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FARM CREDIT ADMINISTRATION

12 CFR Parts 607, 614, 615, 620 and
628

RIN 3052—-AC81

Regulatory Capital Rules: Regulatory
Capital, Implementation of Tier 1/Tier 2
Framework

AGENCY: Farm Credit Administration.
ACTION: Proposed rule.

SUMMARY: The Farm Credit
Administration (FCA or we) is seeking
comments on this proposed rule that
would revise our regulatory capital
requirements for Farm Credit System
(System) institutions to include tier 1
and tier 2 risk-based capital ratio
requirements (replacing core surplus
and total surplus requirements), a tier 1
leverage requirement (replacing a net
collateral requirement for System
banks), a capital conservation buffer,
revised risk weightings, and additional
public disclosure requirements. The
revisions to the risk weightings would
include alternatives to the use of credit
ratings, as required by section 939A of
the Dodd-Frank Wall Street Reform and
Consumer Protection Act.

DATES: You may send us comments by
January 2, 2015.

ADDRESSES: For accuracy and efficiency
reasons, please submit comments by
email or through the FCA’s Web site.
We do not accept comments submitted
by facsimile (fax), as faxes are difficult
for us to process in compliance with
section 508 of the Rehabilitation Act.
Please do not submit your comment
multiple times via different methods.
You may submit comments by any of
the following methods:

e Email: Send us an email at reg-
comm@fca.gov.

e FCA Web site: http://www.fca.gov.
Select “Public Commenters,” then
“Public Comments,” and follow the
directions for “Submitting a Comment.”

e Federal eRulemaking Portal: http://
www.regulations.gov. Follow the
instructions for submitting comments.

e Mail: Barry F. Mardock, Deputy
Director, Office of Regulatory Policy,
Farm Credit Administration, 1501 Farm
Credit Drive, McLean, VA 22102-5090.

You may review copies of all
comments we receive at our office in
McLean, Virginia, or from our Web site
at http://www.fca.gov. Once you are in
the Web site, select “Public
Commenters,” then “Public
Comments,” and follow the directions
for “Reading Submitted Public
Comments.” We will show your
comments as submitted, but for

technical reasons we may omit items
such as logos and special characters.
Identifying information you provide,
such as phone numbers and addresses,
will be publicly available. However, we
will attempt to remove email addresses
to help reduce Internet spam.

FOR FURTHER INFORMATION CONTACT: ].C.
Floyd, Senior Capital Markets Specialist
and FCA Examiner, Office of
Examination, Farm Credit
Administration, McLean, VA 22102—
5090, (720) 213-0924, TTY (703) 883—
4056; or Rebecca S. Orlich, Senior
Counsel, or Jennifer A. Cohn, Senior
Counsel, Office of General Counsel,
Farm Credit Administration, McLean,
VA 22102-5090, (703) 883—4020, TTY
(703) 883—4056.

SUPPLEMENTARY INFORMATION:
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I. Introduction

A. Objectives of Proposed Rule

The FCA’s objectives in proposing
this rule are:

¢ To modernize capital requirements
while ensuring that institutions
continue to hold enough regulatory
capital to fulfill their mission as a
Government-sponsored enterprise
(GSE);

e To ensure that the System’s capital
requirements are comparable to the
Basel III framework and the
standardized approach that the Federal
banking regulatory agencies have
adopted, but also to ensure that the
rules take into account the cooperative
structure and the organization of the
System;

e To make System regulatory capital
requirements more transparent; and

¢ To meet the requirements of section
939A of the Dodd-Frank Wall Street
Reform and Consumer Protection Act.

B. Overview of Proposed Rule

The FCA is seeking public comment
on a proposed rule that would revise
our capital requirements governing

System banks,* System associations,
Farm Credit Leasing Services
Corporation, and any other FCA-
chartered institution the FCA
determines should be subject to this rule
(collectively, System institutions). The
proposed rule, where appropriate, is
comparable to the capital rules adopted
in October 2013 and April 2014 by the
Federal banking regulatory agencies 2 for
the banking organizations they
regulate.3 Those rules follow the Basel
Committee on Banking Supervision’s
(BCBS or Basel Committee) document
entitled “Basel III: A Global Regulatory
Framework for More Resilient Banks
and Banking Systems” (Basel III),
including subsequent changes to the
BCBS’s capital standards and BCBS
consultative papers, and our proposed
rule follows Basel III as appropriate for
cooperatives.4

The FCA believes this proposed rule
would improve the quality and quantity
of System institutions’ capital and
enhance risk sensitivity in calculating
risk-weighted assets. It would also
provide a more transparent picture of
System institutions’ capital to the
investment-banking sector, which could
facilitate System institutions’ securities
offerings to third-party investors. In
addition, to comply with section 939A
of the Dodd-Frank Wall Street Reform
and Consumer Protection Act of 2010
(Dodd-Frank Act),5 we propose
alternatives to credit ratings for
calculating risk-weighted assets for
certain exposures that are currently
based on the ratings of nationally

