	Title:
	FINAL RULE--Personnel Administration--12 CFR Part 612

	Date of Issuance:
	6/14/1988

	Agency:
	FCA

	Federal Register Cite:	
	53 FR 22134


FARM CREDIT ADMINISTRATION

12 CFR Part 612

Personnel Administration 


ACTION: Final rule.  

SUMMARY: The Farm Credit Administration (FCA) adopts a final rule amending Subpart B of Part 612 that prohibits an officer of a Farm Credit Bank (Bank) from simultaneously serving as an officer or other employee of a Farm Credit System association (association) in its district and prohibits a lower level Bank employee from serving as an officer of an association. The rule permits joint employees at lower levels provided each institution (1) obtains a separate and independent opinion of counsel that the institution has the authority under the Farm Credit Act of 1971, as amended, 12 U.S.C. 2001 et seq., to appoint joint employees, and (2) appropriately reflects the expense of the service of each such employee in its financial statements. The regulation has the effect of requiring independent senior management in Farm Credit Banks and associations.  

EFFECTIVE DATE: This regulation shall become effective January 1, 1989, provided one or both houses of Congress is in session for at least 30 days between the date of publication of this final rule and January 1, 1989.  

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

[bookmark: _GoBack]SUPPLEMENTARY INFORMATION: On April 7, 1987, the FCA published for comment a proposed amendment to Subpart B of Part 612 that would have prohibited an individual from serving simultaneously as an employee for a Farm Credit System (System) bank and an association it supervises. 52 FR 11080. The comment period closed on June 5, 1987. 

Comments on the Proposed Rule 

Comments were received from banks in nine Farm Credit districts, nine System associations, and one former member-borrower. 

One Farm Credit district and six individual associations in another district supported the proposed rule. Two of the associations supporting the rule stated that the Farm Credit Act of 1971 (1971 Act) contemplates a separation by entity of certain functions: funding and supervision are the responsibilities of the Federal land bank (FLB) and the Federal intermediate credit bank (FICB), and lending is the function of the associations. These associations stated their belief that a rule prohibiting an individual from being employed by both a bank and an association supervised by the bank would be appropriate as long as the System operates under such a concept, and agreed that a joint employee may find it difficult to be totally impartial in discharging supervisory responsibilities toward and managing a financial relationship with an association. 
The district that supported the proposed regulation requested that some exception be made for persons employed under temporary contractual arrangements for certain services, such as appraisal and credit review. 

Comments opposed to the proposed regulation fell into three broad categories: (1) Joint employees are authorized by the Act and the proposed regulation would constitute an unauthorized interference with management prerogative; (2) the proposed regulation would increase costs and reverse management efficiencies; and (3) no conflicts of interest have arisen and should they arise, the FCA's enforcement powers are sufficient to deal with them. 

Two exceptions were requested by districts opposing the regulation in the event the proposed regulation became final. One district requested that an exception be made for interim appointments of bank employees to association positions while a vacancy is being filled. 

Statutory Changes 

All of the comments were received prior to the amendment of the 1971 Act by the Agricultural Credit Act of 1987 (Pub. L. 100-233) (1987 Act), and must be considered in that context. 

Sections 1.4(8), 1.15(7), 2.1(8), and 2.12(17) (12 U.S.C. 2011(8), 12 U.S.C. 2033(7), 12 U.S.C. 2072(8), 12 U.S.C. 2093(17), respectively) of the 1971 Act prior to amendment by the 1987 Act authorized Federal land banks (FLBs), Federal intermediate credit banks (FICBs), Federal land bank associations (FLBAs) and production credit associations (PCAs) to "provide for such other officers or employees as may be necessary, including joint employees as provided in this Act." Also, prior to the amendment of the 1971 Act by the 1987 Act, the FLB, the FICB, and the bank for cooperatives (BC) in each district were governed by a common district board. Section 5.6(a)(3) of the 1971 Act, prior to its amendment by the 1987 Act, empowered the district board to "Elect or provide for joint officers and employees for the banks in its district which are institutions of the System or, upon agreement with banks in other districts, joint officers and employees for institutions in more than one district." 

The 1987 Act provides for a significant restructuring of the System, requiring the merger of the FLB and the FICB in each district into a Farm Credit Bank, eliminating the district board, and permitting mergers between institutions within a district and between certain institutions in different districts. All of titles I and II of the 1971 Act and all of the provisions relating to the district board, including §  5.6(a)(3), were repealed, effective 6 months from date of enactment. New titles I and II, which take effect at that time, set forth corporate powers for the new Farm Credit Bank (Bank), for the FLBAs, and for the PCAs. New title I does not expressly authorize joint employees for Banks, but title II continues to authorize joint employees for associations. System representatives have argued that the authority to have joint employees is within their incidental corporate powers. 

