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Farm Credit System Regulatory Accounting Practices -- Temporary Regulations; Loan Policies and Operations -- Loss-Sharing Agreements 

AGENCY: Farm Credit Administration.  

ACTION: Final rule.  

SUMMARY: The Farm Credit Administration (FCA), by the FCA Board, adopts amendments to the regulations implementing the provisions of the Farm Credit Act Amendments of 1986 (1986 Amendments) (Pub. L. 99-509) relating to the use of regulatory accounting practices (RAP) by Farm Credit System (System) institutions and to a regulation relating to, among other things, the reversal of previously accrued financial assistance under System loss-sharing agreements. The 1986 Amendments authorize System institutions during the period July 1, 1986 through December 31, 1988, to defer certain specified expenses for regulatory purposes. As those expenses are incurred, they are capitalized and amortized over 20 years rather than expensed. Deferring expenses in the manner authorized by the 1986 Amendments is not in accordance with generally accepted accounting principles (GAAP). Regulations implementing RAP and the regulation prohibiting reversal of financial assistance were adopted in final effective December 24, 1986, with a request for comments. The amendments adopted by the FCA Board reflect consideration of all public comments made on these regulations.  

EFFECTIVE DATE: The amendments shall become effective upon the expiration of 30 days after this publication during which either or both Houses of Congress are in session. Notice of effective date will be published.  

FOR FURTHER INFORMATION CONTACT: Thomas Dalton, Financial and Analysis Division Farm Credit Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090, (703) 883-4460.  

TEXT: SUPPLEMENTARY INFORMATION: On December 24, 1986, the FCA published a Final Rule with Request for Comment (51 FR 46597) relating to use of RAP and reversal of accrued financial assistance and amended the RAP regulations on January 26, 1987 (52 FR 2670). The public was given until February 24, 1987, to submit comments on these regulations. A public hearing on the regulations was held at the FCA offices in McLean, Virginia, on February 27, 1987 (52 FR 2672, January 26, 1987). The FCA Board responded to one matter raised by the comments relating to use of RAP by Federal land bank associations (FLBA) and adopted an amendment to the RAP regulations at its special meeting on April 17, 1987 (52 FR 13423, April 23, 1987). 

Due to the financial condition of certain System institutions, the FCA Board at its special meeting on September 22, 1987 (52 FR 35349, September 18, 1987), amended the RAP regulations (52 FR 37131, October 5, 1987), to prohibit a System institution from retiring stock or participation certificates in accordance with RAP when the net worth of such institution reaches zero in accordance with GAAP and/or, in the case of a System bank, when that bank is unable to meet the collateral requirements to support issuance of consolidated or Systemwide securities in the national money markets. The FCA Board adopted the amendment as a final rule with a request for comments. 

On the final regulations, the FCA received comments from nine Farm Credit districts, the Farm Credit Corporation of America (FCCA), the Farm Credit System Capital Corporation (Capital Corporation), a law firm, the American Banker's Association (ABA), and the Financial Accounting Standards Board (FASB), and the testimony of several witnesses at the FCA public hearing. The FCA also received comments from the FCCA and two Farm Credit districts on the September 22, 1987 amendment relating to stock impairment. 

The FCA Board has analyzed and considered each comment and the testimony presented at the FCA hearing, and is responding to the comments on the basis of a thorough consideration of the merits of the points of view expressed. As a result of the FCA Board's analysis of the comments received, the FCA hereby publishes certain amendments to its final regulations published on December 24, 1986. 

General 

One Farm Credit district believes that the promulgation of the regulations under the good cause exception to ordinary rulemaking procedures was unjustified. The commentor stated that the FCA Board was aware of the content of the legislation before its enactment date of October 21, 1986, and could have published a notice of proposed rulemaking shortly after that date soliciting comments on issues of particular concern to the agency without a draft of the text. The commentor asserts that this approach would have enabled the FCA to give prior notice and opportunity for comment without obstructing agency functions after December 24, 1986. 

The FCA Board disagrees with these comments. As stated in the preamble to the final regulations (51 FR 46597, December 24, 1986), Congress enacted the 1986 Amendments on an emergency basis in order to address the serious financial condition of the System and to enable System institutions to use RAP in 1986 as soon as possible and directed the FCA to issue regulations for its use. Thus, it was imperative that the FCA have regulations in place prior to year end in order for System institutions to prepare financial statements for 1986 in accordance with the regulations. Because the two months between enactment of the 1986 Amendments on October 21, 1986 and December 31, 1986 did not provide sufficient time for the FCA to consider and issue proposed regulations based on the new legislation, send the proposed regulations to Congress 30 days prior to publication as required by the Farm Credit Act of 1971, as amended (Act) (Pub. L. 92-181), publish the regulations and allow at least 30 days for public comment, consider and respond to the comments, issue final regulations, and allow at least 30 days as required by the Act before the regulations became effective, the FCA Board issued the regulations effective December 24, 1986 with a request for comments (51 FR 46597-46601). 

Similarly, there was insufficient time for notice and comment with respect to §  624.114 relating to reversals of financial assistance. On October 14, 1986, System banks proposed to reverse at year end financial assistance accrued under the 37-Bank Capital Preservation Agreement (BCPA) as of third quarter 1986. Because the proposed BCPA amendment conditioned the reversal of accrued financial assistance on the availability and use of RAP, the FCA could not analyze the impact such an amendment would have on the financial condition of all System institutions until early December when the RAP guidelines were sufficiently developed for consideration in the analysis. Because the FCA needed to respond by December 31, 1986, the date upon which the proposed reversal would take place, the FCA Board adopted §  624.114 effective immediately with a request for comments (51 FR 46597-46601, December 24, 1986).  