1For purposes of this preamble and proposed part
628, as well as some of the regulations in which we
are proposing conforming changes and other
existing regulations, the term ““System bank”
includes Farm Credit Banks, agricultural credit
banks, and banks for cooperatives. It has the same
meaning as Farm Credit bank, which is defined in
§619.9140 and which would continue to be used
in some of the regulations in which we are
proposing conforming changes as well as in other
existing regulations. The Farm Credit Act of 1971,
as amended (Farm Credit Act), uses the term
“System bank” in a number of its provisions.

2The Federal regulatory banking agencies are the
Office of the Comptroller of the Currency (OCC), the
Board of Governors of the Federal Reserve System
(FRB), and the Federal Deposit Insurance
Corporation (FDIC).

378 FR 62018 (October 11, 2013) (final rule of the
OCC and the FRB); 79 FR 20754 (April 14, 2014)
(final rule of the FDIC).

4Basel III was published in December 2010 and
revised in June 2011. The text is available at
http://www.bis.org/publ/bcbs189.htm. The BCBS
was established in 1974 by central banks with bank
supervisory authorities in major industrial
countries. The BCBS develops banking guidelines
and recommends them for adoption by member
countries and others. BCBS documents are available
at http://www.bis.org. The FCA does not have
representation on the Basel Committee, as do the
Federal banking regulatory agencies, and is not
required by law to follow the Basel standards.

5Pub. L. 111-203, 124 Stat. 1376 (2010).

recognized statistical rating
organizations (NRSROs).

After the worldwide financial crisis
that began in the past decade, the BCBS
issued Basel IIl and has continued to
issue additional standards, with the goal
of strengthening the capital of financial
organizations. The capital rules recently
adopted by the Federal banking
regulatory agencies reflect Basel I as
well as aspects of Basel I and other
BCBS standards. The provisions of the
banking agencies’ rules that are not
specifically included in the Basel III
framework are generally consistent with
the goals of the framework.

The FCA’s proposed rule is
comparable to the standardized
approach rules of the Federal banking
regulatory agencies to the extent
appropriate for the System’s cooperative
structure and status as a GSE with a
mission to provide a dependable source
of credit and related services for
agriculture and rural America. Like the
banking agencies’ rules, the FCA’s
proposed rule incorporates key aspects
of the Basel IIT tier 1 and tier 2
framework and includes a leverage ratio
as well as a capital conservation buffer
to enhance the resilience of System
institutions. The capital conservation
buffer would be phased in over 3 years,
but we are not proposing to incorporate
any of the other transition periods in
Basel IIT and the Federal regulatory
banking agencies’ rules.

The proposed rule would impose
some new patronage and redemption
restrictions, including FCA prior
approvals, on System institutions in
order to ensure the stability and
permanence of the capital includable in
the tier 1 and tier 2 capital ratios,
especially regarding the equities held by
the cooperative members of the
institutions (common cooperative
equities). The proposed rule would also
require additional recordkeeping and
disclosures by System institutions. We
believe that the benefits to the System
of these proposed rules would more
than outweigh the restrictions and
additional responsibilities we would
require.

The FCA also proposes changes to its
risk-based capital rules for determining
risk-weighted assets—that is, the
calculation of the denominator of a
System institution’s risk-based capital
ratios. This proposed rule would
eliminate the credit ratings of NRSROs
from risk-weights for certain exposures,
consistent with section 939A of the
Dodd-Frank Act. As an alternative, FCA
proposes to include methodologies for
determining risk-weighted assets for
exposures to sovereigns, foreign banks,
and public sector entities, securitization
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exposures, and counterparty credit risk.
The rule includes new risk weights for
cleared transactions, guarantees
including credit derivatives,
collateralized financial transactions,
unsettled transactions, and
securitization exposures. In addition,
there are proposed new disclosure
requirements for all System banks
related to regulatory capital
instruments.

We generally do not propose risk
weightings for exposures that System
institutions have no authority to
acquire.® In some but not all cases, we
discuss in this preamble this variance
from the rules of the Federal banking
regulatory agencies. In addition, we do
not propose risk weightings for certain
exposures that are both complex and
unlikely; in the unlikely event that a
System institution did acquire such an
exposure, we would address it on a
case-by-case basis using the reservation
of authority that we propose. We
generally discuss these exposures in this
preamble.

We remind System institutions that
the presence of a particular risk
weighting does not itself provide
authority for a System institution to
have an exposure to that asset or item.
System authorities to acquire exposures
are contained in other provisions of our
regulations and in the Farm Credit Act.

