided. For that reason, the regulations promulgated by the FCA had to include a provision that reconciled these two statutory provisions and thereby avoid creating the potential crisis that could occur from a gap in funding.  

The situation which the FCA sought to avoid continues to this day.  All System institutions are tied together through joint and several liability, and association and bank loss-sharing agreements. (Bank agreements are referred to as "capital preservation agreements"). To a large extent, the successful operation of each individual institution and the System as a whole is conditioned on the continuing ability of the System to obtain funds in the public money markets. The key factor that will maintain access to the money markets is the continuation of investor confidence. If the Capital Corporation were no longer able to obtain funds from institutions, and if as a result it was not able to provide assistance to insolvent institutions, the FCA would be left with no choice but to liquidate those institutions. If that were to occur on a large-scale basis, it would have a significant adverse impact on the confidence of investors. If the System's obligations could not be sold in sufficient volume, or if the interest rates on those instruments rose significantly, all institutions would be adversely impacted, not just those being liquidated. The Board continues to believe that the chaos that would be created by such a gap in Capital Corporation funding activities must be avoided to the maximum extent possible.  

In reviewing the comments on this section, the Board determined that it was necessary to adopt proposed amendments to this regulation that would clarify the intent of the Board. Accordingly, the proposed amendments provide that no institution may be assessed below its Zone C level unless all three of the following conditions have been satisfied: (1) There are no institutions above Zone D; (2) the Capital Corporation needs additional financial resources to provide assistance to eligible institutions; and (3) the FCA has not certified that the System is in need of financial assistance and the Secretary of the Treasury has not purchased any obligations of the Capital Corporation in accordance with section 4.28J of the Act. Only if all three of these criteria are satisfied may the Capital Corporation assess or require purchase of obligations from institutions classified in Zone D. In addition, the proposed amendments make clear that assessments of all institutions, whether classified in Zone A, B, C, or D shall be made by the Capital Corporation taking into consideration all of the criteria set forth in §  611.1141(h)(6)(iii) relating to loan rates, loanable funds, and access to the financial markets. These amendments make clear that all assessments of Zone D institutions will be on a case-by-case basis and that no assessment can occur against a Zone D institution unless it can continue to make credit available on reasonable and competitive terms and satisfy the other regulatory criteria.  

The Board disagrees with the assertion by the Texas and Springfield commentors that the use of zone classifications to force stronger institutions to provide financial assistance before contributions are required of weaker institutions is contrary to section 4.28G(a)(15). At the outset, the Board notes that Touche Ross, the accounting firm that submitted a detailed analysis of the regulations on behalf of those institutions, endorsed the concept of the assessment regulations because they ". . . attempt to leverage the capital of the stronger FCS institutions to assist the weaker institutions. This approach is preferable to the present capital preservation agreements which directly draw down the excess capital of strong banks, without the benefit of leverage or the opportunity to recoup funds provided to the System." 

This approach was used as an objective means for identifying which System institutions have the greatest capacity to provide assistance to other institutions in accordance with the statutory directives. The alternative implied in these comments would be to require financially weaker institutions to provide assistance while preserving large pockets of resources in the wealthier institutions. The effect of this approach would be to place those weaker institutions in a position where they have little or no capacity to absorb future losses and possibly accelerate the time at which they, in turn, would be eligible for assistance. This would be neither an efficient nor logical approach and would be totally inconsistent with the statutory directive contained in section 4.28G(a)(15)(B) of the Act. As set forth in the regulations, assessments from these institutions should only occur if it is absolutely necessary as a precondition to obtaining Federal assistance.  

Section 611.1142(h)(6)(i) Effect of Obtaining Funds on Interest Rates 

This section implements the criterion in the 1985 Amendments requiring that the assessment regulations ensure that the financial position of institutions providing funds are not reduced by assessments to the point where they are unable to provide credit on reasonable and competitive terms to their borrowers. The regulation requires the Corporation to consider the effect of obtaining funds from an institution on the lending rates charged by the contributing institution. In issuing these regulations, the FCA developed an objective mechanism to be used by the Corporation that would permit the Corporation to identify which institutions had sufficient financial resources to provide assistance without increasing their interest rates. While all assessments and purchases in any amount will reduce the financial resources of an institution, the institutions with higher URE levels have a greater capacity to absorb the losses that result from providing assistance and therefore can provide such assistance without raising their rates.  
Accordingly, this section provides that, for purposes of determining their capacity to provide assistance, institutions classified in Zones A and B, and those classified in Zone C that charge interest rates below the average rates for like institutions in Zone C, can pay assessments or make purchases without a negative impact on their rates.  

The Texas and Springfield commentors stated that the assessment regulations will reduce the ability of their districts to offer reasonable and competitive interest rates to borrowers. They stated that real interest rates will increase, borrower flight will occur as loan volume declines, and higher interest rates will force liquidation by farmers and ranchers. They argue that real interest rates in their districts will increase in three ways: (1) Stated rates on loans will increase; (2) patronage refunds to members will cease; and (3) borrowers will be required to purchase additional capital stock.  In summary, they believe that this section is contrary to section 4.28G(a)(15)(A) of the 1985 Amendments, which, they argue, requires that the circumstances of each institution shall be considered on an individualized basis.  

Touche Ross, on behalf of the Texas and Springfield commentors, recommends that the FCA allow banks to maintain market-driven interest rates based on the costs of business and local rates. Touche Ross stated that the banks charging rates lower than the national average should not be expected to raise interest rates when they become less viable and are classified in Zone C.  

The FCA received numerous comments that object to the portion of this section that referred to a comparison of rates between like System institutions. This point was raised by almost all of the commentors.  In summary, these commentors stated that competitiveness should not be measured on national standards of like institutions. Since institutions do not compete with themselves, competitiveness should be measured within the local markets served. They stated that considering competitiveness on the basis of average loan rates charged by similar System institutions completely ignores the variation in local market conditions, and is a "highly inappropriate and arbitrary way to determine an institution's competitive position." 

The FCCA recommended that this section be amended to establish criteria by which the competitiveness of an institution's loan interest rate can be determined, and that the regulations should not require assessments of an institution whose loan interest rates are not competitive. This point was reiterated in a comment by eight Senators who expressed concern that the depletion of an institution's URE can have adverse impacts on future loan rates.  

The CBC stated that this section does not provide an accurate measure of each individual institution's competitiveness. In addition, the CBC stated that this section implies that a BC's loan rate is its face rate. The CBC recommended that comparisons of rates should be based on the effective rate, taking into account patronage paid and revolvements of equity.  

Most of the commentors also expressed concern that the payment of assessments or purchases of obligation could adversely affect their interest rates to borrowers, causing borrower flight, higher interest rates, stock devaluation, exhaustion of URE and impairment of capital.  

The Board believes that the commentors who object to the basic structure of this regulation and the use of the zone classifications, and those who assert that their interest rates will increase if they are required to provide any assistance to other institutions are all ignoring the express will of the Congress embodied in the 1985 Amendments. When the 1985 Amendments were enacted, the System had $5.1 billion of URE. The Congress stated that it did not know if the System would ever need Federal assistance in the future but that before the provision of such assistance would ever be considered, the System would, first, have to utilize the earnings it had accumulated over the years. Since, in many instances, the resources of the System were not located in the institutions that needed them, the Capital Corporation was established as an alternative mechanism to existing bank and association loss-sharing agreements for redistributing System resources. It is axiomatic, and was well recognized by the Congress, that when an institution is required to give up its resources, on either a temporary or permanent basis, that action will reduce the financial resources of the institution. However, Congress mandated that the System institutions, individually and collectively, must be willing to commit their own financial resources until such time as the Congress determines that the System has insufficient resources to continue operating without Federal assistance.  