The ABA commented that RAP can be expected to burden the System with an extraordinary drain on earnings (because of deferred expenses) far into the future. Therefore, RAP should be authorized for use only in the most extreme circumstances. Three Farm Credit districts expressed concern that the regulations are far too restrictive in permitting the use of RAP. Several System institutions noted in their testimony at the FCA hearing that interest deferral should be used to cure capital impairment.  

The FCA Board agrees that it was clearly the intent of Congress that deferral of loan loss provisions should only be authorized for use by System institutions that have incurred stock impairment and that use of RAP must follow the guidelines set forth in the regulations. The FCA Board also concurs with the System institutions that interest deferral may also be used to cure capital impairment. The FCA Board believes stock impairment would be considered a critical financial situation to any business organization, necessitating that extreme actions be taken. The FCA Board further agrees that improper use of RAP by a System institution could have an adverse impact on its earnings. However, §  624.102(c) properly addresses this concern by requiring institutions to charge rates of interest which are not less than competitive interest rates. Further, §  624.102 of the RAP regulations provides that in all instances interest rates charged must be sufficient to cover the institution's interest expense and other operating costs on a RAP basis.  

The ABA suggested that net System earnings above the minimum amounts needed to rebuild System reserves should be placed into sinking funds in order to repay the difference between RAP and GAAP. The ABA believes this would recognize the overall responsibility of all System institutions to assist in returning troubled institutions to full financial health and would serve to reduce the disparity in interest rates that might otherwise occur between financially strong institutions and those still struggling, even with the use of RAP.  

The FCA Board believes that a significant purpose of RAP is to permit System institutions experiencing high financing costs and high loan losses to amortize those expenses, and to use a portion of future earnings to pay for those expenses. Therefore, the costs of RAP shall be paid for over time by the institutions using RAP. Furthermore, the 1986 Amendments were intended to complement the Farm Credit Amendments Act of 1985 (1985 Amendments) (Pub.L. 99-205) which authorized the Capital Corporation to assess stronger System institutions in order to provide financial assistance to the weakened System institutions. Earlier this year, the FCA Board published proposed amendments to the regulations relating to assessments of the Capital Corporation, 12 CFR 611.1142(h) (52 FR 13694, April 24, 1987), for the specific purpose of assisting financially troubled System institutions. Finally, the System institutions have a number of self-help agreements and are developing other arrangements to assure financial assistance to weakened institutions apart from statutory and regulatory mechanisms. Accordingly, the FCA Board declines to adopt the suggestion.  

The FCCA and two Farm Credit districts commented that the regulations should be clarified by providing that any amount which is otherwise eligible to be capitalized, but which is not capitalized because it is not needed to avoid stock impairment, may be carried forward for RAP purposes to any subsequent period ending on or before December 31, 1988, and capitalized during such subsequent period to the extent necessary to cure stock impairment. 

Provisions of the 1986 Amendments pertaining to the deferral and capitalization of additions to the loan loss allowance are clear in that such deferrals are to be made on an annual basis. Therefore, the FCA Board believes that Congress did not intend that such additions to the allowance that are eligible for deferral and capitalization in any one year to be carried forward into subsequent years. In any event, §  624.102, pertaining to interest deferrals and capitalization, already provides for this unused/carry-forward treatment in regards to deferrals of excessive interest costs. 
A law firm and one Farm Credit district commented that the regulations, as written, do not allow for the benefits obtained by a Federal land bank (FLB) from the utilization of RAP to flow through to its associations. They suggested that the regulations be clarified to allow for this pass-through and thus effectuate the congressional intent of the 1986 Amendments.

The FCA Board agrees with this comment and the regulations have already been amended by the FCA Board, at its special meeting on April 17, 1987, to authorize the FLBAs to use RAP to cure their stock impairment in the same district where the FLB is also using RAP to cure its stock impairment. This amendment is set forth in §  624.104. 

The FCA Board responds, section by section, to the remaining comments. 

Section-By-Section Analysis and Response to Comments 

PART 624 -- FARM CREDIT SYSTEM REGULATORY ACCOUNTING PRACTICES -- TEMPORARY REGULATIONS

Section 624.100 General.  

The FCCA and several Farm Credit districts commented that the regulation should be clarified to allow for the continued deferral and amortization of amounts capitalized prior to December 31, 1988, for the full 20-year amortization period. They stated that if the regulation is not clarified, the 20-year amortization period contemplated by the 1986 Amendment and by the regulations themselves would arguably nullified when the RAP regulations sunset on December 31, 1988.  

The FCA Board agrees with this comment and has amended the regulation to extend its effective date to 20 years subsequent to December 31, 1988, or December 31, 2008, for the purpose of amortizing amounts capitalized prior to December 31, 1988.  
Section 624.102 Deferral of Interest Costs on Debt.  

The FCCA and several Farm Credit districts recommended that §  624.102(a) be revised to reflect the option contained in the 1986 Amendments that permits a bank to pay current market interest plus a premium to a third party who is thereupon obligated to pay the full amount of interest due on the bank's obligations, and thus indicate the possibility of a true debt defeasance.  

The FCA Board believes that §  624.102(a) currently provides for the opportunity of a true debt defeasance. In addition, section 4.8 of the Act granted System banks authority to repurchase and retire debt early even before the 1986 Amendments were enacted. Furthermore, the more detailed authority in the 1986 Amendments permitting third parties to be paid current market interest plus a premium to assume debt obligations does not require implementing regulations. In addition, upon enactment of the 1986 Amendments, System banks routinely entered into such third-party transactions based on the statutory authority. Accordingly, the FCA Board has determined it is unnecessary to restate the statutory authority in the regulations. The FCCA and a Farm Credit district commented that since the 1986 Amendments expressly contemplate the repurchase of Systemwide securities, the FCA's Capital Directive No. 1 requiring prior approval of such transactions, is superseded to that extent. The commentors further state that they both assume that FCA approval of such transactions are not required under §  624.102(a).  

