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FARM CREDIT ADMINISTRATION

12 CFR Part 624 

Regulatory Accounting Practices 


ACTION: Proposed rule.  

SUMMARY: The Farm Credit Administration (FCA), by the Farm Credit Administration Board (Board), publishes for comment proposed amendments to Part 624 relating to regulatory accounting practices (RAP). These proposed regulations implement amendments to the Farm Credit Act of 1971 (1971 Act) (12 U.S.C. 2001, et seq.), made by the Agricultural Credit Act of 1987 (1987 Act) (Pub. L. 100-233). The proposed regulations extend the authority for Farm Credit System (System) institutions to use RAP until 1992 and provide that RAP may only be used for certain interest rate evaluations.  

DATE: Written comments are due on or before June 13, 1988. 

ADDRESSES: Submit any comments in writing (in triplicate) to Anne E. Dewey, General Counsel, Farm Credit Administration, McLean, VA 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: 

Tom Dalton, Office of Analysis and Supervision, Farm Credit Administration, McLean, VA 22102-5090, (703) 883-4475, TDD (703) 883-4444 
 or 
Gary Norton, Senior Attorney, Office of General Counsel, Farm Credit Administration, McLean, VA 22102-5090, (703) 883-4020, TDD (703) 883-4444.  

TEXT: SUPPLEMENTARY INFORMATION: Section 5.19(b) of the 1971 Act, as amended by the Farm Credit Act Amendments of 1986 (Pub. L. 99-509), required the FCA to issue regulations under which System institutions would be authorized to use RAP. FCA promulgated regulations in 1986 (12 CFR 624.100, et seq.) which implemented the RAP authorities by authorizing institutions to use RAP for two purposes. An institution could use RAP to defer certain interest costs and portions of the provision for loan losses for the purpose of evaluating its costs of doing business in order to adjust the rates charged to its borrowers as necessary to meet competitive interest rates. In addition, an institution could use RAP to maintain the value of its stock and participation certificates at par and thus enable it to retire stock at par value (based on a RAP determination) even though the stock was worth less than par value based on generally accepted accounting principles (GAAP). 

The FCA Board now proposes amendments to these regulations to reflect the recently enacted amendments to the 1971 Act. The 1987 Act amends the 1971 Act by extending, until 1992, the authorized period during which System institutions can use RAP. In addition, the enactment of several other amendments to the 1971 Act requires that FCA regulations restrict the purposes for which RAP can be used. For the reasons stated herein, the FCA Board has proposed amendments to its regulations which would delete the authority for System institutions to use RAP to determine the value of stock for retirement purposes. 

When the RAP authorities were originally enacted in 1986, their purpose was primarily to enable institutions to continue to operate in the normal course of business and retire their stock at par value even though it was worth less than par value under GAAP. That purpose has been fundamentally changed by the 1987 Act. 

Under section 4.9A of the 1987 Act, institutions are required to retire "eligible borrower stock" at par value regardless of the book value of such stock. Eligible borrower stock is defined to include all stock, participation certificates, and allocated equities owned by borrowers and other financing institutions (OFIs) on the date of enactment of the 1987 Act, or issued within the earlier of 9 months after such date of enactment or the implementation of a new capitalization plan by the institution involved. Eligible borrower stock also includes certain stock previously retired at less than par value or currently frozen in institutions during liquidations. The requirements of section 4.9A must be exercised by institutions without regard to the book value of the stock or any FCA approval or regulatory authority. If institutions do not have the resources to retire such stock at par value, they can apply for assistance from the Farm Credit System Assistance Board (Assistance Board) through the Farm Credit System Financial Assistance Corporation (FAC) for that purpose. 