We are not proposing to adopt the
“advanced approaches” regulatory
capital rules because no System
institution has the volume of assets or
foreign exposures that would subject it
to those approaches if it were regulated
by a Federal banking regulatory agency.”
We also do not propose the market risk
requirements, because no System
institution has significant exposure to
market risk, and we propose to require
all System institutions to exclude
Accumulated Other Comprehensive
Income (AOCI) from regulatory capital.

We propose to place the tier 1 and tier
2 risk-weighted and leverage capital
requirements in a new part 628 of FCA
regulations in Title 12 of the Code of
Federal Regulations. We would rescind
the risk-weighting provisions in subpart
H of part 615 and the core surplus, total
surplus, and net collateral requirements
in subpart K of part 615. We would

6 However, we do propose risk weighting for
exposures that System institutions are not
permitted to acquire under their investment
authorities, because such exposures could be
acquired through foreclosure on collateral or similar
transactions.

7In general, the advanced approaches rule
applies to banks with consolidated total assets of at
least $250 billion or with foreign exposures of $10
billion or more. Only two System institutions have
total assets in excess of $50 billion, and foreign
exposures are negligible.

retain in part 615 the requirements for
the numerator of the permanent capital
ratio, a measure that is mandated by the
Farm Credit Act, but the risk weightings
for the denominator of the permanent
capital ratio would be the risk
weightings in new part 628. We also
propose conforming changes in several
other FCA regulations.

In this proposed rule, we have used
the general format and the section and
paragraph numbering system of the
Federal banking regulatory agencies’
rules to the extent possible. In many
cases, we have retained the numbering
system by reserving sections and
paragraphs where we are not proposing
parallel provisions. We have done so in
order to facilitate the comparison of the
proposal with the banking agencies’
rules.

C. List of Questions Asked and
Comments Requested in This Preamble

We welcome comments on every
aspect of this proposed regulation, but
there are certain areas where we are
specifically seeking comment. We ask
specific questions in these areas
throughout this preamble, but for the
convenience of commenters we provide
below a list all of our specific questions
and requests for comment. We also ask
generally for comments that suggest
how we could simplify the rule while
retaining the improved capital
framework that is our goal.

(1) Alternatives to Including Common
Cooperative Equities in CET1 or Tier 2
Capital

We seek comment on using
alternative terms or conditions that FCA
could apply to common cooperative
equities. Is a 10-year revolvement cycle
long enough to reduce the expectation
of redemption and increase the
permanence of such equity instruments
so that they may be included in CET1
capital?

(2) Capital Treatment of MSAs

We seek comment on whether FCA
should risk weight MSAs at 100 percent
or require deduction of MSAs from
CET1, as we propose to do for non-
mortgage servicing rights. At the present
time, FCA does not consider any type of
servicing asset material to a System
institution’s or the System’s
consolidated balance sheet.

(3) Accounting for Defined Benefit
Pension Fund Assets

Given System institutions’ differing
methods of reporting defined benefit
pension fund assets, what is the best
way to require adjustments for defined

benefit pension fund assets in the CET1
capital computation?

(4) Third-Party Capital Limits
We seek comment on alternative
third-party limits to ensure that System

institutions remain capitalized
primarily by their member borrowers.

(5) Risk-Weighting—Exposures to OFIs

We seek comment on our proposed
capital treatment of exposures to OFIs.
Specifically, what factors or other
information would be relevant if we
consider assigning an intermediate risk-
weight to a System institution’s
exposure to an OFI, recognizing that the
same exposure to the same OFI would
receive a 100-percent risk weight from
a banking organization regulated by a
Federal banking regulatory agency?

(6) Risk-Weighting—Exposures to
Certain Electrical Cooperative Assets

We seek comment as to whether we
should retain this risk weighting [for
exposures to certain electrical
cooperative assets], being mindful of the
Dodd-Frank Act section 939A
requirement that we must eliminate the
credit rating criteria.

(7) Credit Conversion Factors for Off-
Balance Sheet Items—Exposure Amount
of a System Bank’s Commitment to an
Association

We invite comment on this
determination [regarding our
determination of the exposure amount
of a System bank’s commitment to an
association].

(8) System Institution Acting as Clearing
Member

We invite comment as to whether we
should adopt such provisions
[contemplating that System institutions
would act as clearing members].

(9) Collateralized Transactions—Own
Estimate of Haircuts

We seek comment on whether we
should adopt a regulation that would
permit the use of an institution’s own
estimates.

(10) Exposures to Asset-Backed
Commercial Paper (ABCP) Programs

We seek comment as to whether we
should include provisions in our risk-
based capital rules regarding ABCP
programs that are comparable to those
adopted by the Federal banking
regulatory agencies.