The FCA Board disagrees with the assumption that the 1986 Amendments in any manner superseded the 1985 Amendments and therefore, superseded the FCA Capital Directive No. 1. This Directive was established pursuant to the 1985 Amendments to set the minimum level of adequate capital and to ensure that funds were available for providing financial assistance to other System institutions and were not dissipated through actions outside the normal course of business. In the legislative history, Congress reaffirmed that the FCA must continue to implement the 1985 Amendments. H.R. Conf. Rep. No. 1012, 99th Cong., 2d Sess. 230 (1986). In addition, Congress intended that the FCA use its authority to establish capital adequacy to ensure that the System does not take actions that threatened its viability. H.R. Rep. No. 967, 99th Cong., 2d Sess. 6 (1986). Accordingly, the FCA Board has determined that the Directive continues to apply to the repurchase of debt obligations.  
One Farm Credit district commented that §  624.102(d) should be amended to clarify that the "costs" listed are only three among many criteria that are relevant to the appropriateness of a rate and that the generation of earnings sufficient to cover the GAAP loan loss reserve is not necessarily a determining factor in the adequacy of a rate. It therefore requested that additional criteria be added.  

The FCA Board strongly disagrees with this comment regarding §  624.102(d). A business must consider all costs, including costs associated with individual products as well as all other products and operating costs. Although certain costs will vary according to product volume and other costs may be determined to be recoverable over a longer term, it is critical that a business identify all its costs and set forth a product pricing strategy to cover these costs in the long term. Accordingly, if a System institution, as any business, was to price its loan products without being cognizant of its cost structure, both short- and long-term, its profitability and therefore financial viability would be drawn into question. Assertions have been made that an institution must consider other factors such as access of borrowers to alternative sources of credit, the need to establish reserves, and the volume of net new borrowing in setting rates above the enumerated costs in §  624.102(d). However, the FCA's evaluation criteria for interest rate programs reflect those minimums necessary to insure that the program permits the continued viability of the institution. For the reasons stated above, the FCA Board believes §  624.102(d) does not require any change.  

Section 624.103 Deferral of the Provisions for Loan Losses.  

The FCCA and one Farm Credit district commented that it is unclear how §  624.102(a) would apply to excess loan loss provisions for the calendar year 1986, since the relevant period commences on July 1, 1986, and excess provisions are to be determined on an annual basis. The FCCA stated that the legislative history reflects a clear intention to permit institutions to take into account any provision for loan losses during the period January 1, 1986 through June 30, 1986 in determining the amount, if any, of the provision for loan losses accrued after June 30 that may be capitalized and amortized. Accordingly, the FCCA believes that this section should be clarified to reflect that, while only that portion of the excess provision which accrued after June 30, 1986 may be capitalized, the provision for the entire year may be taken into account in determining whether or not an excess provision exists. One Farm Credit district commented that capitalization and amortization of the provision should be permitted for the full calendar year of 1986.

In calculating the amount of loan loss provisions that may be amortized for the period July 1, 1986 through December 31, 1986, the FCA Board agrees that in determining whether an institution has satisfied the 1/2 of 1 percent threshold, the institution could include its provisions for losses taken in the first half of 1986. However, the portion capitalized shall in no event exceed the amount of provisions made by the institution during the last half of 1986. The FCA Board believes this calculation is reflected in the regulation and, therefore, an amendment is unnecessary.  

Regarding §  624.103(b), one Farm Credit district commented that there is no need to require an institution, as a prerequisite to the full utilization of RAP, to execute a management agreement with the Capital Corporation if that institution is operationally sound and its need to use RAP results primarily from its having provided assistance to other institutions. In addition, the FCCA and two Farm Credit districts believe that the use of the term "management agreement" creates a conflict with section 5.17(a)(2) of the Act, which requires stockholder approval of certain management agreements. Therefore, they believe that the word "management" should be stricken from the regulation to preclude any inference that the agreement would require the approval of stockholders.  

The FCA Board does not believe that an agreement with the Capital Corporation is unnecessary. The RAP regulations were intended for use by those System institutions who experienced extreme financial difficulties due to significant loan losses and/or high debt costs which resulted in the impairment of the institution's capital stock. An institution experiencing significant loan losses or having excessively high debt cost would not be in a financial condition to provide financial assistance to other institutions. Similarly, if an institution is experiencing financial difficulties that are due to reasons other than extraordinary loan losses or excessively high debt costs, such an institution would not have the opportunity to use RAP since it would not have any loan loss or interest amounts eligible for RAP deferral. Even if an institution had provided financial assistance, it must also have experienced severe financial difficulties due to excessive loan losses and/or high debt cost in order to be eligible to use RAP. The FCA Board believes that if this situation (excessive loan losses or high debt costs) exists in any institution, the criteria for entering into an agreement with the Capital Corporation is appropriate and must be consistently applied. 

The inclusion of the term "management agreement" was not intended to have the same meaning as found in section 5.17(a)(2) of the Act. The FCA Board agrees with the comments relating to eliminating the word "management" in §  624.103(b) and has amended the regulation accordingly. 

The Capital Corporation and one Farm Credit district commented that §  624.103(c) should be amended to permit the payment of dividends to the Capital Corporation on preferred stock purchased by the Capital Corporation. The commentors believe that amending the regulation will not circumvent the restrictions on charging lower than competitive interest rates and will, in fact, further the intent of Congress since the dividends will be used by the Capital Corporation to provide assistance to other System institutions experiencing financial difficulties. 

The FCA Board disagrees with the comments recommending that the regulations be amended to authorize institutions using RAP to pay dividends on Capital Corporation preferred stock. The regulation's prohibition against dividend payment is essential to curing the extreme financial difficulties of institutions using RAP. Preferred stock purchases by the Capital Corporation, if any, are to be used as a supplement to the RAP regulations. Amending the regulations to authorize cash dividend payments to the Capital Corporation would have the same negative financial impact as authorizing dividend payments to other stockholders; that is, draining the institution of cash resources that have earnings potential. 

