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FARM CREDIT ADMINISTRATION 

12 CFR Part 624 

Regulatory Accounting Practices 


ACTION: Final rule. 

SUMMARY: The Farm Credit Administration (FCA), by the Farm Credit Administration Board (Board), adopts final regulations amending 12 CFR Part 624 relating to the use of regulatory accounting practices (RAP) by Farm Credit institutions. These final regulations implement amendments to the Farm Credit Act of 1971 (Act) (12 U.S.C. 2001, et seq), made by the Agricultural Credit Act of 1987 (1987 Act) (Pub. L. 100-233). The regulations authorize Farm Credit institutions to use RAP for certain interest rate evaluations and extend the use of RAP until 1992. 

DATE: This regulation shall become effective upon the expiration of 30 days from publication during which either or both houses of Congress is in session. Notice of effective date will be published. 

FOR FURTHER INFORMATION CONTACT: 

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

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 Farm Credit institutions would be authorized to use regulatory accounting practices (RAP). FCA promulgated regulations in 1986 (12 CFR 264.100, 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). 

On April 5, 1988, the FCA Board adopted proposed amendments to the RAP regulations which reflected the amendments to the Act made by the 1987 Act. The proposed amendments extended the period during which institutions could use RAP to December 31, 1992; deleted the authority for institutions to use RAP to determine the value of stock for retirement purposes; and clarified the authority of institutions to use RAP for interest rate evaluations (53 FR 16968). 

The FCA received comments on the proposed regulations from the Farm Credit Corporation of America (FCCA), the Farm Credit System Assistance Board (Assistance Board), two Farm Credit Districts, and a production credit association (PCA). 

[bookmark: _GoBack]The FCCA and individual bank commentors stated that the regulations should continue to authorize institutions to use RAP to retire stock at par when the book value of the stock is less than per determined in accordance with GAAP. For the reasons stated below and in the supplementary information to the proposed regulation published on May 12, 1988 (53 FR 16968), the FCA Board reaffirms its determination that RAP can no longer be used to determine the value of stock for retirement purposes. This comment raises questions regarding stock retirement for three different types of stock: "eligible borrower stock" as defined in section 4.9A of the Act; stock which is "permanent capital" as defined in section 4.3A of the Act; and Farm Credit Bank (FCB) stock issued and retired in connection with the issuance and retirement of "eligible borrower stock" by a Federal land bank association (FLBA). The issues relating to these three categories of stock will be discussed sequentially. 

The first question involves the use of RAP for purposes of retiring "eligible borrower stock." The FCA Board reconfirms its position that when an institution retires "eligible borrower stock" as defined in section 4.9A of the Act, it must be retired at par in accordance with that section. Under section 4.9A of the 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 (January 6, 1988), 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 held by an institution in liquidation. 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 an institution in liquidation does not have the resources to retire such stock at par value then, in accordance with section 4.9A of the Act, the Farm Credit System Financial Assistance Corporation (Financial Assistance Corporation) or the Farm Credit System Insurance Corporation are required to provide the receiver with sufficient funds to effect that retirement. 

Thus, institutions have an independent statutory authority to retire eligible borrower stock at par regardless of its book value determined in accordance with GAAP and do not need RAP for that purpose. However, in order to further clarify that power, on October 4, 1988, the FCA Board adopted capital adequacy related regulations which, among other things, provide for the retirement of equities by Farm Credit institutions (See separate Federal Register document published elsewhere in this issue.) Section 615.5260 provides that when an institution retires eligible borrower stock in the ordinary course of business, such equities shall be retired at par, even if their book value is less than par. 

The next issue relates to the retirement of permanent capital. Section 4.3A as added by the 1987 Act, requires System institutions to begin issuing new types of equities that will be included within its "permanent capital" and which are not categorized as "eligible borrower stock." Permanent capital must be issued as an "at risk" investment. To achieve this result, section 4.3A requires that such equities be issued and retired in accordance with the bylaws of the institution subject to statutory and regulatory requirements, including the requirement that permanent capital may only be retired at the discretion of the board of directors of the institution. 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. 