(11) Disclosures

We invite comment on the
appropriate application of these
proposed disclosure requirements to
System banks.
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D. Key Provisions of the Proposed Rule

TABLE 1—SUMMARY OF KEY PROVISIONS OF THE TIER 1/TIER 2 CAPITAL ITEMS AND STANDARDIZED APPROACH RISK
WEIGHTS

Minimum capital ratios

Proposed treatment

Tier 1/Tier 2—Capital Items

Common equity tier 1 (CET1) capital ratio (§ 628.10)
Tier 1 capital ratio (§628.10)
Total capital ratio (§628.10)
Tier 1 Leverage ratio (§628.10)

Components of Capital and Eligibility Criteria for Regulatory Capital In-
struments (§§ 628.20, 628.21, and 628.22).

Capital Conservation Buffer (§628.11)

A minimum requirement of 4.5 percent.

A minimum requirement of 6.0 percent.

A minimum requirement of 8.0 percent.

A minimum tier 1 leverage ratio requirement of 5.0 percent of which at
least 1.5 percent must consist of unallocated retained earnings and
unallocated retained earnings equivalents. Applies to all System in-
stitutions.

Describes the eligibility criteria for regulatory capital instruments and
adds certain adjustments to and deductions from regulatory capital,
including increased deductions for mortgage servicing assets (MSAs)
and deferred tax assets (DTAs).

A 2.5-percent capital conservation buffer of CET1 capital above the
minimum risk-based capital requirements, which must be maintained
to avoid restrictions on capital distributions and certain discretionary
bonus payments.

Risk-Weighted Assets—Standardized Approach

Credit @XPOSUIES 107 ..iuiiiiiriiiieieieie ettt
U.S. government and its agencies
U.S. depository institutions and credit unions (including those that

are OFIs).
U.S. public sector entities, such as states and municipalities

Cash
Cash items in the process of collection
Exposures to other System institutions that are not deducted from
capital.
Assets not specifically assigned to a risk weight category and not
deducted from capital (§628.32).
Exposures to certain supranational entities and multilateral develop-
ment banks (§ 628.32).
Exposures to Government-sponsored enterprises (§ 628.32)

Credit @XPOSUIES 107 ....iiiiiiiiieieeiee e
FOreign SOVErEIgNS. ....ccoiuiiiiiiie ettt e
Foreign banks. .........ccooeviiiiiiinicie,
Foreign public sector entities (§628.32) ....

Corporate exposures (§ 628.32)

Residential mortgage exposures (§ 628.32)

High volatility commercial real estate exposures (§ 628.32)

Past due exposures (§628.32)

Off-balance Sheet ltems (§ 628.33)

OTC Derivative Contracts (does not include cleared transactions)
(§628.34).
Cleared Transactions (§ 628.35)

Guarantees and Credit Derivatives (§ 628.36)
Collateralized Transactions (§ 628.37)
Unsettled Transactions (§ 628.38)

Securitization Exposures (§§628.41, 628.42, 628.43, 628.44, and
628.45).

Remains unchanged from existing regulations:
0 percent.
20 percent.

20 percent—general obligations.
50 percent—revenue obligations.
0 percent.

20 percent.

100 percent.

100 percent.
Risk weight reduced from 20 percent to 0 percent.

Risk weight for preferred stock increased from 20 percent to 100 per-
cent. Risk weight for all other exposures (except equity exposures,
which are discussed below) remains at 20 percent.

Introduces a risk-sensitive treatment using the Country Risk Classifica-
tion measure produced by the Organization for Economic Coopera-
tion and Development instead of determining risk weight based on
OECD membership status.

Assigns a 100-percent risk weight to corporate exposures, including
exposures to OFls that do not satisfy the criteria for a 20-percent risk
weight and agricultural borrowers.

50 percent for first lien residential mortgage exposures that satisfy
specified underwriting criteria. 100 percent otherwise.

Introduces a 150-percent risk weight for certain credit facilities that fi-
nance the acquisition, development, or construction of real property.
Introduces a 150-percent risk weight for exposures that are past due,
unless they are residential mortgage exposures or they are guaran-

teed or secured by financial collateral.

Certain credit conversion factors (CCF) revised, including the CCF for
short-term commitments that are not unconditionally cancellable,
which is increased from 0 percent to 20 percent.

Modifies derivative matrix table slightly. Recognizes credit risk mitiga-
tion of collateralized OTC derivative contracts.

Provides preferential capital requirements for cleared derivative and
repo-style transactions (as compared to requirements for non-cleared
transactions) with central counterparties that meet specified stand-
ards.

Provides a more comprehensive recognition of guarantees.

Recognizes financial collateral.

Risk weight depends on number of business days past settlement
date.