Section 624.105 Retirement of Equities. 

The Capital Corporation commented that §  624.105 should be revised to permit explicitly the issuance of preferred stock to the Capital Corporation by a System institution that is capitalizing and deferring a portion of its provision for losses in accordance with RAP at a price in excess of par (rather than at the par amount), to permit the retirement of such preferred stock at the purchase price paid for such stock (rather than at the par or book amount), and to permit the payment of dividends based on the purchase price of the stock (rather than the par amount). 

The FCA Board can find no basis for amending the regulations to authorize such treatment of preferred stock. Though there are no prohibitions in any existing provisions of the Act or regulations against allowing the price paid for any type of capital stock purchase to exceed par value, stock or participation certificates must be retired at par or face amount not to exceed book value. See e.g., 12 U.S.C. 2034, 2073, 2094, 2126. In addition, as a matter of practice, all System institutions issue stock or participation certificates at a purchase price equal to par or face amount. To accommodate such a regulatory change would necessitate an amendment to the Act of Congress. The Act and FCA regulations permit payment of dividends; however, the rate of dividends is based on the par value of capital stock. 

The FCCA, the Capital Corporation, and two Farm Credit districts commented that §  624.105(b) should be clarified to indicate that book value, rather than par or face amount, is to be determined in accordance with RAP. These commentors suggested that the phrase "the issuance and retirement of stock and participation certificates at par or face amount as determined in accordance with RAP" be replaced with the phrase "the retirement of stock and participation certificates at the lesser of (i) par (or face amount) or (ii) book value as determined in accordance with RAP" in order to avoid any confusion over the concepts of par and book values and to recognize the fact that, under the Act, stock is always issued at par. The FCCA also suggested that conforming changes be made in §  624.105(a).  

The FCA Board agrees that the regulatory language should be amended to clarify that capital stock is issued at par value or face amount in all instances. An institution's use of RAP or GAAP has no effect on the par or face amount of the capital stock, only on how the capital stock is valued on its books. Therefore, paragraph (b) of §  624.105 has been clarified to reflect that stock and participation certificates will be issued at par value (or face amount) and that they will be retired at the lesser of par (or face amount) or book value in accordance with RAP, subject to certain specified requirements. 

The FCCA, the Capital Corporation, and four Farm Credit districts addressed the requirement in §  624.105(b)(1) that an institution obtain a legal opinion if it desires to utilize RAP to retire impaired equities at par. Because the opinion must state that the retirement of equities at par conforms with the requirements of all applicable laws, one district expressed concern that the opinion may be impossible to obtain, therefore undermining Congress' desire to avoid impairment of borrower equity. Accordingly, this district believes that the requirement of a legal opinion should either be deleted or clarified to reflect that the retirement complies with each bank's bylaws and applicable laws and regulations. While the Capital Corporation believes that the requirement of a legal opinion is sound, it commented that "the current language relating to the 'basis' of the issuance and retirement of equities is too vague as to the issues upon which the FCA is requesting an opinion." The Capital Corporation recommended that the opinion language be revised so that the legal opinion regarding issuance and retirement of stock is based on compliance with the Act. The FCCA and three Farm Credit districts requested that this section be revised to allow an institution using RAP to retire stock par, provided that independent legal advice is obtained, appropriate disclosure is made to stockholders, and the board of directors, and management decide that the stock retirement under RAP is based on sound business judgment. 

The FCA Board does not agree with the comments that the regulation is too vague or that the legal opinion should be limited to compliance with RAP or to issuance and retirement of stock in accordance with the Act. The regulation requires that the independent counsel examine the policies and procedures to be followed in retiring such equities to determine whether they are in accordance with the legal responsibilities the institution has with respect to all stockholders, including the requisite disclosures that should be made to retiring, current, and new stockholders. Such legal responsibilities extend beyond the narrow focus of RAP or the Act. It is clearly an institution's responsibility to ensure that all of its activities are performed in accordance with all applicable laws and regulations. The FCA Board, accordingly, does not believe this requirement to be overly burdensome or prohibitive; in fact, this should be an established practice within System institutions as it has been with the business community at large. Furthermore, the FCA Board does not believe that this requirement is impossible to meet or has otherwise rendered the regulations void. The FCA Board finds that the regulation does not prevent institutions from using RAP to cure stock impairment and permit orderly borrower stock retirement upon loan repayment as asserted by the commentors. The FCA Board is unaware of any System institution that has been unable to obtain an opinion required by these regulations. The FCA Board is also unaware of any institution that is using RAP that is not also retiring its stock on a par value basis in accordance with the regulations. 

Comments on the October 5, 1987 amendment, prohibiting stock retirement at par value when a System institution reaches zero net worth in accordance with GAAP, were received from the FCCA on behalf of its members and two Farm Credit districts. None of the comments objected to the substance of the regulation or suggested amendments to it. The FCCA agreed that equity retirement should be prohibited if an institution has zero or negative net worth under GAAP, but pointed out that legislation passed by the House of Representatives would provide Federal guarantees of such equities. The FCCA also stated that the value of capital should be determined using RAP for purposes other than equity retirement even when net worth under GAAP is zero or less. According to the FCCA, a System institution should not be declared insolvent by FCA because it has zero capital under GAAP if it has ample capital under RAP. The FCCA also believes that the 1986 Amendments give the FCA authority to establish flexible lending limits based on RAP even though an institution may have zero net worth under GAAP. 

The two Farm Credit districts adopted the FCCA comments. One Farm Credit district also questioned the FCA's publication of the amendment as a final rule without prior notice and opportunity for comment. This district stated that the financial condition of certain institutions is not a sufficient basis to promulgate a regulation without prior notice and comment, particularly when pending legislation would correct the perceived problems in stock retirement by institutions using RAP. 

