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FARM CREDIT ADMINISTRATION

12 CFR Part 615

Funding and Fiscal Affairs, Loan Policies and Operations, and Funding Operations 


ACTION: Resolicitation of Comments.  

SUMMARY: On May 12, 1988, the Farm Credit Administration (FCA) published for comment a proposed amendment to Subpart H of 12 CFR Part 615 that would establish minimum permanent capital standards for Farm Credit System (System) institutions that would be phased in over a 5-year period (53 FR 16948). A public hearing on the proposed rule was held on June 9, 1988 and the comment period closed on June 10, 1988. After reviewing the proposal in light of the written comments and the testimony received at the public hearing, the FCA has determined that additional comment is needed on several issues. The FCA solicits additional comments on alternative methods of eliminating double-counted capital and on a regulatory forbearance plan under consideration for incorporation into the final rule.  

DATE: Written comments must be submitted on or before August 31, 1988.  

ADDRESSES: Submit any comments in writing (in triplicate) to Anne E. Dewey, General Counsel, Farm Credit Administration, 1501 Farm Credit Drive, 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: 

William G. Dunn, Chief, Financial Analysis and Standards Division, Farm Credit Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090, (703) 883-4402, 
 or 
Dorothy J. Acosta, Senior Attorney, Office of General Counsel, Farm Credit Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090, (703) 883-4020, TDD (703) 883-4444.  

TEXT: SUPPLEMENTARY INFORMATION: On May 12, 1988, the Farm Credit Administration published for comment proposed regulations (53 FR 16948) that would establish minimum permanent capital standards for System institutions. The proposed regulations would implement section 301(a) of the Agricultural Credit Act of 1987 (1987 Act), Pub. L. 100-233, which directs the FCA to issue regulations under section 4.3(a) of the Farm Credit Act of 1971 (1971 Act), 12 U.S.C. 2001 et seq., establishing minimum permanent capital standards expressed as a ratio of capital to assets that take into account relative risk factors. The proposed regulation would provide for a relative weighting of assets on the basis of risk and would establish a minimum ratio of permanent capital to risk-weighted assets of 7 percent that would be phased in over a period of 5 years. A public hearing was held on June 9, 1988 and the comment period closed June 10, 1988.  

In the proposed regulation, the FCA proposed to require that double-duty dollars or double-counted capital be eliminated before computing the permanent capital ratios. Double-counted capital results from the ownership interest of one Farm Credit institution in another and the distribution of earnings of the owned institution in the form of its equities, for which there is no secondary market, rather than in cash. Between associations that are direct lenders and their funding banks, the proposed regulation would eliminate the double-counted capital at the bank level and count it at the direct lender level. Two alternative methods for eliminating double-counted capital between direct lenders and their funding banks were described in the preamble and the FCA solicited comments on whether the proposed approach or one of the two alternative approaches would be more appropriate. Comments were received from 143 organizations and individuals, most of them Farm Credit institutions, but only four comments specifically addressed the alternative methods of eliminating double-counted capital. However, these four comments stimulated additional discussion of the alternative options within the FCA. In view of the importance of this issue and the small number of comments received, the FCA solicits additional comments on the alternative options in light of the considerations described below under "Double-counted capital." 

The majority of System institutions that commented though that a 7 percent risk-adjusted permanent capital ratio would be difficult for many institutions to reach in 5 years, especially since borrower stock protected by section 4.9A of the 1971 Act, as amended, which cannot be counted as permanent capital, currently constitutes most of their capital. While the protected borrower stock will decrease as loans are paid off and will be gradually replaced with borrower stock that is at risk and can be counted as permanent capital, protected stock will comprise a relatively large percentage of the institutions' total capital in the early years of the phase-in. Many of these commentors requested some type of regulatory forbearance plan that would protect institutions that do not meet the minimum permanent capital standards (including interim standards) from regulatory enforcement action if they are making a good faith effort to reach the standards and are making reasonable progress toward their goal. Several forbearance plans were suggested. The FCA was persuaded that some type of regulatory forbearance plan similar to one suggested by one of the commentors would be appropriate and solicits comments on a forbearance plan that the FCA is considering incorporating in the final regulation. (See discussion below.) 