Replaces the ratings-based approach with either the standardized su-
pervisory formula approach (SSFA) or the gross-up approach for de-
termining a securitization exposure’s risk weight based on the under-
lying assets and exposure’s relative position in the securitization’s
structure.
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TABLE 1—SUMMARY OF KEY PROVISIONS OF THE TIER 1/TIER 2 CAPITAL ITEMS AND STANDARDIZED APPROACH RISK

WEIGHTS—Continued

Minimum capital ratios

Proposed treatment

Equity exposures (§§628.51, 628.52, and 628.53)
Disclosure Requirements (§§628.61, 628.62, and 628.63)

Establishes a more risk-sensitive treatment for equity exposures.
Establishes qualitative and quantitative disclosure requirements, includ-
ing regarding regulatory capital instruments, for all System banks.

Existing FCA Regulatory Capital

Minimum Capital Ratios:

Permanent capital ratio (§§615.5201 and 615.5205) ........c.ccecerercueruene

Total surplus ratio (§§615.5301(i) and 615.5330(a)) .....
Core surplus ratio (§§615.5301(b) and 615.5330(b)) ....ccceevvvverenee
Net collateral Ratio (banks only) (§§615.5301(d) and 615.5335)

Eliminated.
Eliminated.
Eliminated.

Numerator calculation remains unchanged, but risk weights (denomi-
nator) are revised as described in this proposal.

E. The History and Cooperative
Structure of the Farm Credit System

The System is a federally chartered
network of four banks and 78
associations that are borrower-owned
lending cooperatives, as well as their
related service organizations.8
Cooperatives are organizations that are
owned and controlled by their members
who use the cooperatives’ products or
services. The mission of the System is
to provide sound and dependable credit
to its member borrowers, who are
American farmers, ranchers, producers
or harvesters of aquatic products, their
cooperatives, and certain farm-related
businesses and rural utility
cooperatives. The System was created
by Congress in 1916 as a farm real estate
lender and was the first GSE; in
subsequent years, Congress expanded
the System to include production credit,
cooperative, rural housing, and other
types of lending. The System’s enabling
statute is the Farm Credit Act.?

System associations are direct retail
lenders; Farm Credit Banks (FCBs) are
primarily wholesale lenders to the
associations, and the agricultural credit
bank (CoBank or ACB) makes retail
loans to cooperatives as well as
wholesale loans to affiliated
associations. Each System bank has a
district, or lending territory, which
includes the territories of the affiliated
associations that it funds; CoBank, in
addition, lends to cooperatives
nationwide. There are generally two
types of associations: Agricultural credit
associations (ACAs) and Federal land

8 This is the System’s structure as of December
31, 2013. The Federal Agricultural Mortgage
Corporation (Farmer Mac), which is a federally
chartered instrumentality, is also an institution in
the System. The FCA has a separate set of capital
regulations that apply to Farmer Mac, and this

credit associations (FLCAs). In general,
ACAs make short, intermediate, and
long-term operating loans, real estate
mortgage loans, and rural housing
loans.1® FLCAs make only long-term
real estate mortgage and rural housing
loans.

The System banks own the Federal
Farm Credit Banks Funding Corporation
(Funding Corporation), which is the
fiscal agent for the banks and is
responsible for issuing and marketing
System-wide debt securities in domestic
and global capital markets. The banks
use the proceeds from the securities to
fund their lending and other operations,
and the banks are jointly and severally
liable on the debt.

The FCA is the System’s independent
Federal regulator that examines and
regulates System institutions for safety
and soundness and mission compliance.
The Farm Credit System Insurance
Corporation (FCSIC) is an independent,
U.S. Government-controlled corporation
whose purpose is to ensure the timely
payment of principal and interest on
insured System-wide debt obligations
issued on behalf of the System banks.
The members of the FCA Board also
serve as the members of the FCSIC
Board. The FCSIC administers a $3.5
billion Insurance Fund and collects
insurance premiums from System

banks.

1. Capital Structure of System
Institutions

A System institution’s cooperative
capital consists of member-borrower

proposed rule does not pertain to Farmer Mac’s
regulations.

912 U.S.C. 2001-2279cc. The Act is available at
www.fca.gov under “FCA Handbook.”

10 ACAs may have a production credit association
subsidiary that makes short and intermediate-term

stock, allocated equities, and
unallocated retained earnings. System
institutions, like all businesses, need
capital to absorb losses in times of
financial adversity and provide a source
of funds to stabilize earnings and
finance growth. Capital also carries
ownership rights of members, which
reflect the System’s cooperative nature.
Members, both past and current, helped
build almost all the capital of System
institutions.1?

Member stock and allocated equities
are the common equity classes of
System institutions. As discussed above,
this proposed rule refers to member
stock and allocated equity collectively
as “‘common cooperative equity.” After
the URE of an institution is depleted, all
categories of common cooperative
equities are subject to impairment
before preferred stock and other non-
cooperative equities of the institution
are impaired. This impairment of
common cooperative equities by
category differs somewhat from the
common stock of a joint-stock bank,
whose common equities are all impaired
on a pro rata basis. However, the FCA
considers the impairment by category to
be substantially the same, as the
common cooperative equities protect
other equities and obligations of the
institution to the same extent common
equities of a joint-stock bank protect
non-common equities and obligations.