The FCA Board appreciates the FCCA's remarks on whether insolvency and lending limits should be based on RAP, but they do not address the issues upon which comments were requested. Regarding the remaining comments, the FCA Board believes that the regulation was properly promulgated as a final rule with a request for comments. At the time the regulation was adopted, several System institutions were approaching zero net worth on a GAAP basis. If the FCA had not acted immediately, continued stock retirement by such institutions may have led to a situation in which their nonviability could be avoided only through substantial outside assistance, irrespective of the continued availability of RAP. The FCA Board recognizes that legislation pending in Congress may alleviate these financial concerns and may provide Federal guarantees for these equities. However, such legislation has not as yet been enacted and the FCA must responsibly address the impact that stock retirement may have upon the safety and soundness of specific institutions and upon the System as a whole. 

Regarding §  624.111(b), the FCCA and several Farm Credit districts believe that the restriction that prohibits the use of RAP until after the institution has been given notice that the Capital Corporation is unable to provide financial assistance is unnecessary and inappropriate. They believe this condition does not reflect the intent of Congress, that recent litigation concerning the assessment regulations has made the availability of assistance from the Capital Corporation even more uncertain, and that the nature of relief under RAP is entirely different from that of Capital Corporation assistance. 

The FCA Board finds the commentors' views that there is no statutory basis in the 1986 Amendments for the Capital Corporation's involvement to be without merit. The legislative history indicates continued congressional support for the 1985 Amendments. H.R. Conf. Rep. No. 1012, 99th Cong., 2d Sess. 230 (1986); see H.R. Rep. No. 967, 99th Cong., 2d Sess. 8 (1986). The Capital Corporation was established by Congress under the 1985 Amendments to the Act for the specific purpose of marshalling the resources of the System and using these resources to provide financial assistance to those System institutions that the Capital Corporation determined needed assistance. Since the use of RAP does not provide any direct financial assistance to an institution but only provides a longer time to absorb certain expenses, the FCA Board believes it necessary that a determination be made regarding whether an institution using RAP will also require any direct financial assistance to ensure its eventual return to financial viability. The FCA Board, however, has amended the last sentence of paragraph (b) of §  624.111 to state more clearly the determination to be made by the Capital Corporation. 

Section 624.113 Financial Reporting and Disclosure. 

The ABA agrees with the disclosure requirements set forth in §  624.113; however, it believes that System bonds should be accompanied by prospectus to alert prospective investors of the impact of RAP. 

System institutions, through their System Funding Corporation, issue consolidated Systemwide financial statements on both a quarterly and annual basis. These financial statements provide essentially the same information that would be provided in any prospectus. These statements include a separate discussion on the use of RAP and are made available to any potential investor together with any public press releases from either the System's Funding Corporation or brokerage firms that market System offerings. The FCA Board believes that these disclosure mechanisms are adequate to alert investors of the impact of RAP. 

The FASB agrees with the requirement of §  624.113 that financial statements continue to be prepared in accordance with GAAP. However, the FASB is concerned that a reconciliation of financial information may be confusing and potentially misleading to the users of the financial statements. The FASB believes that the reconciliation required by §  624.113 (b) and (c) "may cast doubt on the appropriateness of accounting principles used in the general-purpose financial statements by failing to distinguish for the user the qualitative difference between amounts determined in accordance with generally accepted accounting principles and amounts determined in accordance with the temporary regulations." 

The FCA Board understands the concern of the FASB in assuring that users are not mislead or confused by disclosure of the effects that the use of RAP has upon an institution. Accordingly, the regulations have been amended to place the discussion of RAP in the management's commentary section of the disclosure, thereby separating RAP disclosure requirements from the primary financial statement disclosure in the footnotes. This allows the institution to provide appropriate footnote disclosure on a GAAP basis, as recommended by the FASB. In addition, the regulation has been amended to ensure that the use of the RAP regulations is clearly disclosed.  

Two Farm Credit districts commented that §  624.113(a) should be revised to reflect the intent of Congress to have institutions using RAP present their financial statements in accordance with RAP. Another Farm Credit district also questioned the requirement in §  624.113(a) that a System institution using RAP maintain its allowance for losses in accordance with GAAP when its provisions are being recorded in accordance with RAP.  

The FCA strongly disagrees with the contention that Congress intended, through the 1986 Amendments, to mandate that financial statements be issued to stockholders and other interested parties on a basis other than GAAP. In the 1985 Amendments, Congress clearly stated its intent that System institutions issue audited financial statements that had been prepared in accordance with GAAP. H.R. Rep. No. 425, 99th Cong., 1st Sess. 25 (1985). During consideration of the 1986 Amendments, Congress reaffirmed the basic premise that System institutions should operate in accordance with GAAP except for a limited period to amortize certain costs and loan loss expenses. H.R. Conf. Rep. No. 1012, 99th Cong., 2d Sess. 230-231 (1986); H.R. Rep. No. 967, 99th Cong., 2d Sess. 8, 15 (1986). With respect to the issue of whether the allowance must be maintained on a GAAP basis, the FCA Board believes the 1986 Amendments were clear in this regard. In the 1986 Amendments, the statement is made that System institutions may "capitalize annually their provision for losses," provisions for losses being defined as the additions to the allowance and not the allowance account. H.R. Conf. Rep. No. 1012, 99th Cong., 2d Sess. 6 (1986). This statement and others in the supporting legislative history indicate that Congress intended that a portion of the provisions (additions to the allowance) be capitalized and maintained separate from the allowance account, but intended that the allowance for losses account be maintained on a GAAP basis. H.R. Conf. Rep. No. 1012, 99th Cong., 2d Sess. 230 (1986).  