Section 4.3A, as added by the 1987 Act, requires System institutions to begin issuing new types of securities that will be included within its "permanent capital" and which are not categorized as "eligible borrower stock". This section requires that such securities be issued and retired in accordance with the bylaws of the institution subject to a few statutory requirements. Securities that are included in permanent capital may only be retired at the discretion of the board of directors of the institution. In addition, such securities are required to be considered as an "at risk" investment. In addition, section 4.3A(g) provides that to the extent any of the new capitalization provisions are inconsistent with other provisions of the Act, the new provisions shall control. 

Section 6.4, as added by the 1987 Act, authorizes each System institution to request assistance from the Assistance Board when the book value of its stock falls below 100% of par value, on a GAAP basis, and requires each System institution to seek assistance from the Assistance Board when the book value falls below 75% of par value, on a GAAP basis. While the Assistance Board may provide assistance to an institution to enable it to continue operations, the Assistance Board can deny a request for assistance if it determines that the entity cannot be returned to viability. In that event, further financial liability of the Assistance Board will be limited to ensuring that the institution will have sufficient funds to retire, at par value, its "eligible borrower stock," not securities in its permanent capital. 

In accordance with the 1987 Act, the proposed regulations delete those regulations which authorize institutions to retire stock on the basis of a RAP determination of its book value. The retirement of "eligible borrower stock" must be carried out in accordance with sections 4.9A and 4.3A(c). Securities included in permanent capital shall be held as risk investments and may only be retired at a value determined under GAAP, in accordance with section 4.3A and bylaws issued thereunder. 

The proposed regulations continue to reflect the statement of policy contained in section 1.1 of the 1971 Act that institutions be able to use RAP to evaluate the interest rates charged on loans. In accordance with that statement of policy, the proposed regulations authorize institutions to take into consideration the use of RAP, among other factors, in evaluating the interest rates charged on loans. However, in no event shall an institution charge a rate of interest below the competitive interest rates charged by other lending institutions. 

The FCA recognizes that System banks and associations are subject to competitive pressures from other financial institutions in their lending environment. System banks and associations must manage their business affairs and control their costs in order to price competitively, earn a profit, and remain viable over the long run. 

The FCA has been critical of some System banks and associations during the past several years for failing to properly consider their costs when determining interest rates. Such indiscriminate loan pricing can have the effect of minimizing or eliminating an institution's earnings thus dissipating its capital to the detriment of its continued operations and ability to serve its borrowers and stockholders. For these reasons, the proposed regulations clarify that there are prudent limits to the use of RAP in determining how loans should be priced. Interest rates should be established based on a consideration of the institution's overall cost structure including, cost of funds, overhead costs, expected loan losses, provisions for adequate capital, and the desired return to stockholders.  

[bookmark: _GoBack]The proposed regulations also delete references to the Farm Credit System Capital Corporation, whose charter was revoked on February 11, 1988 (53 FR 4072). In accordance with section 6.6 of the 1987 Act, the proposed regulations provide that any System institutions requesting certification to receive financial assistance from the Assistance Board may need to obtain Assistance Board approval for the continued use of RAP.  

List of Subjects in 12 CFR Part 624 

Accounting, Agriculture, Banks, Banking, Credit, Rural areas.
  
As stated in the preamble, Part 624, Chapter VI, Title 12 of the Code of Federal Regulations is proposed to be revised to read as follows: 

PART 624 -- REGULATORY ACCOUNTING PRACTICES 

Sec.
  
624.100 General.  

624.101 Definitions.
 
624.102 Deferral of interest costs on debt. 
 
624.103 Deferral of the provisions for loan losses. 
 
624.104 Interest rate evaluation.  

624.105 Financial reporting and disclosure.  

Authority: 12 U.S.C. 2001, 2013, 2073, 2093, 2122, 2159, 2252, 2254, Pub. L. 99-509, Pub. L. 100-233.
  
§  624.100 General.  

(a) The regulations contained in this part implement the provisions of the Act relating to the authorities, terms, conditions, and restrictions pursuant to which a Farm Credit System (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.  