To take the System from $5.1 billion of surplus to the point where it would be eligible for Federal assistance, the Congress directed the FCA to issue implementing regulations for the Capital Corporation that would take into consideration a series of criteria that were designed to achieve two purposes. First, the regulations had to identify the institutions that have the greatest capacity to absorb the losses that would result from providing assistance. Second, the regulations had to ensure that no institution would be required to provide contributions beyond the point where it could continue to provide credit to its borrowers on reasonable and competitive terms.  

While the Board believes that the regulations should be amended in certain respects to clarify certain matters and to make certain adjustments in the criteria used by the Capital Corporation, the underlying zone structure and assessment process remains valid and has been validated by events that have occurred since the regulations were first issued.  

The use of the zone structure as the basis for determining both the sequence of assessments and the amounts of assessments at each stage is based on the principle that the greater the financial reserves of an institution are, the greater is its capacity to absorb the expenses associated with paying assessments or purchasing Corporation obligations without raising its interest rates. This occurs because an institution can absorb the cost of providing financial assistance by reducing its current year earnings or, if necessary, reducing its URE accumulated from prior years' earnings. 

This section incorporates the legislative requirement that the regulations "take into account . . . the effect, including the effect on loan interest rates, on current borrowers and members of each System institution . . . ." Section 4.28G(a)(15)(B)(i)(II). This section states that institutions that are classified in Zones A and B and certain Zone C institutions are able to absorb an assessment without having an effect on their current loan rates. In addition, the section provides that the Corporation must review the effects of contributions on a case-by-case basis on Zone D institutions and Zone C institutions that charge above the weighted average loan rate charged by all System institutions chartered under the same title of the 1971 Act.  

This conclusion is supported by an examination of the relationship between the interest rates charged by System banks and the capital zone in which the institution is classified. Changes in interest rates reported by System banks during the 2-year period January 1, 1985 through December 31, 1986, were compared to the zone in which the institution was classified. The FCA found that even System banks which, due to the weakened financial condition, were classified in Zone D were able to reduce their loan interest rates. Over this time period, institutions classified in Zone A and B reached their loan rates a total of 119 times, with a reduction of approximately 30 basis points per change. Zone C institutions reduced loan rates 81 times with an average reduction of 27 basis points. Zone D institutions reduced their rates 52 times by an average of 35 basis points. The relationship between an institution's interest rates and its level of URE was also tested using the multiple regression procedure to determine if an institution's level of URE effected its interest rates.  In each test, no statistical relationship was found between an institution's URE and the institution's effective interest rates.  Based on the results of this analysis, it appears clear that interest rate setting is independent of the institution's level of URE.  

The competitiveness issue raised by several commentors, especially the Springfield and Texas commentors, is based almost exclusively on their assumption that there is a regulatory provision which directs System institutions to raise their interest rates. This assumption arises from a misreading of §  611.1142(h)(6)(i)(B), and from the assumption of the commentors that the capital adequacy regulations that were published as proposed, not final, regulations, are currently effective. (51 FR 36824). 

There is no provision in the Capital Corporation assessment regulation that requires institutions to raise their interest rates.  Section 611.1142(h)(6)(i)(B) refers to the interest rates charged by Zone C institutions for the sole purpose of identifying the capacity of certain institutions to absorb losses; it does not require any institution to raise it rates to any level. The proposed capital adequacy regulations do contain provisions that would require institutions to maintain certain interest margins based on their historical performance, which some institutions have interpreted to require them to raise rates. However, those are only proposed regulations that are out for public comment. 

Additionally, those proposed regulations were issued prior to passage of the Farm Credit Act Amendments of 1986 (1986 Amendments), which deleted the FCA's authority to approve specific interest rates of institutions and which amended the preamble to the Act to include a policy direction to institutions on their interest rate setting activities. The FCA is reviewing the comments on the proposed capital adequacy regulations and will be revising those regulations, as appropriate, to reflect the 1986 Amendments. Interest rates are now set on the basis of the prudent judgment of the individual institutions.  

In light of the comments received, the FCA Board does recognize that the reference to interest rates in §  611.1142(h)(6)(i)(B) has created unintended problems that need to be corrected. Accordingly, the Board adopted a proposed amendment to that section which will eliminate any interest rate reference for Zone C institutions. The FCA Board, in adopting amendments to this section, is establishing a two-tier assessment process under which the Capital Corporation is required to obtain funds from institutions classified in Zones A and B prior to obtaining funds from institutions in Zone C. Zone A and Zone B institutions retain the greatest amount of the System's URE and, thus, are best able of all System institutions to absorb costs incurred in providing funds to the Capital Corporation. Their financial strength enables them to maintain competitive loan rates while reducing their URE to provide assistance to other institutions. Institutions classified in Zone C have a lower level of URE than institution in Zones A and B and, therefore, their ability to reduce URE to absorb assessment is not as great. While this approach directs the order in which assessments are made, it in no way overrides the assessment criteria relating to financial viability, and access to the public debt markets contained elsewhere in the regulation. The Board believes the adopted approach fully implements the intent of the 1985 Amendments for assessments and purchase of obligations to be based on each institution's ability to pay and, as discussed earlier, fully takes into consideration the potential impact on interest rates.  

Section 611.1142(h)(6)(ii) Loanable Funds Criterion 

This section requires the Corporation to consider the impact of assessments and required purchases of obligations on the "adjusted loanable funds" of the institution. This provision contains an additional criterion that supplements the zone classifications and URE determinations that are addressed in §  611.1142(h)(6)(i).  "Loanable funds" are not a balance sheet item but rather a calculation that can be used to measure the future earnings capacity of a financial institution. Since System institutions do have the capacity to alter their "loanable funds" by either keeping or sell their noninterest-accruing loans to the Capital Corporation, the regulation provides for an adjustment to the loanable funds computation that will reflect the imputed sale of those assets. Thus, the regulations require that adjustments be equal to 80 percent of the book value of loans and acquired property eligible for sale to the Corporation (provided that such amount will not exceed the amount that would cause the institution's UREP to fall below the level required for classification as a Zone C institution if the institution sold eligible loans and acquired property to the Corporation.) (See definitions in §  611.1142(h)(1)(i)).  

The Columbia District banks stated that this section does not contain a criterion that reflects their competitive environment. They recommended that some type of criteria be developed to take this into account since it can also affect the overall financial viability of an institution.  

The Texas and Springfield commentors stated that this section contains an incorrect "conclusive presumption" that assessments from an institution with a positive level of adjusted loanable funds have no effect on whether the institution can provide credit on reasonable and competitive terms. They suggest that this is contrary to section 4.28G(a)(15)(A) of the 1985 Amendments. These banks state that this section would force all districts to increase their loanable funds by an amount equal to the value of their nonearning assets. If that were to occur, the districts then would be forced to carry the nonearning assets, while at the same time borrowing so as to have the funds available to purchase Corporation obligations increased by the same amount. They argued that it is inequitable to adjust loanable funds of contributing institutions without making a corresponding adjustment for receiving institutions.  

The FCCA objected to this provision on the grounds that an institution with a positive level of adjusted loanable funds may not be viable because of other factors such as its cost structure or risk exposure. The FCCA asserted that viability cannot be measured by any single quantitative standard and that the regulation should be expanded to include additional criteria, such as those included in the transfer of funds regulations at 12 CFR 611.1130. The FCCA also stated that if the regulation is not changed substantively, it should be amended to clarify whether the Capital Corporation can obtain funds from an institution even if it has a negative level of adjusted loanable funds.  

Seven Senators stated that making "paper" adjustments to the actual amount of retained earnings and loanable funds will result in higher costs for institutions' borrowers and camouflage differential capital requirements for different institutions. They stated that if an institution is required to provide assistance to the point where it has zero adjusted loanable funds, that action will "certainly" have an impact on the institution's earnings capacity, future retained earnings level, and viability. 