Double-Counted Capital 

The proposed regulation eliminated the double-counted capital between a direct lender institution and its funding bank by requiring the bank to deduct from permanent capital an amount equal to the investment of the direct lender in the funding bank, after the elimination of any reciprocal holdings. A number of commentors pointed out that when the investment amount is offset by protected stock (which cannot be counted as permanent capital), a double deduction results if the investment amount is not first reduced by the amount of protected stock before a deduction is made from permanent capital. The double deduction that results from the failure to offset the institution's protected stock against the amount of investment in another System institution before deducing such amount from permanent capital was an unintended result. The FCA intends to revise §  615.5210(d) (2) and (3) of the proposed regulation to allow an offset of the investment against protected stock before a deduction from permanent capital is made.  

In the preamble to the proposed regulation, the FCA invited comments on two alternative options for eliminating double-counted capital between direct lenders and their funding banks. One was to eliminate 75 percent of the capital at the bank level and 25 percent at the direct lender level. This approach would have the effect of counting 25 percent of the capital at the bank level and 75 percent at the direct lender level (25/75 option). The second option was to eliminate double-counted capital at the direct lender level by deducting from the direct lender's capital the amount of its investment in the funding bank (owned funds approach).  

Only four comments were received, but the comments were thoughtful and stimulated additional discussion of the alternative options. Two supported the approach taken in the proposed regulation and two supported the owned funds approach.  

The commentors supporting the proposed approach cited several reasons for their support: (1) All asset risk to the association's equity lies in the farmer's debt; (2) the borrower's stock relies directly on the association's investment in the Farm Credit Bank (FCB) to maintain its value; (3) if production credit associations (PCAs) were not permitted to have value for their investment in the FCB, all capital would have to be built from the farmer's pocket in the form of higher interest rates, which would drive away the best customers; (4) the farmers paid for the association's investment in the FCB and should be permitted to directly utilize the benefit through counting such investment as permanent capital; and (5) the direct lender is the level of primary risk and should utilize the investment as permanent capital.  

The commentors supporting the owned funds approach, which would eliminate the double-counted capital at the association level, thought that the banks should approach a true discount and contract service position, which requires little capital, and asserted that the right place to capitalize the System is at the association level. One commentor urged that all stock presently held in the bank be dispersed to the associations and held as unallocated reserves, as an account made up of "good hard cash" is the best method of capitalizing any business, but noted that such a transfer would create tax responsibilities and would necessitate allowing any liability to be amortized over a period of years. Another commentor stated that the recent one-time required stock purchase in the Farm Credit System Financial Assistance Corporation (FAC) demonstrated that such an assessment can be very damaging when an institution carries capital on its books to which it has no access. (The FCA assumed the commentor had reference to the fact that much of the institution's capital is invested in bank equities, which can be retired only at the discretion of the bank's board. The commentor argued that such an assessment would significantly reduce or wipe out the institution's owned funds or "good hard cash" and leave only capital that is invested in these nonearning, illiquid assets.) The commentor also stated that the bank and the association should each have capital which each is free to use as necessary to protect its respective interests.  

As the FCA considered these comments, it became apparent that the premise of the proposed regulation needed to be reexamined. The approach embodied in the regulation as proposed was based on the assumption that the double-counted capital should be counted where the primary risk resides. The FCA continues to believe that there should be sufficient capital at the level of the primary risk, but believes that it is also important that such capital be accessible at the discretion of the institution's board of directors to permit it to act as a stand-alone institution without undue dependence on the bank. If all of the double-counted capital were to be counted at the direct lender level, the direct lender's capital may appear to be adequate on its balance sheet. However, the reality is that the direct lender cannot access the double-counted portion of the capital without the permission of the bank, because the direct lender's capital is offset by investment in bank equities, which are retireable only at the discretion of the bank's board. The approach of the proposed regulation may not provide the maximum incentive for the downstreaming cash to the direct lender so that thee would be accessible capital at the level of primary risk. Thus, the proposed regulation may encourage the continued dependence of the direct lender associations on the funding banks, because it would allow the direct lenders to use the double-counted capital to meet their capital requirements even though the "good hard cash" is held at the bank level. Furthermore, as written, the proposed regulation would not allow a bank to be capitalized by its owners, as the entire investment of the direct lender would be deducted from the capital of the bank. This would require the bank to capitalize itself solely from earnings or from the sale of nonvoting equities to persons other than borrowers.  