(b) Notwithstanding the provisions of this part, if an institution requests that the Farm Credit System Assistance Board (Assistance Board) certify the institution to issue preferred stock in accordance with Title VI of the Act, the Assistance Board may further restrict the continued use of regulatory accounting practices by the institution as provided in section 6.6 of the Act.  

(c) The authority to defer and capitalize costs is effective until December 31, 1992. Amounts capitalized through December 31, 1992 may be amortized over the full amortization period of 20 years, but in no instance beyond December 31, 2012.  

§  624.101 Definitions.  

For the purpose of this part, the following definitions apply:
 
(a) "Generally accepted accounting principles (GAAP)" means that body of conventions, rules, and procedures necessary to define accepted accounting practice at a particular time, as promulgated by the Financial Accounting Standards Board and other authoritative sources recognized as setting standards for the accounting profession in the United States. Generally accepted accounting principles shall include not only broad guidelines of general application but also detailed practices and procedures that constitute standards against which financial presentations are evaluated.  

(b) "Institution" means any bank or association chartered under the Act.  

(c) "Loans outstanding" means gross loans outstanding net of any participations sold at the end of each reporting period. The term "loan" includes loans, participations purchased, contracts of sale, notes receivable, and other similar obligations and lease financings. The term "loan" includes loans originated through direct negotiations between the reporting institution and a borrowing entity and loans or interest in loans purchased from another lender that are recorded as assets of a reporting institution.  

(d) "Regulatory accounting practices (RAP)" means those accounting methods and practices directed by statutory and regulatory requirements provided for in the Act and in this part and that are not in accordance with GAAP.  

§  624.102 Deferral of interest costs on debt. 
 
(a) A bank may capitalize any premium paid to repurchase the bank's obligations on consolidated Systemwide notes and bonds issued on or before January 1, 1985, and may contract with a third party, including a service corporation chartered by the Farm Credit Administration, in order to perform a defeasance of these same obligations. The premium paid shall be the excess of the cost to repurchase or redeem an obligation over the recorded net book value for such obligation.  

(b) A bank may capitalize a portion of its interest expenses which have been paid or will be paid during the period July 1, 1986 through December 31, 1992 on Systemwide consolidated notes and bonds issued on or before January 1, 1985. The amount of a bank's interest expense on an obligation that may be capitalized shall be limited to the excess of the bank's cost on the obligation over the market price for the obligation on October 21, 1986.  

(c) An institution that defers any expenses associated with actions taken in accordance with this section shall amortize such expenses over a period not to exceed 20 years using straight-line amortization. The unamortized portion of debt-related costs that are deferred or are eligible to be deferred shall not be considered as capital of the institution.  

§  624.103 Deferral of the provisions for loan losses. 
 
A System institution is authorized during the period July 1, 1986 through December 31, 1992, to capitalize the amount of its provision for loan losses made on an annual basis in excess of 1/2 of 1 percent of loans outstanding. An institution that defers a portion of its provision for loan losses in accordance with this section shall amortize such amount over a period to not exceed 20 years, using straight-line amortization. Institutions using RAP to defer their provisions for loan losses shall maintain an allowance for loan losses determined in accordance with GAAP.  

§  624.104 Interest rate evaluation.  

An institution may take into consideration the use of RAP, among other factors, for purposes of evaluating the interest rates charged on loans. Such other factors include the institution's cost of funds, overhead, expected losses, margin to provide for adequate capital, return to stockholders, and any other relevant factors. In no event shall such an institution charge a rate of interest which is less than the competitive interest rates charged by other lending institutions in the same area, for a loan with similar terms, to a borrower of equivalent creditworthiness and access to alternative credit.  

§  624.105 Financial reporting and disclosure. 
 
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 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.  

Date: May 4, 1988.  

David A. Hill, 

Secretary, Farm Credit Administration Board.  

[FR Doc. 88-10188 FIled 5-11-88; 8:45 am] 
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