The FCCA and several Farm Credit districts commented that the additional notices required by §  624.113(b)(1) are unnecessary and redundant with respect to stockholders who receive the financial statements. Likewise, they believe the notice to applicants required by §  624.113(b)(2) could just as well be served by providing applicants with copies of the most recent quarterly report. In addition, they recommended that §  624.113 (b)(1) and (c) be clarified by providing that the 30-day period for giving notice to stockholders and to the FCA should commence on the date the institution closes its books for the fiscal period during which RAP was adopted, rather than on the last day of such fiscal period. The commentors stated that it was impractical for an institution to be able to provide notice to stockholders until 30 days after it closed its books.  

The FCA Board has no objections to the disclosure requirements in §  624.113(b) (1) and (2) being incorporated into the institution's financial statements and used as the vehicle of notification required by those sections, so long as the time constraints in those sections are achieved. No regulatory amendment is necessary to permit this result. Due to the potential impact upon existing and prospective stockholders, the FCA Board does not believe notification in 30 days of adoption of RAP is unreasonable. In fact, institutions that anticipate using RAP should be proactive in this matter by providing prior notification of that intention to its stockholders.  

The FCA Board disagrees with the comments that the measurement date by which the 30-days disclosure requirement should start needs clarification. The regulations clearly provide that the measurement date commences on the date an institution adopts and uses RAP. For instance, if a System board resolution provided that RAP was to be adopted effective December 31, 1986, notifications are required to be provided to existing stockholders and loan applicants on January 30, 1987. The FCA Board recognizes that this requirement makes an institution decide on a timely basis whether to adopt the use of RAP. However, the FCA Board also notes that the RAP regulations were effective December 24, 1986, and considers that the significance of the usage of RAP warrants disclosure within 30 days of adoption. The FCA Board expects that institutions using RAP will provide both stockholders and each loan applicant with the most current information available regarding the book value of the institution's stock and participation certificates on a GAAP basis. Section 624.113(b)(1)(ii) has been amended to reflect that book value is to be on a GAAP basis. Though the FCA Board expects that notification will be given to existing stockholders only upon an institution's adoption of RAP, new loan applicants are to be notified concerning the use of RAP until the institution no longer uses RAP.  

Section 624.114 Financial Assistance.  

Several Farm Credit districts believe that §  624.114, which prohibits reversals of financial assistance, should be rescinded. They commented that FCA had no statutory authority to promulgate the regulation, that it is not authorized by the 1986 Amendments, that the regulation does not reflect the intent of Congress, and that the FCA cannot change the understanding of all parties by promulgating a regulation which overrules the conditions and understandings of the BCPA resolution concurred in by the FCA. One Farm Credit district stated that the FCA's authority to approve System loss-sharing agreements under the Act and FCA regulations does not provide sufficient authority to promulgate §  624.114. Another district noted that FCA's authority to approve or disapprove such amendments is limited. This commentor also argued that §  624.114 violates a court order in Caprock-Plains Federal Land Bank Association v. Farm Credit Administration, No. CA-5-85-267 (N.D. Tex., March 11, 1986 and March 5, 1987) that the FCA has no authority to compel a transfer of funds from one System institution to another. The district contends that §  624.114 compels a transfer because it requires the permanent transfer of the financial assistance accruals to the receiving institutions. 
 
Two Farm Credit districts commented that they support §  624.114 and believe that the best interests of the System require that the third-quarter capital preservation agreement accruals remain in place. Therefore, they believe it would be inappropriate to amend, change, or delete any portion of this regulation. 

The FCA Board strongly disagrees with the comments that the authority of the FCA to approve loss-sharing agreements under the Act does not include the authority to issue §  624.114. 12 U.S.C. 2012(22), 2053, 2072(18), 2093(15), 2122(18).  

In addition to its authority to approve loss-sharing agreements, the FCA's general rulemaking authority under 12 U.S.C. 2252(a)(10) to "prescribe rules and regulations necessary or appropriate for carrying out this Act" provides the FCA with the power to issue §  624.114 to deal with the financial crisis that may otherwise occur without it. As to the comments asserting that the regulation is not authorized by the 1986 Amendments and does not reflect congressional intent, the FCA Board notes that the FCA does not rely on the provisions of the 1986 Amendments as authority for issuing §  624.114. However, the FCA Board believes that §  624.114 is consistent with the congressional intent of both the 1985 Amendments and the 1986 Amendments. 

The FCA Board promulgated this regulation to disapprove the System banks' proposed amendment to the BCPA to allow reversals of financial assistance accrued under the BCPA during the third quarter of 1986 and to place all System institutions on notice that, in light of the then financial condition of certain System institutions and the System as a whole, no amendments to existing System loss-sharing agreements permitting reversal of financial assistance accrued prior to October 1, 1986 would be approved. 

The FCA Board action in adopting this regulation was a result of both its determination to disapprove a specific proposal regarding reversal of accrued financial assistance and its determination that a general rule was necessary to address that and other potential proposals. The specific proposal was embodied in a resolution of the System Finance Subcommittee (SFS) and System Finance Committee (SFC) of October 14, 1986 which sought FCA approval to activate the BCPA as required under the agreement for the third quarter of 1986. The SFS resolution also requested approval of a proposed amendment to the BCPA to permit the contributing banks to reverse the third-quarter contributions. The reversals were conditioned, in part, on the FCA's approval of the receiving banks' use of RAP, expected to be authorized by Congress in the then-pending legislation. 

The FCA approved the activation of the BCPA for the third quarter of 1986, but deferred approval of the proposed amendment until after the FCA had an opportunity to consider the application of the use of RAP. Following passage of the 1986 Amendments, the FCA analyzed the statute, developed regulations for the use of RAP, analyzed System financial data and financial projections, and assessed the impact of the proposed reversals on the financial condition of the banks involved. The FCA concluded that the reversals should be prohibited to protect institutions facing imminent stock impairment even with the use of RAP. The FCA determined that the reversals would have left some System institutions with insufficient collateral to continue issuing debt obligations in the national money markets. The collateral deficiency would have threatened the immediate viability of such institutions irrespective of the availability of RAP. Accordingly, the FCA Board concluded that the issuance of a rule of general applicability was necessary to prohibit this amendment and any other such proposals that may have a similar impact (51 FR 46597-46601, December 24, 1986).  