Some of the comments demonstrate a misunderstanding of the regulations. The loanable funds criterion is merely one of three objective criteria that the Corporation must apply in its funding decisions. Assessments by the Corporation are limited by: (1) The UREP of each institution, which is narrowly defined to exclude the allowance for loan losses; (2) the collateral requirement; and (3) the loanable funds criterion. UREP is computed after excluding the allowance for loan losses and thereby takes into consideration the risk inherent in the institution's loan portfolio. The collateral requirement insures that an assessment will not cause an institution to lose its access to the financial markets. The first two criteria are absolute limits, below which no assessment can occur. With regard to the third, if an institution has a negative level of adjusted loanable funds, the Corporation must make a case-by-case determination of the effect of an assessment on the institution's ability to make credit available on reasonable and competitive terms.  

In responding to the comments, the Board is mindful of the general concepts that underlie this regulation. The statute contains numerous generalized criteria to be used by the agency in the promulgation of its regulations. The FCA determined that in order for the assessment process to work in an orderly manner, the agency was obligated to develop regulations that would reflect all of the subjective statutory considerations set forth by the Congress in the 1985 Amendments and use those as the basis for providing meaningful and objective criteria that could be readily used by the Capital Corporation.  

The final regulations achieve this end by first setting forth several objective criteria that must be used by the Capital Corporation during the initial stages of the assessment process when institutions have greater levels of reserves. Secondly, the regulations provide that once all the institutions have reached the threshold of those objective criteria, further assessments by the Capital Corporation must be made on a case-by-case basis. In order to establish objective criteria, the FCA was required to make certain determinations regarding the ability of institutions to provide assistance. Using these determinations, which are embodied in the regulation, the Capital Corporation can determine the ability of certain institutions to provide assistance without further investigation. The objective criteria that form the framework of the regulation relate to (a) UREP, (b) adjusted loanable funds, and (c) collateral deficiency. The FCA Board reiterates its belief that these are effective mechanisms for determining the ability of institutions to provide assistance in accordance with the statutory requirements.  

However, as discussed earlier, the comments reveal a significant degree of misunderstanding regarding the overall intent of the determinations underlying all of the objective criteria, and specifically as they relate to loanable funds. Accordingly, the FCA Board adopted proposed amendments to all of these provisions which will clarify the intent of the regulation. These amendments will make clear that the FCA Board is well aware that when an institution has to relinquish part of its reserves, its financial condition will be weaker as a result. However, the statutory responsibility of the FCA was to establish regulatory criteria for determining which institutions are in the best position to relinquish their reserves and to develop criteria for equitably distributing that burden of providing financial assistance consistent with the multiple purposes in the 1985 Amendments.  

With regard to the comments relating to the efficacy of "loanable funds" as a viability criterion, the Board has reconfirmed its belief that this is a valid measure. The earnings capacity and financial viability of any financial institution are directly related to the amount of income-producing assets and interest-bearing debt the institution holds (the institution's loanable funds position), the rate of return or expense on these assets and obligations, and all other sources of income and expense. The loanable funds concept is a particularly important measure of viability and earnings capacity in System institutions, since interest earned on loans and other assets is virtually the System's sole source of income and interest paid on System debt obligations is its largest expense. System institutions with a negative level of loanable funds may have upward pressure on their loan rate if they seek to avoid sustaining operating losses. However, a negative adjusted loanable funds position does not mean the institution cannot continue to make credit available on reasonable and competitive terms.  

Certain commentors misread the regulations when they claim that the section would force institutions to increase their loanable funds by an amount equal to the value of their nonearning assets while at the same time borrowing to have the funds available to purchase Corporation obligations increased by the same amount. First, "loanable funds" is not a balance sheet item. It is merely a derived computation that is used to measure earnings capacity. Loanable funds are adjusted to reflect the fact that System institutions can sell their nonperforming loans and acquired property to the Capital Corporation. These are the assets that earn no income but on which interest expense must be paid.  

If an institution sells its nonperforming assets to the Capital Corporation, it will increase its loanable funds, reduce its interest expenses and thereby strengthen and improve its financial viability and earning capacity. An institution that has loans that it could sell, could reduce its interest expenses, and be in a better position to provide assistance than an institution which has the same financial reserves but does not have a means available for reducing its interest expenses. The regulations take this into account by providing for an adjustment to loanable funds by 80 percent of the value of the institution's nonearning assets that are eligible for sale. This adjustment is limited by the requirement that those imputed sales and losses on those sales cannot have the imputed effect of reducing an institution's UREP below the level of Zone C. What must be reemphasized here is that these are all nonbalance sheet activities; they do not actually occur. They are made because they reflect an institution's ability to improve its earnings position if it wants to and prevents institutions from sheltering their resources and shifting the financial assistance burden to other institutions that are less well off.  

As discussed earlier, in response to the comments on the definitions section, the FCA Board adopted a proposed amendment that will conform this provision with the requirements of GAAP and thus eliminate the necessity for the 20-percent write-down on assets. While the Board believes the current provision is supportable, the new definition will provide a more accurate means for computing the adjustments.  

As one of the commentors correctly noted, the current regulation provides that the Capital Corporation can obtain funds from institutions, on a case-by-case basis, taking into consideration all of the regulatory criteria, even if their adjusted loanable funds are less than zero. In response to the comments on this point, and based on operations of the System during the last year, the FCA Board has adopted a proposed amendment to this section that would prohibit the Capital Corporation from assessing any institution below the point where it had zero adjusted loanable funds. With this amendment the regulations will ensure that no institution will ever be assessed beyond the point where it has positive URE, positive adjusted loanable funds, and adequate collateral to support its obligations. The Board adopted this amendment based on its determination that loanable funds is an effective criterion, that can be objectively applied, to measure the earnings capacity and financial viability of an institution. Even though an institution with negative adjusted loanable funds can continue to provide credit on competitive terms, this amendment will enable those institutions to continue operating without having to provide assistance to other institutions. 

Section 611.1142(h)(6)(iii) The Collateral Criterion 

The 1985 Amendments provide that the assessment regulations promulgated by the FCA should be designed to ensure that each bank continues to have access to funds in the public financial markets (12 U.S.C. 2216f(a)(15)(B)(ii)(11). This statutory provision applies only to banks, not associations. This section of the regulations incorporates this requirement by prohibiting the Corporation from making an assessment or requiring a purchase of obligations if such action would prevent a contributing bank from collateralizing its debt.  

This regulatory provision satisfies the statutory criteria for the following reasons. Section 4.3 of the Act (12 U.S.C. 2154) requires each bank to collateralize fully that portion of long term Systemwide consolidated obligations on which it is primarily liable. Collateral can consist of loans, U.S. obligations, cash, or other readily marketable securities approved by the FCA. The collateral requirement in section 4.3 of the Act is the only statutory condition that would preclude a System bank from either participating in a Systemwide bond issue or, with the approval of the FCA, from attempting to issue bonds in its own name. This regulatory provision, which prohibits the Corporation from assessing an institution below the point where it is able to collateralize its obligations, together with §  611.1142(h)(7), which provides for the periodic review and redistribution of Capital Corporation obligations, ensures that each bank will continue to have access to the public financial markets to issue new bonds and notes to refund its maturing debt obligations.  