The commentors assert that there is no inconsistency between the requirement for permanent capital to be an "at risk" investment and the authority for such capital to be retired at par in accordance with RAP when its book value is less than par determined in accordance with GAAP. The FCA Board reasserts its position that there is no authority for institutions to retire "permanent capital" at any value greater than its book value and thus there is no authority to use RAP for such purposes. Section 4.3A of the Act excludes from the definition of "permanent capital" any equities that are not "at risk." This section also requires each institution to provide for the conversion of some portion of each stockholders "eligible borrower stock" into "permanent capital" to ensure that each borrower has at least some minimum stake in the institution. One of the risks implicit in this requirement is the risk that the investment may decline in value and become impaired. If it can be retired at more than book value, it is not truly at risk. 

It is also noted that the position advanced by these commentors could have the effect of significantly altering the statutory responsibilities of the Assistance Board and the Financial Assistance Corporation. Section 6.4, as added by the 1987 Act, authorizes each System institution to request assistance from the Farm Credit System Assistance Board (Assistance Board) when the book value of its stock falls below 100 percent 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 percent 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. In that event, the Assistance Board is obligated to direct the Financial Assistance Corporation to provide the receiver of the institution with sufficient funds to retire eligible borrower stock at par value in accordance with section 4.9A of the Act.

If an institution were able to retire permanent capital at par value when its book value was less than par, that activity could greatly increase the amount of funds that would have to be provided under section 4.9A. 

The FCA Board carefully considered all of the relevant statutory provisions and their legislative histories in the development of this regulation. Some of the commentors did reference statements in the legislative history to S. 1665 that, when read in isolation, could suggest that all stock of an institution should be retireable at par determined in accordance with RAP (S. Rep. No. 100-230, 100th Cong., 1st Sess., 28). However, the bill included express statutory requirements relating to mandatory retirement at par of "eligible borrower stock" and a separate provision requiring that permanent capital be held "at risk." The latter provision would be rendered meaningless if borrowers were able to have such capital retired at a value greater than its value determined in accordance with GAAP. It is also noted that the retirement of impaired permanent capital at par would, in most instances, violate section 4.3A(d) of the Act which prohibits any institution from reducing its permanent capital through the retirement
 of stock unless it meets the minimum capital adequacy standards. An institution with permanent capital that is worth less than its par value determined in accordance with GAAP will, in most instances, not meet the capital adequacy requirements. 

The third question relates to the retirement of FCB stock which was purchased by an FLBA in connection with the purchase of "eligible borrower stock" of the FLBA by a borrower. Several commentors expressed concern that unless the FCB was able to retire such stock at par, the FLBA would not have the financial resources to retire the corresponding "eligible borrower stock" at par. The FCA Board agrees and has addressed this issue through the adoption of § 615.5260(c) as part of the capital adequacy related regulations. Section 615.5260(c) provides that when a FCB retires stock for the sole purpose of enabling an association to retire eligible borrower stock that was issued in connection with long term real estate loans, such stock must be retired at par even if its book value is less than par. A complete discussion of this matter is contained in the capital adequacy related regulation adopted by the FCA Board on October 4, 1988. 

A Farm Credit Bank commented that the effective date for the termination of the use of RAP for stock retirement should be postponed until associations have adopted new capitalization plans pursuant to section 4.3A of the Act. The FCA Board believes that this comment has been addressed by coordinating the effective date of these regulations with the effective date of the capital adequacy related regulations so that both sets of regulations will be effective on the same date. 

A PCA commented that the FCA should not attempt to dictate interest rates to associations. This comment was apparently based on a misreading of proposed § 624.104 which merely restates the statutory authority under which institutions can use RAP to evaluate the interest rates charged on loans. Consistent with the Act, the regulation provides that RAP cannot be used to charge a rate of interest below the competitive interest rates charged by other lending institutions. 

The Assistance Board commented that the deletion of authority to use RAP as a basis for the retirement of stock should be coupled with a provision discussing the Assistance Board's authorities as provided by the 1987 Act. The FCA Board believes the authorities of the Assistance Board are clearly enumerated in Title VI of the Act and that no further additions to these regulations are necessary. 

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 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: Secs. 1.1, 1.5, 2.2, 2.12, 3.1, 4.8, 5.17, 5.19; 12 U.S.C. 2001, 2013, 2073, 2093, 2122, 2159, 2252, 2254. 

§ 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 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 and 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. 

An 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: October 7, 1988. 

David A. Hill, 

Secretary, Farm Credit Administration Board. 
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