Table 2 compares the capital of
System institutions, as cooperatives,
and joint-stock companies.

loans and a FLCA subsidiary that makes long-term
loans.

11 A small amount of regulatory capital comes
from the purchase by third-party investors of
preferred stock and qualifying subordinated debt.
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TABLE 2—CAPITAL INSTRUMENT COMPARISON

System institution

Joint-stock company

Capital Stock

Earned Net Worth

Preferred Stock (outside investors)
Preferred Stock (member investors). ..........cccceveenee.
Member-Borrower Stock and Participation Certificates
Allocated Stock 1.

Allocated Surplus
Unallocated Retained Equity and URE equivalents.

Preferred Stock (member investors)

Common Stock.

Retained Earnings.

1 Allocated equities include both stock and surplus. System banks generally allocate equity as stock, and System associations generally allo-
cate equity as surplus. Allocated equities in this context may be redeemed at the discretion of the institution.

2. Member Stock—Association Level

A retail borrower of a System
association or of the ACB is required to
purchase voting stock or non-voting
participation certificates (depending on
the status of the borrower 12) as a
condition of obtaining a loan 3 and
becoming a member of the institution.
For purposes of this discussion, the FCA
uses the term “member stock’ to refer
to both voting stock and participation
certificates.

Member stock is redeemable at book
value, not to exceed par, only at the
discretion of the association’s board of
directors and subject to the association’s
compliance with capital adequacy
requirements. When these requirements
are met, associations routinely retire
member stock within some timeframe
after the member has repaid the loan.
System associations are authorized to
pay dividends on member stock but do
not currently do so.

Currently, all associations set their
member stock purchase requirements at
the Farm Credit Act’s minimum of the
lesser of $1,000 or 2 percent of the loan
amount,4 regardless of the member’s
loan volume. Thus, while association
stock purchased by borrowers embodies
a key cooperative principle, it is not a
significant source of association capital.

3. Member Stock—System Bank Level

By contrast, member stock purchased
by associations in their affiliated System
bank plays an important role in
capitalizing System banks. Each System
bank sets a “required investment” for its
affiliated associations based on a
percentage of each association’s loan

12Only members engaged in agriculture and
aquaculture may hold voting stock in associations.
Except for the ACB, only System associations may
hold voting stock in their affiliated bank. The ACB’s
voting members are its affiliated associations as
well as its agricultural and rural utility cooperative
borrowers. Other borrowers, such as rural
homeowners who are not farmers and other
financing institutions, buy participation certificates
as a condition of getting a loan or service.

13 A member may also purchase preferred stock
as an investment in the association if the
association offers such stock. Such preferred stock
is not a common cooperative equity.

14 Section 4.3A(c)(1)(E)(i) of the Act.

volume funded by the bank. System
bank advances fund the stock
purchases, and the associations’
repayments of these advances reduce
their retained earnings.1® As an
association’s loan volume grows, the
bank requires the association
periodically to acquire additional stock
to maintain the required stock
investment. When an association’s loan
volume decreases, the bank either pays
a return on what the bank deems
“excess’ stock through an interest credit
or an increased patronage refund
distribution, or the bank retires such
stock. Tying the amount of the required
investment to the amount of the loan
results in each association’s bearing the
cost and risks of bank capital relative to
the association’s share of bank debt, but
this practice also makes the stock less
permanent because the bank routinely
issues or redeems the stock.

The ACB’s capitalization program sets
a “targeted investment” for its members
based on loan volume and allows its
members to accumulate the targeted
investment through the bank’s payment
of stock patronage refunds, or to
purchase stock to fulfill the entire
investment requirement. The ACB’s
affiliated associations have all chosen to
meet the target through stock purchases
rather than through accumulations of
allocated equities.

4. Allocated Equities

As discussed above, some System
institutions provide cooperative benefits
to their borrowers by paying patronage
refunds to their member borrowers
based on net income. Patronage refunds
may be paid in cash or allocated
equities 16 (stock or surplus) or a
combination of both. When institutions
pay patronage refunds as allocated
equity, they actually retain the allocated
equity thus effectively increasing a

15 System banks and associations’ accounting
systems and wire transfer systems are highly
coordinated if not the same within districts;
therefore, a reduction in retained earnings would be
equivalent to cash repayment of an advance.