Owned Funds Approach 

In light of these considerations, the owned funds approach to eliminating double-counted capital may be a preferable approach to provide the best measure of the adequacy of the institution's accessible capital. Further, this approach may best promote the autonomy of System institutions in protecting their operational interests by encouraging the accumulation of appropriate levels of accessible capital in each institution. The owned funds approach would require the direct lender to exclude from its total capital and assets an amount equal to its investment in the bank. This would initially leave some direct lenders with negative permanent capital. However, since the proposed interim minimum capital standards would be determined by reference to a beginning permanent capital ratio computed as of December 31, 1987, and calculated after the elimination of double-counted capital, the institutions should have no more difficulty in meeting such standards in the early years when most borrower stock cannot be counted, than under the May 12, 1988 proposed regulation. It is true that if the bank were to continue distributing its earnings in allocated equities rather than cash, the owned funds approach would likely mean that it would take longer for most direct lenders to reach the 7 percent standard. However, if such a proposal is adopted, the proposed forbearance plan, which is based on specified increases in the permanent capital ratio, should allay concerns about increased potential for enforcement actions under the owned funds approach. Furthermore, because the permanent capital ratios of the direct lender would likely be lower and the bank levels higher than needed to meet their respective minimum permanent capital standards, there would appear to be a strong incentive for banks to distribute their earnings in cash and/or to retire some of the allocated equities owned by the direct lenders. This would make possible larger year-to-year increases in the direct lender's permanent capital ratio than would otherwise be the case and would ultimately have the effect of assuring that accessible capital is available at the direct lender level where the primary risk resides.  

May 12, 1988 Proposal 

On the other hand, there are substantial arguments for the approach of the regulation proposed on May 12, 1988. While the owned funds approach may provide the maximum incentive for the accumulation of "good hard cash" at the association level, there are other considerations which argue for accumulating the "good hard cash" at the bank level. For instance, the banks are jointly and severally liable on consolidated Systemwide obligations and have significant capital requirements of their own. Although the Farm Credit Banks, under proposed regulations approved by the FCA on July 29, 1988, would be able, subject to FCA approval, to make capital calls on their owners as necessary to honor their joint and several obligations or to meet their capital requirements, it may be preferable for each institution to have sufficient capital readily available to give investors confidence in the ability of the banks to honor such obligations. Furthermore, the bank is empowered to assist financially troubled associations and has historically be their first line of defense in troubled times. Accumulating earnings at the bank level would assure that the FCB continues to be adequately capitalized to respond to such emergencies. And finally, although the approach of the proposed regulation does not provide maximum incentive for downstreaming of "good hard cash" to the association, so that associations have ready access to their capital, it does provide some incentive, since even under the proposed regulations many banks will have excess capital. The approach of the proposed regulation offers less of an incentive than would be provided by the owned funds approach. However, the proposed approach may be less disruptive than the owned funds approach, which would have an immediate adverse impact on the permanent capital position of the direct lenders and make it difficult for many of them to meet the 7 percent minimum permanent capital standard within 5 years unless significant amounts of cash is downstreamed from the bank. 

Purchased v. Distributed Equities 

Yet another option for eliminating double-counted capital, and possible a middle ground between the owned funds approach and the approach of the proposed regulation, would be to make a distinction between the bank equities that have been purchased by associations and those that have been distributed to the association as earnings. For the purpose of computing each institution's permanent capital ratio, this option would require those investments by direct lenders in an FCB that result from distributions of earnings from the FCB to the direct lender to be deducted from the total capital of the FCB. All other investments by direct lenders in an FCB would be counted by the FCB as permanent capital and deducted from the total capital of the direct lender. The effect of this approach would be to consider, for the purpose of computing the permanent capital ratios, that all earnings distributions from the FCB to its direct-lender owners have been in cash (whether or not that is the case) and to consider all other equities as equities that have been purchased by the direct lender with cash. Therefore, the FCB would count the investment made by its direct-lender owners as permanent capital and the direct lender would count distributions of earnings from the bank in its permanent capital. Thus, the amount of double-counted capital that would be counted at each institution would not be a prescribed percentage, but would vary with the particular circumstances of the institution. 
The FCA is reconsidering the approach to eliminating double-counted capital set forth the proposed regulation and invites further comment on the two alternative options described in the proposed regulation, in particular, the owned funds approach. In addition, the FCA invites comment on whether the distinction between purchased equities and equities obtained through the payment of patronage would provide an appropriate basis for allocating double-counted capital. 