The Texas and Springfield commentors suggest that the regulation needs to clarify whether Capital Corporation obligations will be considered eligible collateral for purposes of section 4.3 of the Act.  They do not object to the use of this regulatory determination in theory, but state that it will provide no meaningful limit on assessments if the obligations a bank receives from the Capital Corporation are eligible to satisfy the bank's collateral requirements.  This same comment was made by the response of the seven Senators.  
The issue raised by these commentors relates to the requirements of section 4.3(c) of the Act and 12 CFR Part 615, Subpart B. Those statutory and regulatory provisions set forth the collateral requirements for the issuance of obligations by System institutions. 12 CFR 615.5050 requires each bank to have on hand at the time of the issuance of long-term obligations, assets consisting of notes and other obligations representing loans made under the authority of the Act, notes of other System banks representing secured intra-System loans, readily marketable securities approved by the FCA, or cash, in a aggregate value equal to the amount of the long-term obligations. The "readily marketable securities" are the eligible investments of System institutions as set forth in 12 CFR 615.5140. Those investments include a range of debt instruments which are characterized by high liquidity and safety. By their terms, both of these regulations would not include as either eligible investments, or eligible collateral, equity obligations held by an institution, including equity interest in the Capital Corporation. With regard to the Capital Corporation's debt instruments, the regulation does not include those instruments among the list of eligible instruments. Therefore, the only circumstance under which the issue raised by these commentors would arise, would be if the FCA amended the regulation or issued an administrative approval in accordance with 12 CFR 615.5140(a)(15).  

The FCA Board does not believe there is any basis for including the Capital Corporation debt obligations as eligible investments under 12 CFR 615.5140, and thus such obligations would not be eligible collateral for purposes of the collateral requirements set forth in 12 CFR 615.5050. This exclusion of these obligations is necessary to prevent the double counting of collateral that would otherwise occur. The FCA Board agrees with these commentors that if the Capital Corporation's obligations were determined to be eligible collateral, this would render meaningless the collateral limitation contained in these assessment regulations. For the reason stated above, it is not necessary to amend the regulation to exclude the Capital Corporation obligations from being considered as collateral since the existing regulations preclude such consideration.  

Several commentors discussed the implications of this provision on Systemwide funding efforts. The CBC stated that access to the public debt markets is not assured simply because an institution has excess collateral. The CBC suggested that the System, as a whole, could have excess collateral and still experience substantial problems in selling its instruments in public debt markets if it experienced a significant reduction in its available capital and reserves. In a similar comment, the Columbia District banks stated that this section does not appear to take into consideration the fact that the System obtains funds on the basis of the System's balance sheet as a whole, and not on the basis of each individual institution's balance sheet. A group of cooperatives suggested that this section be deleted since it does not address the impact of assessments on the ability of a bank to obtain funds in local markets.  

These commentors misinterpret the scope and effect of this assessment criterion but their underlying concern is valid and actually forms one of the underlying premises of this regulation. The focus is on Systemwide debt issues, not individual obligations, since all of the banks' funding is done through the issuance of Systemwide obligations, which offer the most economical source of funds available to them. This criterion provides that as long as a bank has sufficient collateral to join in a Systemwide debt issue, that bank will be able to have the same access to the money markets as the rest of the System. These comments reinforce the underlying premise of this section, that investors in System securities are influenced by the balance sheet of the entire System, not of any individual bank. Thus, as long as an individual bank can satisfy the collateral requirement it will be able to obtain funds as long as the System can continue to obtain funds.  

The ability of the System to continue selling its securities is based on its historic market performance, its financial condition, and the implied guarantee that the Federal Government will do what is necessary to maintain a viable System. Congress has reserved unto itself, following FCA certification and Department of the Treasury action, the final decision as to when the System will need Federal assistance. The responsibility of the FCA in promulgating this regulation is to ensure that the self-help directives contained in the 1985 Amendments have been implemented fully as a condition precedent to the provision of Federal assistance, if it proves necessary.  

Section 611.1142(h)(7) Redistribution of Outstanding Obligations Held by Contributing Institutions 

This section authorizes the Corporation to annually redistribute outstanding obligations held by contributing institutions to ensure that no institution is required to hold more than its proportionate share of such obligations based on its capital and URE. 

The Texas and Springfield commentors stated that any such redistribution should ensure that the institution has a continued ability to offer credit on reasonable and competitive terms.  The FCCA stated that it was unclear whether this section required the Capital Corporation to make periodic redistributions or merely provided the Capital Corporation with the authority to make such redistributions. The FCCA stated that such redistributions should be discretionary, not mandatory. The FCCA also stated that such redistributions could involve numerous tax, accounting, and legal questions that should be addressed before this authority is implemented.  This same comment was made by the CBC. Finally, the FCCA stated that redistribution actions should be based on all of the criteria used in the assessment process, not just the relative levels of capital and URE.  

This provision is designed to address significant problems that could occur as the assessment process proceeds. Some of these potential problems are outlined in great detail in the comments for the Texas and Springfield institutions and their accounting firm. All of those comments are addressed in greater detail later in this section, but one of their principal concerns is that all assessments take into consideration projections of up to 5 years on the future economic environment in which the contributing institutions will be operating.  These commentors believe that no assessments should be made unless it can be shown that, over that period of time, the institution will continue to remain viable and competitive.  

The FCA Board shares the concern raised by these commentors.  However, the Board recognizes that long range macro and micro economic projections are very inexact, and cannot be efficiently used to either expand or limit the funding activities of the Capital Corporation at a time when known amounts of financial resources are needed to assist institutions that would have to cease operations in the absence of such assistance. The Capital Corporation is not permitted to make projections that the agricultural lending economy in an area will improve over the next 5 years and therefore the System institutions in that area will be able to provide more assistance today than they would be required to provide on the basis of their current financial condition. For the same reasons it cannot reduce current assessments because of projected declines in a given area.  

However, the regulation does address this concern. Paragraph (h)(7) provides that as the relative financial condition of contributing institutions changes over time, the Capital Corporation may redistribute the outstanding obligations between institutions as warranted by those changes. This provision will achieve the very purpose sought by the commentors but will do so on the basis of actual changes in condition, not on projections of future condition. The Board also notes that this concept is consistent with long-standing statutory and regulatory provisions which require each FICB to periodically redistribute its outstanding stock held by production credit associations (PCAs) to maintain an equitable distribution. (See 12 U.S.C. 2073(g)).  

While the current regulation does achieve the desired result, the Board agrees with the FCCA that it is unduly restrictive by its reliance on only capital levels and URE as the basis of redistributions.  Accordingly, the Board has adopted a proposed amendment that will expand the criteria that must be taken into consideration. Additionally, the proposed amendment will make the evaluations and redistributions mandatory, rather than discretionary.  

The proposed amendment will require the Capital Corporation to evaluate, on an annual basis, the distribution of ownership of its outstanding equity and debt obligations to determine whether the cost of providing assistance to other institutions is borne equitably by all institutions that are able to provide assistance. In making those yearly evaluations, the Corporation is required to consider all of the funding criteria contained in the regulation, i.e., interest rates, loanable funds, collateral, zones, etc. Following that evaluation the Corporation is required to repurchase, retire or redistribute its outstanding obligations among the System institutions to such extent as is necessary to ensure that no institution is required to hold more than its proportionate share of such obligations, as determined on the basis of the criteria contained in the regulation. In taking such action, the Capital Corporation should also consider the relevant tax implications of such transactions.  

The Board believes that this provision in the existing regulation, and the proposed amendment to this provision, is one of the critical elements of the regulation that will prevent the occurrence of the unforeseen consequences of future events that were of such concern to many commentors. This retrospective adjustment mechanism achieves all the results sought by those commentors while, at the same time, avoiding the uncertainties that would be encountered by relying on projections.  

The Board also adopted a proposed amendment that requires the Capital Corporation to make the same evaluation and adjustment not later than 60 days after the effective date of this amendment. This provision will ensure that after these amendments are final, if any prior assessment would not have been made under the amended regulations, or if the passage of time has caused changes in the financial condition of institutions to such an extent that they are bearing greater than their proportionate share of the burden of providing assistance, the Capital Corporation will adjust the ownership of its outstanding obligations to correct that problem.  