The FCA Board recognizes that the conditions giving rise to this prohibition may change. At the time of issuance of §  624.114, the FCA Board identified factors that may warrant a reevaluation of the prohibition against reversing financial assistance accrued prior to October 1, 1986: 

[bookmark: _GoBack]The FCA is aware that efforts are under way in the System to develop and implement various steps to deal with collateralization, including agreements that would provide for the sharing of collateral among System institutions. If, at a future date, the System implements collateral-sharing agreements, or other actions that are demonstrably effective in correcting existing or potential collateral deficiencies that could otherwise preclude an institution from satisfying the collateral requirements for the issuance of debt, the FCA Board will be in a position to reexamine whether, within the context of the then-existing financial condition of the System, this regulation should be modified or deleted to permit the reversal of financial assistance transferred under the Capital Preservation Agreements. In considering such action in the future, the FCA Board will also have to be assured that the System has taken such other appropriate actions as are necessary to ensure that the reversal of financial assistance will not negatively impact the solvency of the institutions that are affected. (51 FR 46599, December 24, 1986) 

The FCA Board believes that current circumstances do not warrant a removal of this prohibition. Certain Farm Credit districts have collateral-sharing agreements that continue to make collateral available to certain System institutions for issuance of debt obligations. However, these intradistrict agreements are very temporary in nature, and agreements have not yet been established on a Systemwide basis. Moreover, the financial condition of certain institutions has deteriorated further, placing those institutions close to zero net worth under GAAP, and close to having insufficient collateral to support issuance of debt obligations. Assistance from the Capital Corporation is not available to replace the accrued financial assistance as a result of numerous lawsuits filed by System institutions challenging the 1985 Amendments and the implementing regulations relating to the Capital Corporation's assessment authority. Therefore, reversal of accrued third-quarter 1986 financial assistance at this time would endanger the continued viability of some System institutions at a time when Congress is in the late stages of enacting legislation addressing many issues raised by the reversals. Accordingly, the FCA Board declines to remove the prohibition against reversal of financial assistance at this time. 
One Farm Credit district stated that §  624.114 effectively nullifies the intent of the 1986 Amendments that RAP be applied retroactively to July 1, 1986. The FCA Board disagrees. FCA regulation §  624.102 allows System institutions to amortize interest expenses incurred during the period July 1, 1986 to December 31, 1988 as provided in the regulation. FCA §  624.103 permits a System institution meeting the enumerated criteria to capitalize and defer its addition to the provision for loan losses made for the period from July 1, 1986 to December 31, 1988. No corresponding right to reverse assistance accruals retroactively to July 1, 1986 is found in either the statute or its legislative history. 

Similarly, several commentors stated that Congress understood the right to reverse to be a condition of activation of the BCPA and provision of the third-quarter 1986 assistance to receiving institutions, and that Congress specifically made RAP retroactive to July 1, 1986 to accommodate the planned reversal. Thus, they argue that §  624.114 is contrary to the 1986 Amendments. One commentor states that, had Congress not understood there to be agreement on the issue, it would explicitly have provided for such reversal in the legislation. The FCA Board finds no support for these assertions either in the statute or legislative history. Furthermore, the FCA Board does not believe that Congress intended for the FCA to permit the System to take any actions which would immediately result in the collateral deficiency of System banks. The FCA Board agrees with the comments of some Farm Credit districts that a purpose of the 1986 Amendments was to delay the need for the infusion of direct Federal assistance, and that the 1986 Amendments were specifically focused on methods that troubled banks themselves could use to work through their financial difficulties. By preventing the immediate collateral deficiencies that would have resulted from reversal of the accrued financial assistance, §  624.114 furthers the legislative purpose of the 1986 Amendments and is an appropriate exercise of FCA's general rulemaking authority. 

The FCA Board also agrees with one commentor that Congress did not intend for the Capital Corporation to amend, replace or supersede the System loss-sharing agreements. The FCA Board does not believe that the mechanism for sharing System resources under the 1985 Amendments, nor the establishment of RAP under the 1986 Amendments, was intended by Congress to replace the existing statutory, regulatory, or voluntary System arrangements, such as loss-sharing, but were intended to support and complement these arrangements. H.R. Rep. No. 967, 99th Cong., 2d Sess. 8-9 (1986); H.R. Conf. Rep. No. 1012, 99th Cong., 2d Sess. 230 (1986); 132 Cong. Rec. S16944 (daily ed. Oct. 17, 1986) (remarks of Sen. Cochran). 

The FCA disagrees with the comment that §  624.114 disregards the congressional intent of the 1986 Amendments that banks not be forced to contribute to the point of impairment. Congress provided for the use of RAP to cure such impairment. For similar reasons, the FCA Board disagrees with the assertion that the prohibition against reversals could have been eliminated or at least diminished if the FCA had authorized the use of RAP within the full limits of the 1986 Amendments. As previously noted, even with the use of RAP some institutions were close to having insufficient collateral to issue debt obligations, which collateral deficiency is not cured by the use of RAP. 

The FCA Board also rejects the comments that §  624.114 compels transfers of funds from one System institution to another in violation of a court order in the Caprock-Plains case. On the contrary, one year later, the same court expressly held that §  624.114, does [not] in any manner authorize or compel or direct a transfer of funds from and among System institutions. The third quarter assistance accruals were transferred on the books of the lending and receiving institutions at the end of the third quarter of 1986 in accordance with the terms of the 37-Bank Capital Preservation Agreement (37-Bank Agreement). This assistance was initiated and approved by the institutions voluntarily participating in the 37-Bank Agreement. The regulation does not initiate or compel loans; rather it merely prevents institutions from cancelling assistance which has already been given. 
 