In order to obtain meaningful comment, certain clarifications requested by the commentors should be made. 

Investment Exclusion 

A number of commentors noted that the proposed regulation makes no provision for the deletion of the investment from the asset base when a corresponding amount is deducted from the institution's capital. Where the deduction from capital is made from the investing institution, the result is to require the institution to capitalize the investment even though the offsetting amount of capital has been deducted, resulting in an effective capitalization rate of more than 100 percent. This situation occurs for the owners of the Leasing Corporation and for the investing institution in a participation relationship. These comments argued that the investment should be excluded form the asset base as well. Some commentors argued that a similar exclusion should be made in the elimination of double-counted capital between the FCB and its direct-lender owners, even though the capital deduction is not made in the investing institution. 

The FCA agrees that where a deduction of an investment amount from capital is required in the owner institution to eliminate double-counted capital, it is appropriate to exclude the investment from the assets of the owner institution, to avoid the result described above. Such an exclusion would be allowed in the elimination of double-counted capital between the Leasing Corporation and its owners and between participating institutions. If the owned funds approach were to be adopted, such an exclusion would also be appropriate. However, where a deduction of an investment amount is required to be deducted from the owned institution (FCB), there is no offsetting investment to deduct. Rather the investment is reflected in the assets of the owner institution (direct lender), which should be capitalized. Accordingly, under the approach of the proposed regulation to eliminating double-counted capital between the direct lender and the FCB, no such exclusion would be made. Under the options that would split the double-counted capital between the bank and the direct lender, the asset would be excluded only to the extent that an offsetting amount of capital is excluded in the same institution. 
Generally Accepted Accounting Principles 

The 1987 Act and the proposed regulation require the permanent capital standards to be applied to financial statements prepared in accordance with generally accepted accounting principles (GAAP). As a result, several clarifications requested by commentors require no change to the proposed regulation. For example, the GAAP requirement would mean that assets should be net of the allowance for losses and depreciation before computing the permanent capital ratio and that the financial statements would reflect a GAAP-based reserve for PCAs rather than a statutory reserve of 3 1/2 percent. No further clarification in the regulation is necessary. commentors also asked the FCA to clarify whether the statutory modification of GAAP in section 6.9(e)(3)(d) of the 1971 Act, as amended, would be deemed to modify the requirement to use GAAP-based statements in computing the permanent capital ratios. This section states that institutions would not be required to record a pro rata share of the obligations of the FAC until their maturity, even though under GAAP they would be required to do so. The FCA believes it appropriate to read the statutory modification in section 6.9(e)(3)(d) into section 301 of the 1987 Act and intends to clarify the final regulation accordingly. 

Regulatory Forbearance

Many of the System institutions that commented on the proposed regulation asserted that they would be unable to reach the 7 percent standard by 1993, citing interest rate increases and returns on assets that would be required and that were deemed to be uncompetitive and unrealistic. Many commentors suggested that the phase-in should be longer and/or nonlinear and/or more flexible, since the starting point is a historic low and the minimum permanent capital standard higher than that for their competitors, commercial lenders. Many commentors pointed out factors that would make reaching even the interim standards difficult in the early years: (1) One-time events occurring in 1988, such as the required stock purchase in the Farm Credit System Financial Assistance Corporation reallocation of loss-sharing accruals for some institutions, and PCA allowance for loss adjustments required by tax law changes; (2) continued high average System debt costs and the lingering effects of nonaccrual loans; and (3) the high percentage of statutorily protected borrower stock in the early years. A nonlinear phase-in was often suggested to take into account these factors and to allow for the compounding effect of earnings. Several legislators who commented asserted that Congress did not intend standards to be so high that most institutions would be in violation the first year.

A number of alternative phase-in plans were suggested. A back-loaded, nonlinear phase-in, which requires little or no increase in permanent capital ratios during the first and second year and increasing in the third through the fifth year was the alternative most often suggested. However, a number of commentors suggested extending the phase-in over a longer period, from 10 to 15 years. Several commentors suggested requiring 3 to 5 percent by 1992, with some higher figure, 6 to 7 percent, to be achieved in 10 to 15 years. One commentor suggested that institutions be allowed to set their own phase-in standards. Another suggested that the FCA establish regulatory oversight on the basis of an institution-by-institution evaluation. Establishing subcategories of institutions by financial condition, with appropriate interim standards for each, was also suggested.