Finally, the proposed amendment also contains another provision which expands on a requirement contained in those Capital Corporation organization regulations at 12 CFR 611.1142(h)(i)(5). In addition to the annual evaluations and redistribution, if, at any time, the capital stock of a contributing institution is impaired, or it has insufficient collateral to support a new or existing debt obligation, or it has negative adjusted loanable funds, the Corporation is required to retire such amounts of its obligations held by that institution as are necessary to enable the institution to cure the impairment, collateralize the debt or have positive adjusted loanable funds.  

Section 611.1142(m) Confidentiality of Information 

This section requires that any information or documents prepared by, or adopted by, the FCA as official agency documents shall be held in strict confidence and shall not be disclosed to any person without the written consent of the FCA.  

The Texas and Springfield commentors suggest that this section may be overly restrictive in that it appears to prevent shareholders from obtaining information about zone classifications and financial condition reports.  

The FCA Board does not believe there is any validity to this concern. This regulation does not, in any way, alter the obligation of each institution to provide clear and complete financial information to its shareholders in accordance with the disclosure requirements of 12 CFR Part 620. The FCA Board reaffirms its strong commitment to the principles of disclosure and the obligation of each institution to comply fully with these regulatory requirements.  

This regulation is consistent with other existing regulatory provisions governing the confidentiality of, and procedures for the release of, agency documents, particularly those involving examination and condition reports of System institutions. The procedures for the release of such information under the Freedom of Information Act are set forth in 12 CFR Part 602, Subpart A. The release of confidential information in litigation in which the FCA is not a party is governed by Subpart C of 12 CFR Part 602.  

Specific Recommended Amendments 

In addition to the comments discussed above, the Springfield and Texas commentors provided the agency with four specific recommended amendments which were supported by a very detailed and comprehensive analysis prepared by an accounting firm. The comments and analysis prepared by these two Districts, were contained in a submission of approximately 500 pages. Following a detailed analysis of the regulations the Springfield and Texas commentors stated that they were willing to provide their "fair" share to support their sister Farm Credit districts and that if the regulations were amended to incorporate their amendments, the Springfield and Texas institutions would be able to maintain positive URE, avoid impairment of member stock, maintain their capital above the minimum standards in the proposed capital adequacy regulations, and their interest rates would "more likely remain reasonable and competitive." Additionally, the Springfield and Texas commentors stated that, "[a]bove all, such changes would ensure that the regulations would be implemented in a manner consistent with the specific language and intent of the 1985 Act." 

The Board acknowledges the extensive efforts put forth by these institutions and believes there is a critical need for a clear understanding of the issues discussed by these commentors and the recommendations they made. Because of the interrelationship between these recommendations and between the various portions of the regulations the Board determined that a comprehensive and unified discussion of these recommended amendments would facilitate a clearer understanding of the issues raised.  

The Springfield and Texas recommendations were based on special study which they commissioned from Touche Ross, a public accounting and consulting firm. In performing its analysis, Touche Ross stated that it relied on data, and their interpretation, provided by the senior staff of the Springfield and Texas banks. The Touche Ross report states that, other than through discussions with bank senior staff, Touche Ross neither verified the data provided nor collected or used data provided by sources other than the Springfield and Texas banks.  

Recommendation 1: The regulation must prohibit the Capital Corporation from assessing a System institution or requiring it to purchase Capital Corporation obligations if such an action would cause an institution to have a negative level of loanable funds now or in the future.  

Touche Ross concluded that under the current regulation the purchase of Capital Corporation obligations, based on a 5-year projection, could cause certain institutions to have a negative level of loanable funds. 

Touche Ross stated this must be avoided because "negative loanable funds means that institutions cannot extend additional committed loans.  This is especially damaging in the farm industry because of the seasonal needs of farmers. Inability to serve the seasonal needs of farmers temporarily renders an institution nonviable." 

The Board agrees that loanable funds is a useful measure for determining the earnings capacity and viability of a financial institution, but disagrees that a negative loanable funds balance automatically precludes a System institution from extending credit to farmers. For example, at year-end 1986, 35 out of 153 System banks and PCAs had negative adjusted loanable funds balances. These institutions were still able to extend credit to their borrowers. The data also shows that a financial institution can have a loanable funds balance that is substantially negative and still generate a positive net interest margin.  

While this data supports the current regulation, which would permit an institution with negative adjusted loanable funds to be assessed on a case-by-case basis, the Board determined that the regulations should afford an additional measure of protection for contributing institutions. Accordingly, the FCA Board has proposed an amendment to this section that would prohibit an institution from being assessed when its adjusted loanable funds are negative. (See discussion regarding §  611.1142(h)(6)(ii)).  

The primary focus of this and the other Springfield and Texas recommendations is that the regulatory limits should be structured in a manner that would require the Capital Corporation to limit its assessments by, not only the current financial condition of the institution, but also by its projected condition over a 5-year period.  Touche Ross does not say that assessments will cause negative loanable funds, negative URE, or other bad effects for the Springfield and Texas institutions in the short term. Rather, they assert, on the basis of 5 years of projected operations, that these results will occur in the future. As discussed in detail in response to Recommendation 4, Touche Ross reached these conclusions on the basis of an erroneous belief that the regulation contains a provision that would require the Springfield and Texas institutions to raise their interest rates after they made contributions to the Capital Corporation. This assumption is in error.  If that assumption is removed from the Touche Ross analysis, it would dramatically alter the Touche Ross projections. (See discussion of Recommendation 4).  

However, the underlying concern regarding future operation is valid and is addressed in both the current regulation and the proposed amendments. As discussed above with reference to §  611.1142(b)(7), the current regulation achieves the result sought by this recommendation through the provision for periodic redistributions of outstanding Capital Corporation obligations to reflect changes in the financial condition of contributing institutions. The Board believes this is a much more effective and efficient way of achieving the purposes of the 1985 Amendments while providing for the uncertainties that may arise from future events.  

Note. -- The Touche Ross analysis and this recommendation relate only to loanable funds and do not include any discussion of the impact of the "adjustment" to loanable funds provided for in the regulation. In a separate part of their comments the Springfield and Texas banks did raise concerns regarding the adjustment, and their concerns are addressed in the discussions on § §  611.1142(h)(1) and (h)(6)(ii).  

Recommendation 2: The regulations must ensure that System institutions are not required to purchase Capital Corporation obligations to such an extent that they are left with a negative level of unallocated retained earnings.  

Touche Ross stated that assessments and purchases under the regulation may cause institutions to have negative URE and impaired member stock. Touche Ross projects that this could occur after an assessment weakened an institution and it was subsequently subjected to high operating losses. As discussed above, this projection is based on the assumption that the regulations would require these institutions to raise their interest rates. (Also see discussion on recommendation 4).  

The concern raised by Touche Ross is based on theoretical projections that do not take into consideration the safeguards in the regulations. The regulations prohibit the Capital Corporation from making an assessment or requiring purchases that would cause the impairment of an institution. In addition, to ensure that the resources of the institution are sufficient to protect against known risks in its portfolio, the regulations exclude from the computation of the institution's URE, the resources placed in the institution's allowance for loan losses. Finally, in order to provide for future events that could cause deterioration in the institution's portfolio the regulations contain two provisions that will protect the institution. 12 CFR 611.1142(i)(5) allows the Capital Corporation to redeem any nonvoting stock or other equities held by an institution that is impaired. The Capital Corporation may retire such obligations to the extent necessary to unimpair the stock of the institution up to the full amount of the Corporation's obligations owned. If the full retirement of obligations proves inadequate to restore member-invested stock to par, the institution would be eligible to receive financial assistance from the Corporation in accordance with that regulation. Second, the Capital Corporation is able to redistribute outstanding obligations annually to ensure that the cost of holding these obligations continues to be fairly distributed and based on each institution's relative financial strength and ability to pay.  