16 The FCA uses the term “allocated equity” to
mean patronage refunds retained as both allocated
stock and allocated surplus.

borrower’s equity investment in the
institution. For tax purposes, a System
institution that declares a patronage
refund must provide the borrower with
a written notice of allocation evidencing
the amount paid in cash and the amount
of allocated equity.17 In this context,
FCA is describing allocated equities that
the institution determines are subject to
redemption. Those allocated equities
that an institution determines are not
subject to redemption will be discussed
later.

Allocated equities have certain rights
and features in common with member
stock. Allocated equities are redeemable
at book value, not to exceed face value,
only at a board’s discretion and subject
to compliance with regulatory and
supervisory capital requirements.

5. Unallocated Retained Earnings (URE)
and URE Equivalents

URE consists of current and retained
earnings not allocated to a member or
distributed through patronage refunds
or dividends.18 It is free from any
specific ownership claim or expectation
of allocation, and it absorbs losses
before other forms of surplus and stock.
For the past two decades, System
associations have retained their earnings
primarily in the form of URE. One
distinction between URE and allocated
equity is whether the institution
provides a written notice of allocation to
the borrower. If the System institution
does not provide a written notice of
allocation to the borrower, the equity is
URE. However, many System
institutions keep “memo” records so
that URE may be attributed to a
borrower if liquidation occurs.9

In a liquidation, current and past
members may have a fixed and limited

17 Under Subchapter T of the Internal Revenue
Code, there are two types of allocated equities:
Qualified and nonqualified. Their Federal income
Tax treatment differs. See 26 U.S.C. 1381-1388.

18 Under GAAP, a System institution may include
allocated equity not subject to retirement in its
URE.

19 A limited amount of System URE stems from
non-patronage sources and, under the bylaws of
most System institutions, would be distributed at
liquidation among past and present patrons.
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claim on URE (except allocated equity
not subject to retirement that is treated
as URE under generally accepted
accounting principles (GAAP)).

The FCA has considered certain
nonqualified allocated equities to be the
equivalent of URE when a System
institution has provided a written notice
of allocation to members stating the
equities are not subject to redemption
except upon liquidation or dissolution.
To treat these nonqualified allocated
equities as URE in the core surplus
ratio, the FCA has required System
institutions to adopt bylaw provisions
that the nonqualified allocated equity
cannot be:

¢ Redeemed other than in a
liquidation or dissolution of the
institution;

¢ Considered by the institution as
satisfying any borrower requirement to
capitalize the entity; and

e Offset against the specified
borrower’s loan in the event of a loan
loss on the specified borrower’s
account.

F. The FCA’s Current Capital
Regulations

The FCA currently has three risk-
based minimum capital standards: (1) A
3.5-percent core surplus ratio (CSR); (2)
a 7-percent total surplus ratio (TSR);
and (3) a 7-percent permanent capital
ratio (PCR).2° Congress added a
definition of “permanent capital” to the
Farm Credit Act in 1988 and required
the FCA to adopt risk-based permanent
capital standards for System
institutions. The FCA adopted
permanent capital regulations in 1988
and, in 1997, added core surplus and
total surplus capital standards for banks
and associations, as well as a non-risk-
based net collateral ratio (NCR) for
banks.2 Since then, we have made only
minor changes to these regulations.

Permanent capital is defined in the
Farm Credit Act to include current
earnings, unallocated and allocated
earnings,22 stock (other than stock
retireable on repayment of the holder’s
loan or at the discretion of the holder,
and certain stock issued before October
1988), surplus less allowance for loan
losses (ALL), and other debt or equity
instruments that the FCA determines
appropriate to be considered permanent
capital. Allocated equities shared by a

20 See 12 CFR 615.5201-615.5216 and 615.5301—
615.5336.

21 See 53 FR 39229 (October 6, 1988) and 63 FR
39229 (July 22, 1998).

22]n this preamble, “unallocated and allocated
earnings” would be equivalent to “‘unallocated
retained earnings and allocated equities”.
Additionally “surplus’” would be “unallocated
retained earnings”.

bank and each affiliated association—
that is, equities that a bank has allocated
to an affiliated association—appear on
the books of both institutions but can be
counted in only one institution’s
permanent capital pursuant to a capital
allotment agreement between the two
institutions.

Core surplus is high-quality capital
similar (but not identical) to Basel I's
tier 1 capital and generally consists of
URE, certain allocated surplus, and
noncumulative perpetual preferred
stock. In calculating core surplus, an
association must deduct its net
investment in its affiliated bank; the
bank may not include in its core surplus
the equities it has issued or distributed
to its affiliated associations. At least 1.5
percent of the minimum 3.5-percent
core surplus requirement must consist
of URE and noncumulative perpetual
preferred stock. We did not include
equities held by one System institution
in another institution because we
wanted institutions to have sufficient
high-quality capital on a standalone
basis in the event the other System
institution became severely weakened.

Total surplus generally contains most
of the components of permanent capital
but excludes stock held by members as
a condition of obtaining a loan and
certain other instruments that are
routinely and frequently retired by
institutions.