FCA enforcement of its capital standards during the phase-in period appeared to be a primary concern of those who commented on the phase-in. While some commentors supported enforcement during the phase-in period, which the 1987 Act appears to contemplate, two senators wrote in opposition to enforcement during the phase-in period. Other commentors proposed that FCA develop a formal regulatory forbearance plan that would provide a "safe harbor" for institutions that are making reasonable progress toward meeting their minimum permanent capital standards. Some suggested that the granting of forbearance be based on a specified minimum return on assets and others suggested a specified increase in the permanent capital ratio as a basis. Several commentors expressed concern that failure to attain the interim standard would automatically result in enforcement action, including draconian measures such as forced merger and liquidation, despite the FCA's assurance in the preamble of the proposed regulation that it would take into account the good faith efforts and reasonable progress of System institutions in determining whether an enforcement action is appropriate. Other commentors, while not expressing such a concern, appeared to assume such a result.

In response to the concerns expressed by the commentors, the FCA is considering incorporating into the final capital adequacy regulation forbearance criteria based on an annual increase in an institution's permanent capital ratio, which, if met, would ensure that no enforcement action based solely on failure to meet the minimum permanent capital standards would be taken. However, all institutions would continue to be required to meet their minimum permanent capital standards (including the interim standards) before any earnings could be distributed or stock retired. Under the plan contemplated, an institution would be exempt from regulatory enforcement action imposed solely for failure to meet its minimum permanent capital standards if during each year from 1989 through 1993 it maintained its permanent capital ratio at or above the average permanent capital ratio for the previous year plus a specified increase.

Under the plan contemplated, the forbearance criterion for 1989 would be the institution's permanent capital ratio as of December 31, 1987. For succeeding years, the forbearance criteria would be determined by adding a specified forbearance increment to the prior year's average permanent capital ratio. These increments would be as follows:
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	Computation year Forbearance increment

	

	199050 basis points.

	199175 basis points.

	199275 basis points.

	1993100 basis points.
The FCA is considering whether the forbearance plan should be extended beyond 1993 and solicits comments on this issue.



The average permanent capital ratio for an institution would be computed by summing the adjusted permanent capital balances computed from each closing statement for that year (numerator) and dividing by the total of the risk-adjusted assets (denominator) computed from each closing statement for that year. For the purpose of commenting, respondents should assume that until 1991, the average would be computed using averages of monthend balances, and that beginning in 1991, the average would be computed using averages of daily balances.

If an institution maintains its permanent capital ratio throughout a given year at or above its prior year's average plus the forbearance increment, it would be exempt from enforcement action solely for failure to meet its interim minimum permanent capital standard for that year. For example, if the average permanent capital ratio for an institution for 1990 were 3.80 percent, the institution would meet its forbearance criterion if it were to maintain its permanent capital ratio at or above 4.55 (3.8 plus .75) during 1991. The contemplated plan would require the institution to meet this criterion at all times during the year. The forbearance plan would benefit primarily institutions that have starting permanent capital ratios of less than 5 percent, since at that point, the forbearance criteria would be higher than the interim minimum standard.

The forbearance standard in no way precludes the FCA from taking enforcement action for other unsafe or unsound practices, for noncompliance with statute or regulations, or any other action authorized by law.

The FCA invites comment on the forbearance plan. The FCA is considering whether the phase-in for the interim minimum permanent capital standards should be nonlinear, but the purposes of commenting on the forbearance proposal, commentors should assume that the phase-in is linear. Since there is no requirement for an increase in the permanent capital ratio in 1989, the increment which must be added to the December 31, 1987 permanent capital ratio to determine the interim permanent capital standard would be, for a linear phase-in, 25 percent per year. For the purpose of commenting on the forbearance plan, commentors should assume that: (1) The minimum permanent capital standard is 7 percent; (2) the interim standards will begin in 1989 (when they will require institutions to match the December 31, 1987 starting ratio); (3) the interim permanent capital standard for 1990 through 1993 will be 25, 50, 75 and 100 percent, respectively of the difference between 7 percent and the starting ratio. 

Authority: 12 U.S.C. 2154, 2243, 2252, section 310(a) of Pub.L. 100-233. 

Date: August 4, 1988.

David A. Hill, 

Secretary, Farm Credit Administration Board
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