These last two provisions have been expanded further in the proposed amendments to § §  611.1142(h) (7) and (8), discussed earlier. The proposed amendments will require the Capital Corporation to retire its outstanding obligations that are owned by an institution that has impaired stock. Second, the proposed amendment will require an annual review of the financial condition of institutions that own Capital Corporation obligations and will require retirements or redistributions of such obligations between those institutions based on all of the criteria contained in §  611.1142(h)(6). This provision will provide the ongoing safeguard that will resolve the concern raised by this recommended amendment.  

Recommendation 3: The regulation should restrict the Capital Corporation's use of collected funds. Any funds obtained by the Capital Corporation through the collection of loans or sales of properties should also be returned to contributing System institutions on a pro rata basis.  

Touche Ross stated that the Capital Corporation should be able to use assessed funds only to purchase seriously deficient problem loans or foreclosed collateral, or to avoid stock impairment in weakened institutions. The Board is in complete agreement with this observation and notes that the Capital Corporation regulations published on March 13, 1986 (51 FR 8665) contain those same limitations on the Capital Corporation's activities.  
12 CFR 611.1142(i) contains a detailed list of criteria that must be met by an institution seeking financial assistance, including a requirement that the institution's stock is impaired or will be impaired within 90 days. The Capital Corporation is prohibited from providing direct financial assistance to an impaired institution in excess of the amount required to restore its member-invested stock to par, without the prior approval of the FCA (12 CFR 611.1142(i)(3)). In providing direct financial assistance, the Capital Corporation is also required to consider numerous other factors relating to the economic and financial condition of the institution requesting assistance and the entire System generally.  

The Capital Corporation regulations offers additional protections for contributing institutions. The Capital Corporation must require recipients of financial assistance, as a condition precedent to receipt of such assistance, to make such modifications in their operations as are necessary to enable the institutions to make a sound financial recovery (12 CFR 611.1142(i)(4)). In addition, recipients of assistance are subject to repayment requirements established by the Capital Corporation.  

The FCA Board believes the restrictions embodied in 12 CFR 611.1142 provide substantial protection for, and assurances to, contributors that the funds obtained by the Capital Corporation will be wisely utilized and that assessments and purchases of obligations will be the minimum amount needed for the Capital Corporation to carry out its obligations under the 1985 Amendments. These existing safeguards go well beyond the Springfield and Texas recommendation. The Board also notes that none of these protections are present with respect to financial assistance provided under loss-sharing or capital preservation agreements.  

Consistent with this recommendation, the Capital Corporation is only authorized to purchase nonaccrual loans and acquired properties from System institutions. Such purchases must be at the fair market value of the asset as defined under GAAP. The Capital Corporation is authorized at 12 CFR 611.1141(c)(3)(iii) to retire obligations issued to purchase eligible loans and acquired properties as such assets are sold. When obligations are retired using proceeds from the sale of assets, such retirement must be on a pro rata basis to the holders of the obligations. The decision to either retire obligations or reinvest proceeds from the sale of foreclosed loans and acquired properties in additional purchases of eligible assets will depend on a range of considerations that must be weighed by the Capital Corporation but will depend, in large part, on the then existing requests for financial assistance from other institutions.  

Recommendation 4: The regulation of interest rates for individual Farm Credit banks should be eliminated. The regulations should be amended to enable banks to maintain market-driven interest rates.  

Touche Ross objected to provisions of the assessment regulation at 12 CFR 611.1142(h)(6)(i) which, according to its interpretation, require banks and associations to increase lending rates to pay assessments to the Capital Corporation. Specifically, Touche Ross indicates that the assessment regulation requires banks and associations classified in Zone C to charge loan rates no lower than the average loan rate charged by similar System institutions. Based on this interpretation of the regulation, Touche Ross prepared an analysis of the projected consequences that would be experienced by the institutions in the Springfield and Texas Districts.  

In its analysis, Touche Ross estimates that the Springfield and Texas banks would be required to increase their loan rates by as much as 264 basis points. Based on information apparently provided to Touche Ross by the Springfield and Texas banks, Touche Ross projects that interest rate increases of that magnitude would result in a 39.2-percent decline in loan volume in the Springfield District and a 45.2-percent decline in loan volume in the Texas District. Their analysis further provides that this "borrower flight" would, in turn, require further increases in interest rates in order to cover operating expenses, increase risk exposure, and cause borrower stock impairment.  Ultimately, they project that these actions would result in the inability of the Springfield and Texas Districts to meet FCA's minimum capital standards and the eventual impairment of those institutions.  

This entire analysis, and virtually all of the adverse financial effects that Touche Ross believes would be caused by the assessment regulation, are a direct result of the assumption that 12 CFR 611.1142(h)(6)(i) requires banks and associations to increase their loan interest rates to the average level charged by other like System institutions. Accordingly, the Springfield and Texas Districts recommend that this section of the regulation be eliminated and that banks and associations be allowed to charge market-driven interest rates. 

This section in the regulation has been seriously misinterpreted.  The FCA's sole purpose in this section was to provide criteria by which the Capital Corporation could determine which System institutions had the capacity to absorb losses resulting from assessments and to require the Capital Corporation to carefully analyze the effect that assessments would have on the institutions' financial condition and interest rates.  Under the regulations it was determined that if a Zone C institution was charging above average interest rates, any assessments from that institution could only be made after a case-by-case determination of the effect on its interest rates. It is clearly not the intent of the regulation that any institution be required to increase its loan rate to provide funds to the Capital Corporation. There is no provision in the regulation containing such a requirement and the preamble to the final regulation clearly indicates the FCA's understanding that institutions subject to assessment will have the resources to absorb those losses without raising their interest rates (51 FR 21333). Moreover, this interpretation is, in fact, contrary to actions taken by the FCA relative to the establishment of interest rates subsequent to promulgation of the assessment regulation.  

Between June 1986 and the enactment of the 1986 Amendments, which deleted the FCA's interest rate approval authority from the Act, the FCA authorized substantial interest rate reductions in order to allow banks and associations to charge competitive loan rates. For example, Springfield and Texas FLBs and FICBs were authorized to reduce their rates between 100 and 148 basis points after the regulation's effective date. Since enactment of the 1986 Amendments, System institutions have had complete discretion in their rate setting, subject only to the requirements of the Act and safety and soundness concerns. (See 12 CFR 624.102, 51 FR 46597). 

Touche Ross also cites provisions in the proposed capital adequacy regulations which, if adopted, would require banks to maintain their interest spreads at the higher of their July 23, 1986 level or the last 3-year average (Proposed 12 CFR 615.5230(c) at 51 FR 26402). Touche Ross stated this provision would require banks and associations in the Springfield and Texas Districts to increase their borrowers' loan rates.  These regulations were published in proposed form and the FCA is still in the process of reviewing the comments and analyzing the regulations in light of the 1986 Amendments, particularly the elimination of the FCA's interest rate approval authority. Those regulations and the comments thereon will be addressed in the near future.  

Even though the FCA believes most comments relative to the effect of the regulation on the establishment of interest rates have not been based on a sound interpretation of the regulations, in light of the comments, the FCA Board has adopted proposed amendments that will eliminate any possibility of misinterpretation. In addition, as discussed with regard to §  611.1142(h)(6)(i), the Board adopted a proposed amendment which eliminates any reference to intra-System interest rate comparisons. Taken together, it will be absolutely clear that the regulations do not require institutions to increase their interest rates to provide financial assistance to the Capital Corporation.  

Appendix I to 611.1142(h) 

Appendix I contains the zone classifications and related levels of URE that are set forth as Table 1 of the proposed capital adequacy regulations. It is used by the Corporation in applying this regulation.  