Final Rule 

After reviewing the comments and taking into consideration the provisions of the 1987 Act, which amends the 1971 Act, the FCA has adopted a final rule that is more narrowly focused than the proposed rule, prohibiting any Bank employee from serving as an officer of the association and prohibiting officers of the Bank from serving as association employees at any level. The final rule permits lower level Bank employees to serve as association employees other than officers, provided each institution (1) obtains a separate and independent opinion of counsel that such joint employment is authorized under the 1971 Act, as amended, and (2) appropriately reflects the cost of the service in its financial statements so that each institution pays only for work done for that institution. The expense of the service must be appropriately reflected in the financial statements so that the earnings of the institutions are accurately reflected.  

The FCA believes that joint employees may be used at lower levels without compromising the independence of the association as long as these individuals are not involved in the institutions' decision-making process in a manner that could present a conflict of interest. Institutions employing joint employees at lower levels should develop procedures that would require such employees to identify and disclose any potential conflicts to their superiors.  

"Officer" is currently defined in §  612.2130(m) to mean the president, vice president, secretary, treasurer, and general counsel and any person not so designated who holds a similar position of authority.  

Response to Comments 

Unauthorized Interference with Management's Prerogative 
A number of commentors cited provisions of the 1971 Act authorizing joint employees and stated that the proposed regulation would constitute an unwarranted intrusion into matters of business judgment which are properly the domain of the institutions' stockholders and boards of directors. The FCA was not persuaded by these arguments even under the 1971 Act prior to amendment. The purpose of the proposed regulation was not to influence hiring decisions, but to further a legitimate regulatory interest in preventing conflicts of interest. FCA regulations governing the conduct of officers and directors of System institutions to prevent even the appearance of conflicts of interest, promulgated pursuant to FCA's general rulemaking authority, have been in effect for many years. The FCA has determined that such regulations are necessary and appropriate for carrying out the purposes of the 1971 Act and sees no conflict with its status as an arms-length regulator in setting minimum standards of conduct for System officers and directors designed to eliminate organizational conflicts of interest that, in the opinion of the FCA, could threaten the safety and soundness of System institutions.  

The FCA believes that there is an inherent conflict of interest in a joint management arrangement between the Bank and the associations in its district because the relationship involves the exercise of evaluative judgment and approval authority and requires impartial treatment of other shareholder institutions with which the Bank does not share officers. The rule reflects a judgment by the FCA that a person that is responsible for evaluating the conduct of the operations of an institution is not likely to be able to be totally objective if he or she has participated in the management decisions that produce the results of such operations, especially if his or her performance appraisal is affected by such an evaluation. In addition, the FCA believes that management is most effective when its loyalties are not divided between two boards owing fiduciary duties to two different groups of shareholders.  

The FCA believes that the case for independent management is even stronger after the 1987 amendment of the 1971 Act. Under the amended provisions, the associations are likely to emerge as more independent, autonomous institutions that will be more responsive to their shareholders than to the Bank. While the Bank is still charged with the general supervision of the associations and must approve salary scales for their employees, it can no longer remove their chief executive officers. This removal power provided the Bank considerable leverage with associations in the past. Section 5.38 of the 1971 Act, as amended by the 1987 Act states: 

Notwithstanding any other provision of this Act, a farm credit district board, bank board of bank officer or employee shall not remove any director or officer of any production credit association of Federal land bank association. 12 U.S.C. 2274. 

The effect of this provision is to allow associations to act more independently of the Bank than they were able to do in the past. The FCA believes that joint management between the Bank and the associations would compromise this independence.  
In addition, the 1971 Act now allows FLBAs to become direct lenders, either by merging with PCAs or by a delegation of authority from the Bank. These institutions would have, as the PCAs have always had, a debtor-creditor relationship with the Bank. As a creditor, the Bank must make judgments on the sufficiency of the collateral supporting association loans and the eligibility of loans, in order to evaluate the Bank's security position, the adequacy of its collateral for issuing bonds and the adequacy of its allowance for losses. It is important for the safety and soundness of the Bank that these judgments be made objectively and without the personal bias that may result when the evaluating individual has participated in the association's management or credit decisions.  

The FCA recognizes that the relationship between a Bank and the FLBAs that continue to operate in the traditional mode is a different relationship from the relationship with direct lenders, but believes that the prohibition is also appropriate in the traditional context. Many of the conflict-of-interest issues that the regulation addresses are independent of the debtor-creditor relationship, such as required Bank approval of association salary scales, reporting to two different boards owing fiduciary duties to two different constituencies and the potential for compromise of objectivity in dealing impartially with all stockholders of the Bank. In addition, the supervision of the exercise of the authorities that have been delegated by the Bank to the FLBAs involves an evaluative judgment that should be independent of constraints that would result from having participated in management decisions that produced the results.  

Cost and Management Efficiency 

The second major concern of the commentors was that operating costs (and, therefore, interest rates) would be increased and management efficiencies achieved through joint management would be reversed. The FCA shares the commentors' concerns for reducing operating costs and achieving management efficiencies. However, the FCA believes that these can and should be achieved by means other than use of management structure that creates an inherent conflict of interest. As the FLBs and the FICBs merge, there will be opportunities for restructuring and streamlining Bank operations in a manner that eliminates joint management between the Bank and associations without significantly increasing costs. Furthermore, additional efficiencies may be achieved if FLBAs and PCAs merge or if associations operating under the same title of the Act merge. Also, allowing joint employees at the lower levels will allow for cost efficiencies without compromising the independence of the institutions.  