Caprock-Plains Federal Land Bank Association v. Farm Credit Administration, No. CA-5-85-267 (N.D. Tex., March 4, 1987), slip. op. at 3. 

Finally, the FCA Board rejects the assertion that the FCA has attempted through promulgation of §  624.114 to change the understandings of all parties to the BCPA. The FCA approved activation of the BCPA for third quarter 1986 assistance. The requested reversal required the approval of the FCA because the request constituted an amendment to the terms and conditions of the BCPA. As stated above, the FCA deferred the decision on this amendment until the impact of the System's banks use of RAP could be assessed. The FCA action in no way interfered with the operation of the BCPA under its terms and conditions. The FCA Board has determined that much confusion exists over the relationship of §  624.114 to the 1986 Amendments and that this confusion can be alleviated by removing §  624.114 from Part 624, implementing the use of RAP, and adding it as a new regulation §  614.4341 to Part 614, Subpart I, relating to loss-sharing agreements. The FCA Board orders that the regulation be removed and added accordingly. 

List of Subjects in 12 CFR Parts 614 and 624 

Accounting, Agricultural, Banks, Banking, Credit, Rural areas. 

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

PART 614 -- LOAN POLICIES AND OPERATIONS 

1. The authority citation for Part 614 is revised to read as follows: 

Authority: 12 U.S.C. 2012(22), 2053, 2072(18), 2093(15), 2122(18), 2216G, 2252(a)(10).  

2. Part 614, Subpart I, Loss-Sharing Agreements, is amended by adding a new §  614.4341 to read as follows: 

Subpart I -- Loss-Sharing Agreements 

§  614.4341 Financial assistance. 

No institution shall reverse any financial assistance provided by the Capital Corporation, or under the 37-Bank Capital Preservation Agreement, or any other capital preservation/loss-sharing program that was received or accrued prior to October 1, 1986. 

PART 624 -- FARM CREDIT SYSTEM REGULATORY ACCOUNTING PRACTICES; TEMPORARY REGULATIONS 

3. The authority citation for Part 624 is revised to read as follows: 

Authority: 12 U.S.C. 2001, 2012, 2072, 2093, 2122, 2159, 2205, 2254, Pub. L. 99-509. 

Subpart A -- Deferral and Amortization of Premiums, Interest Expenses, and Provisions for Loan Losses 

4. Section 624.100 is revised to read as follows: 

§  624.100 General.  

The regulations contained in this part implement the provisions of the Farm Credit Act Amendments of 1986 relating to accounting by System institutions and establish the authorities, terms, conditions, and restrictions pursuant to which a System institution may use regulatory accounting practices to defer and capitalize a portion of its interest costs, provisions for loan losses, and premiums paid to retire debt instruments, and to amortize such amounts. The regulations contained in this part are effective until December 31, 2008, for the purpose of amortizing amounts capitalized prior to December 31, 1988. 
 
5. Section 624.103(b) is revised to read as follows: 

§  624.103 Deferral of the provisions for loan losses.  

* * * * * 

(b)(1) Except as provided in paragraph (b)(2) of this section, no institution is authorized to use RAP to capitalize and defer its provision for loan losses until such institution has executed an agreement with the Capital Corporation that obligates the institution to take those actions that are necessary to correct operating deficiencies, control the management of high-risk assets, and improve management efficiency.  

(2) Each institution that is eligible to use RAP to capitalize and defer its provision for loan losses based on its financial condition as of December 31, 1986, shall have until March 31, 1987, to execute an agreement with the Capital Corporation.  

* * * * * 

6. Section 624.105 is amended by revising the introductory text of paragraph (b) to read as follows: 

§  624.105 Retirement of equities.  

* * * * * 

(b) The board of directors of the institution shall adopt a resolution which authorizes the issuance of stock and participation certificates at par (or face amount) and the retirement at the lesser of par (or face amount) or book value as determined in accordance with RAP subject to the following requirements: 

* * * * * 

Subpart B -- Accounting and Disclosure 

7. Section 624.111 is amended by revising paragraph (b) to read as follows: 

§  624.111 Deferral of interest costs.  

* * * * * 

(b) The unamortized portion of debt-related costs that are deferred or are eligible to be deferred may be considered as capital of the institution in such amounts as are necessary to maintain the value of the institution's stock and participation certificates at par or face amount as determined in accordance with RAP, where the institution has fully utilized the authorities provided for in §  624.103 of this part and has received official written notification that the Capital Corporation has made a determination that financial assistance from the Capital Corporation will not be provided to the institution.  
8. Section 624.113 is amended by revising paragraph (a), the introductory text of paragraph (b), the introductory text of paragraph (b)(1), and paragraph (b)(1)(ii) to read as follows: 

§  624.113 Financial reporting and disclosure.  

(a) Each institution that uses RAP in accordance with the provisions of this part shall prepare and issue its financial statements to stockholders in accordance with Part 620 of this chapter. In addition, each such institution shall disclose clearly in the management's commentary to its financial statements the purpose and use of the regulatory accounting practices adopted by the institution and shall reconcile the differences between the application of GAAP and RAP. 
 
(b) Each Federal land bank, bank for cooperatives, and the Central Bank for Cooperatives that is deferring its provision for loan losses in accordance with § §  624.103 and 624.111(b), each production credit association that is deferring its provision for loan losses in accordance with §  624.104 shall comply with the requirements of this paragraph.  

(1) Not later than 30 days after the institution has adopted and used RAP, the institution shall provide each stockholder and holder of participation certificates with a clearly written notification of the following matters: 

37* * * * * 

(ii) The book value of the institution's stock and participation certificates determined in accordance with GAAP.  

* * * * * 

§  624.114 [Removed] 

9. Section 624.114 is removed.
  
November 10, 1987. 
 
David A. Hill, 

Secretary, Farm Credit Administration Board.  
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