Seven Senators, responding collectively, stated that the zone classifications reflect an inconsistent treatment of PCAs and that the supplementary material did not explain how these figures were derived.  They suggest that FCA should "explain the rationale for these classifications and accept comments on the reasons for these zone determinations." 

A California PCA stated that stockholders are treated unequally in these tables. The PCA explained that since the regulations set Zone C for PCAs at 2.3 percent of assets and districtwide PCAs at 4.8 percent the regulatory zones are discriminatory since they permit the Capital Corporation to assess more of the URE from smaller associations than they do from districtwide PCAs.  

A group of cooperatives expressed the view that the regulations do not provide for an equitable sharing of the burden of financing the Corporation because a disproportionate share of the burden will fall upon the BCs. They state that if this disparity is retained the problem can be cured if other provisions in the regulations are amended to provide for assessments from one type of institution, i.e., BC, to be used only to assist the same type of institution.  

The Board disagrees with the contention that the zones discriminate against small PCAs. The regulation allows a districtwide PCA to have a higher percentage of URE at the bottom of Zone C because of the risk concentration within such a district. The ability of the FICB to absorb the detrimental impact of a nonperforming, insolvent, or liquidating PCA is largely dependent on the size of the PCA obligation to the bank in relation to the bank's financial resources. Where all or substantially all of the resources within a district are concentrated in a districtwide PCA, the failure of that PCA would almost certainly result in the failure of the bank. This is usually not the case in the event of failure of an average PCA. To compensate for this concentration of risk exposure, the proposed capital adequacy regulations had to require large PCAs to maintain a higher amount of URE and, conversely, the assessment regulations had to provide that those PCAs could not be assessed to the same extent as other PCAs. Similarly, since BCs have historically operated profitably with substantially lower URE levels, the proposed capital adequacy regulations impose lower capital requirements on BCs than on other institutions and, conversely, permit their reserves to be drawn down below the levels of other institutions that have higher capital requirements.  

[bookmark: _GoBack]The basis for the zone structure used in these regulations and the proposed capital adequacy regulations is derived from the 1985 Amendments. Those amendments eliminated the debt-to-capital ratios that had previously controlled the capital levels of System institutions. In place of these limitations, Congress required the FCA to establish minimum capital levels for System institutions (12 U.S.C. 2154(a)). To do so, the FCA developed a zone structure for the proposed capital adequacy regulations (51 FR 26402). The purpose of the zone structure is to differentiate between System institutions based on their relative capital strengths. Each institution is classified in one of four regulatory zones (A, B, C, and D), based on the institution's level of URE. Institutions classified in Zone A have strong URE levels.  Institutions in the other zones have progressively lesser capital positions. The zone structure used for capital adequacy is also used in these regulations.  

"Total capital" is an accepted measure of the financial strength of any financial institution. In a System institution, "total capital" consists of borrower stock and retained earnings, both allocated and unallocated. The 1985 Amendments, however, exclude borrower stock and equities allocated to borrowers other than associations from the capital that is available to the Capital Corporation to provide financial assistance to other institutions. The FCA's zone structure adopts the same approach. The zone structure is based on the URE of System institutions. URE is nearly synonymous with "available capital and reserves" as defined in the 1985 Amendments, except that URE also excludes each institution's allowance for loan losses. The allowance for loan losses is an institution's most important protection against loan losses because it is based on an estimate, made in accordance with GAAP, of the potential losses in the institution's loan portfolio. By excluding the allowance for loan losses, the assessment regulations significantly reduced the level of "available capital and reserves" that would otherwise be available to the Capital Corporation. The only remaining "available capital" is URE, which is then converted into a UREP by dividing the URE by the total assets of the institution.  

The FCA used several different analytical approaches in the development of the zone levels. First, based on data provided by the System, the FCA analyzed the average levels of capital in general, and URE in particular, for each type of System institution for the years 1979-1985. Since a simple average would not provide an adequate measure of each institution's actual performance over the 7-year period, the FCA performed a statistical analysis of capital and URE for each bank in the System and for the PCAs and FLBs on a districtwide basis (i.e., a composite of all associations within a particular district). Since the resulting distribution from this analysis failed to show the degree of dispersion among PCAs that the FCA anticipated based on its knowledge of individual PCAs, five districts that had both strong and weak PCAs were selected for further testing. Data collected from the analysis of the dispersion, distributions, and statistics of the individual PCAs in the five districts varied substantially from the initial data aggregated by districts. Hence, further expansion of the PCA financial information was accomplished by including data from the remaining seven System districts. This information was extracted and compiled and the resulting statistics and distributions were assembled for use in formulating PCA zone boundaries. The staff also considered a 3-year projection prepared by the System with respect to capital positions of System institutions. The statistical and distribution information compiled during this analysis process was then used to establish alternative zone thresholds, which were used by the Board in establishing the zone boundaries in the regulations.  

List of Subjects in 12 CFR Part 611 

Agriculture, Banks, Banking, Organization and functions (Government agencies), Rural areas.  

As stated in the preamble, Part 611 of Chapter VI, Title 12 of the Code of Federal Regulations, is being amended as follows: 

PART 611 -- ORGANIZATION 

Subpart J -- Farm Credit System Capital Corporation 

1. The authority citation for Part 611, Subpart J, continues to read as follows: 
Authority: Secs. 4.28A-4.28L, 5.17, Pub. L. 99-205, 99 Stat. 1678.  

2. Section 611.1142 is amended by revising paragraph (h) to read as follows: 

* * * * * 

§  611.1142 General corporate powers. 
 
* * * * * 

(h) Funding. This paragraph establishes criteria and limitations under which the Corporation may assess System institutions to pay the Corporation's operating expenses, except interest expense; and require System institutions to purchase the Corporation's capital stock and debt obligations collectively termed "obligations," which are issued to enable the Corporation to provide direct financial assistance to System institutions experiencing financial difficulties and to purchase eligible loans and acquired property from System institutions.  

(1) For purposes of this paragraph, the following definitions shall apply: 

(i) "Adjusted loanable funds" means loanable funds adjusted to take into consideration the ability of an institution to sell eligible loans and acquired property to the Corporation. The adjustment shall be computed on the basis of the fair market value of such assets as defined in §  611.1142(1)(4).  

(ii) "Allowances for losses" means the allowance for losses on loans; allowance for losses on investments in paid-in surplus -- PCA; allowance for losses on loans in process of foreclosure, judgments, etc.; allowance for losses on acquired property; and any other valuation account established and maintained in accordance with Farm Credit Administration instructions or approval.  

(iii) "Available capital and reserves" shall have the same meaning as "unallocated retained earnings" for Federal land banks, Federal land bank associations, production credit associations, and banks for cooperatives. For Federal intermediate credit banks, "available capital and reserves" means "unallocated retained earnings" increased by legal reserve -- PCAs less impairment.  

(iv) "Generally accepted accounting principles" has the same meaning as that term as defined in §  621.2(a) of this chapter.  

(v) "Loanable funds" means interest-accruing assets ("loans" as defined in §  621.2(a)(13) of this chapter minus "nonaccrual loans" as defined in §  621.2(a)(15) of this chapter, plus eligible investment securities as defined in §  615.5140 of this chapter, plus other interest-accruing assets) minus interest-bearing obligations (Consolidated Bonds, Consolidated Systemwide Bonds, Farm Credit Investment Bonds, Consolidated Systemwide Notes, funds held accounts, notes payable, and other interest-bearing liabilities).  

(vi) "Total assets" means the total assets of an institution as determined in accordance with the Farm Credit Administration instructions for the preparation of reports of financial condition and performance. For banks for cooperatives, total assets shall be increased by participation loans sold by a bank for cooperatives to the Central Bank for Cooperatives and reduced by its investment in the Central Bank for Cooperatives.  