FCA Enforcement Powers 

A number of commentors asserted that no conflicts have actually arisen and that FCA enforcement powers are adequate to deal with them when they do. The commentors pointed out that FCA regulations prohibit employees from participating directly or indirectly in the deliberation on any matter affecting the interests of the employee, any relative of the employee or any entity controlled by the employee.  

The conflict of interest addressed by the regulation is an inherent, organizational conflict rather than the self-interested conflict addressed by existing provisions of the FCA's conflict-of-interest regulations. While there is an opportunity for such self-interested conduct under such an arrangement, in that the salary scale of the officers and employees of the association and the appointment and compensation of the chief executive officer is subject to Bank approval, this type of conflict is only a part of the reason for the FCA's concern. The FCA is also concerned about whether the Bank can effectively supervise the debtor-creditor relationship or the delegation of functions where Bank employees are in effect supervising themselves. It is difficult for an individual to be objective in evaluating the results of operations when the individual has participated in management decisions that have produced the results, especially where the individual is evaluated on the basis of those results. 
 
Some commentors have suggested that procedures can be implemented to assure that supervision is carried out in an effective and impartial manner by assigning supervisory responsibilities to persons who are not joint employees. The FCA believes, however, that where the Bank and association share the same management, such an arrangement will have a chilling effect on the willingness of the subordinate employees who are assigned the supervisory responsibilities to criticize the operations of the associations. The regulation is directed at this obvious organizational conflict and the conflicts that are likely to be generated by the joint employees' accountability to two different boards of directors, rather than any specific irregularities.  

Furthermore, the FCA believes that it is in the interest of the Bank to avoid even the appearance of conflicts of interest or potential favoritism toward an association with which management is shared in order to reassure non-System financing institutions that discount with the Bank (OFI's) and all other System associations not sharing management with the bank is managed in a non-discriminatory manner in the best interest of all of its equityholders. This will be even more true after the merger of the FLBs and the FICBs, since there will be more associations supervised by the Bank (at least initially) and the Bank will be supervising associations of different kinds.  

Exemptions 

The FCA did not adopt the suggested exemptions for employees performing specialized services and for employees temporarily detailed until a vacancy is filled. However, permitting joint employees at lower levels will allow for specialized services to be performed by joint employees. Also, under the final rule it will be possible to detail a lower level bank employee to an association on a temporary basis while a vacancy is being filled. The FCA did not adopt the latter requested exemption for senior officers, because the FCA believes that allowing such a procedure at the management level could compromise the independence of associations and possibly undermine the effectiveness of the regulation.  

Transition Period 

Several commentors requested that if the rule were to be adopted, existing arrangements be "grandfathered" or a grace period be allowed in which to unwind such arrangements, in view of the fact that districts implementing joint management structures have relied in good faith upon FCA's awareness and approval of such arrangements.  

Recognizing that some districts will need to unwind such arrangements in an orderly manner, the FCA, in the preamble of the proposed rule, alerted System institutions that they should undertake contingency planning in the event the FCA adopted the regulation. Thus, institutions have been aware of the possible need to unwind joint management arrangements and should have taken this possibility into account in considering structure options under the 1987 Act. However, the rule does provide for a transition period. In view of the significant restructuring of System banks that will take place in 1988, the regulation will not become effective until January 1, 1989. The delayed effective date will provide a grace period that will enable institutions to coordinate the transition with restructuring so as to minimize disruption.  

List of Subjects in 12 CFR Part 612 

Banks, Banking, Credit, Conduct standards, Ethical conduct.  

For reasons stated in the preamble, Part 612 of Chapter VI, Title 12 of the Code of Federal Regulations is amended to read as follows: 

PART 612 -- PERSONNEL ADMINISTRATION 

1. The authority citation for Part 612 is revised to read as set forth below and all other authority citations throughout Part 612 are removed.  

Authority: Secs. 5.9 and 5.17; 12 U.S.C. 2243 and 2252. 

Subpart B -- Standards of Conduct for Directors, Officers and Employees 

2. Section 612.2150 is amended by adding new paragraph (e) to read as follows: 

§  612.2150 Employees -- prohibited acts.  

* * * * * 

(e) No officer of a Farm Credit Bank may serve as an employee of an association in its district and no employee of a Farm Credit Bank may serve as a officer of an association in its district. Farm Credit Bank employees other than officers may serve as employees other than officers of an association in its district provided each institution obtains a separate, independent opinion of counsel that such joint employees are authorized under the Act and appropriately reflects the expense of such employees in its financial statements.  

Dated: June 7, 1988.  

David A. Hill, 

Secretary, Farm Credit Administration Board.  

[FR Doc. 88-13374 Filed 6-13-88; 8:45 am] 
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