(vii) "Unallocated retained earnings" means the undistributed earnings of an institution that have not been allocated to the institution's members or patrons. The unallocated retained earnings for each type of institution are contained in the following accounts: 

(A) For Federal land banks: 
(1) Legal reserve, reduced by impairment; 
(2) Surplus reserve; and 
(3) Earned surplus.  
(B) For Federal land bank associations: 
(1) Legal reserve, reduced by impairment; 
(2) Surplus reserve; and 
(3) Earned surplus.  
(C) For Federal intermediate credit banks: 
(1) Surplus -- unallocated; 
(2) Surplus -- reserved, reduced by impairment; 
(3) Undistributed earnings; and 
(4) Reserve for contingencies -- unallocated.  
(D) For production credit associations: 
(1) Surplus reserved; 
(2) Undistributed earnings; 
(3) Earnings reserved for stock dividends; and 
(4) Earnings reserved for patronage distributions.  
(E) For banks for cooperatives: 
(1) Unallocated surplus; 
(2) Surplus reserved; and 
(3) Undistributed earnings.  

(iii) "Unallocated retained earnings percentage" means the relationship between the unallocated retained earnings of an institution and its total assets reflected as a percentage. The percentage is calculated by dividing unallocated retained earnings by total assets. 

(2) Notice of assessment and issuance of obligations.  

(i) The Corporation shall provide a written notification of any assessment or requirement to purchase the Corporation's obligations to the chief executive officer of each institution providing funds. The notification shall include the amount and purpose of the transaction, accounting and funds transfer instructions, and any other information the Corporation determines is necessary to complete the transaction(s).  Except as otherwise provided for in paragraph (h)(2), all System institutions shall pay assessments or purchase obligations within 10 days of the date of the notification and in the manner prescribed by the Corporation.  

(ii) Not later than 30 days after the effective date of this paragraph (h), the Corporation shall establish procedures that will permit an institution to request the Corporation to reconsider its notice of assessment or required purchase of obligations on the grounds that such notice is not in accordance with the provisions of paragraph (h). Such procedures shall provide an institution with the opportunity to request an extension of the period in which it must respond to a notice and shall contain provisions under which an institution can delay paying an assessment or purchasing obligations pending a final decision of the Corporation.  

(3) Assessment for operating expenses. The Corporation shall assess System institutions in accordance with this paragraph to cover the Corporation's operating expenses, except interest expense, at such times and under such circumstances as the Corporation determines are appropriate. For purposes of this paragraph, operating expenses shall mean all expenses incurred in the routine operation of the institution, including salaries, benefits, cost of space occupied, and all other business expenses included in an operating budget approved by the Corporation board of directors. Operating expenses shall not include payments of direct financial assistance made to eligible System institutions by the Corporation.  

(4) Purchase of Corporation obligations. The Corporation shall require System institutions in accordance with this paragraph to purchase the Corporation's obligations which are issued to obtain funds to provide direct financial assistance to eligible System institutions, to acquire eligible loans and loan-related assets, or to pay interest expense on debt obligations assumed by the Corporation in purchasing eligible loans and loan-related assets from System institutions. The Corporation shall utilize transactions which minimize the impact on the institutions providing funds, taking into consideration relevant economic, financial, and tax implications.  

(5) Adjustments of capital zones and unallocated retained earnings percentage. Assessments and requirements to purchase the Corporation's obligations are based in part on the zone classification of an institution as provided for in Appendix I to this regulation subject to the adjustments made in accordance with this paragraph. The FCA may adjust the zone classification or unallocated retained earnings of an institution for purposes of this paragraph based on the following criteria: 

(i) The amount of the allowance for loan losses or other valuation of an institution exceeds the amount that is required in accordance with generally accepted accounting principles. The excess amount in the allowance shall be considered unallocated retained earnings for purposes of determining assessments and requirements to purchase the Corporation's obligations.  

(ii) An institution has diverted unallocated retained earnings in violation of a Farm Credit Administration regulation or capital directive.  

(iii) An institution has material unrecognized gains that would, if realized, impact the computation of the unallocated retained earnings of the institution. Such instances include but are not limited to unrecognized gains on appreciated assets, and the fair market value of unrecorded assets such as mineral rights.  

(6) Funding criteria. To the extent necessary to fund its purchase of assets from System institutions and to enable the Corporation to extend direct financial assistance to eligible institutions, the Corporation shall, in accordance with the provisions of paragraph (h), assess or require System institutions to purchase obligations.  

(i) In equitably distributing the burden of such assessments as they are made from time to time, the Corporation shall require institutions which, in accordance with paragraph (h)(5) of this section, are classified in Zones A and B, to provide funds to the Corporation, prior to making assessments of or requiring the purchase of obligations by institutions classified in Zone C.
 
(ii) The Corporation shall not assess or require purchases of obligations of any institution classified in Zone D except when: 

(A) There are no institutions classified above Zone D; 

(B) The Corporation needs additional financial resources to provide assistance to eligible institutions; and 

(C) The Farm Credit Administration has not certified that the System is in need of Federal financial assistance and the Secretary of the Treasury has not purchased any obligations of the Capital Corporation in accordance with section 4.28J of the Act (12 U.S.C.  2216i). 

(iii) In making assessment or requiring purchases of institutions classified in Zones A through D the Corporation shall take into consideration the criteria contained in paragraph (h)(6)(iii).  

(A) The Corporation shall consider the effect that obtaining funds will have on the institution's loan rate. For purposes of this paragraph (h)(6)(iii)(A), institutions classified in Zones A, B, and C have sufficient resources to pay assessments and purchase obligations and absorb such expenses without raising their interest rates, taking into consideration the needs of other institutions and the objectives of the 1985 Amendments.  

(B) The Corporation shall ensure that the earnings capacity, loanable funds, and overall financial viability of an institution providing funds to the Corporation are not reduced by such action below the level necessary to enable the institution to provide credit to eligible borrowers on reasonable and competitive terms. For purposes of this paragraph (h)(6)(iii)(B), institutions which have a positive level of adjusted loanable funds have sufficient resources to pay such assessments or make such purchases. The Corporation shall not assess or require purchases from an institution that has negative adjusted loanable funds.  

(C) The Corporation shall not assess or require purchases of obligations from an institution if such action would cause the institution to lose its ability to obtain funds in public financial markets and to satisfy its individual liability on obligations. Because System institutions can obtain funds through the sale of systemwide/consolidated obligations, which are sold on the basis of the financial condition of the System as a whole, any assessment or required purchase of obligations does not affect the ability of an institution to obtain funds and satisfy its obligations if the institution is able to satisfy the collateral requirements contained in section 4.3 of the Act and participate in systemwide/consolidated issues.  

(7) The Corporation shall, not later than 60 days after the effective date of these amendments and thereafter on an annual basis, evaluate the ownership of its outstanding equity and debt obligations to determine whether the cost of providing assistance to other institutions is borne equitably by all institutions that are able to provide assistance. Each such evaluation shall be based on the criteria contained in paragraph (h)(6) of this section. Not later than 60 days after each such evaluation, the Corporation shall repurchase, retire or redistribute its outstanding obligations among System institutions, as necessary, to ensure that no institution is required to hold more than its proportionate share of such obligations as determined on the basis of the criteria contained in paragraph (h)(6) of this section, taking into consideration the relevant tax implications of such transactions.  

(8) In addition to the requirements of paragraph (h)(7) of this section, if the capital stock of an institution is impaired, or an institution has insufficient collateral to support a new or existing debt obligation, or an institution has negative adjusted loanable funds, the Corporation shall retire such amounts of its obligations held by such institution as are necessary to enable the institution to cure the impairment, collateralize the debt or have positive adjusted loanable funds.  

* * * * * 

William A. Sanders, Jr., 

Secretary, Farm Credit Administration Board.  
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