G. Prior FCA Advance Notices of
Proposed Rulemaking (ANPRMs) on the
Basel Capital Standards

In October 2007, the FCA published
an advance notice of proposed
rulemaking (ANPRM) on the risk
weighting of assets—the denominator in
our risk-based core surplus, total
surplus, and permanent capital ratios—
a possible leverage ratio, and a possible
early intervention framework.23 A
comment letter we received in
December 2008 from the Funding
Corporation on behalf of the System
focused primarily on the numerators of
those regulatory capital ratios.24 The
System urged us to replace the core
surplus and total surplus capital
standards with a “Tier 1/Tier 2"’ capital
framework consistent with the Basel
Accord (Basel I and Basel II) and the
other Federal banking regulatory
agencies’ guidelines. The comment
letter stated that, “because the System’s
growth has required the use of external
equity capital, the System is in regular
contact with the financial community,

2372 FR 61568 (October 31, 2007).

24 Comment letter dated December 19, 2008, from
Jamie Stewart, President and CEO, Funding
Corporation, on behalf of the System.

including rating agencies and investors.
Obtaining capital at competitive terms,
conditions, and rates requires these
parties [to] understand the System’s and
individual institution’s financial
position, making consistency with
approaches used by other regulators,
rating agencies, and investment firms a
requirement to enhance the capacity of
the System to achieve its mission. For
the System to achieve its mission, the
System must be able to compete with
other lenders. Therefore, FCA’s capital
regulations must result in a regulatory
framework that provides for a level
playing field, in addition to safe and
sound operations.” Furthermore, the
System recommended that we replace
our NCR, which is applicable only to
banks, with a non-risk-based leverage
ratio applicable to all System
institutions.

In December 2009, the Basel
Committee published a consultative
document that proposed fundamental
reforms to the current tier 1/tier 2
capital framework.25 The Basel
Committee’s primary aims were to
improve the banking sector’s ability to
absorb shocks arising from financial and
economic stress, to mitigate spillover
risk from the financial sector to the
broader economy, and to increase bank
transparency and disclosures. The FCA
issued another ANPRM in July 2010
seeking comments on a tier 1/tier 2
regulatory capital structure that would
be similar to the capital tiers delineated
in the Basel consultative document and
the then-existing guidelines of the
Federal regulatory banking agencies. We
received two comment letters, one from
a System institution and one from a
trade association on behalf of the
System. Both commenters strongly
supported the FCA’s adoption of a
capital framework that was as similar as
possible to the capital guidelines of the
Federal regulatory banking agencies as
revised to implement the Basel III
standards. In particular, they asserted
that consistency of FCA capital
requirements with those of the Federal
regulatory banking agencies and
transparency would allow investors,
shareholders, and others to better
understand the financial strength and
risk-bearing capacity of the System. The
FCA decided to delay issuing a
proposed rule until the Basel Committee
had issued its new framework and the
Federal regulatory banking agencies had

25 “Basel Consultative Proposals to Strengthen the
Resilience of the Banking Sector,” December 17,
2009. The document is available at http://
www.bis.org/publ/bcbs164.htm.
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proposed rules to implement that
framework.

After soliciting comments on its
December 2009 consultative document,
the Basel Commiittee issued the new
Basel III capital standards in December
2010 (revised June 2011). In 2012, the
Federal regulatory banking agencies
issued proposed rules to implement
those standards and adopted final rules
in October 2013 and April 2014.

The FCA agrees generally with the
System’s position that a tier 1 and tier
2 regulatory capital framework
comparable to Basel IIT and the Federal
regulatory banking agencies’ new rules
would be beneficial to System
institutions, their members, the
investment community, and other
interested parties. It would also
facilitate the issuance of equities and
subordinated debt to third-party
investors. In addition, we believe it
necessary and appropriate to update the
denominator risk weightings that have
been revised based on the lessons
learned in the 2008 global financial
crisis.

When we adopted the core surplus,
total surplus and the net collateral ratios
in 1997, transparency to the investment
community was not a significant
consideration because the capital in the
System institutions was held by or
generated by their members. The goal of
those regulations was to ensure that
each System institution built sufficient
high-quality capital, especially URE and
URE equivalents, to serve the needs of
all qualifying eligible borrowers and to
withstand downturns in the agricultural
sector as well as adversities at other
System institutions. The FCA continues
to believe a significant amount of URE
and URE equivalents is necessary to
achieve and maintain that goal but also
believes common cooperative equities
may be included in the higher quality
capital measures to a larger extent than
they are included in our current
regulations. This position is based on a
number of factors, including the
reduction of the member stock
requirement at most institutions to the
statutory minimum and the institutions’
evolving allocated equity redemption
practices.

Through the 1990s and to the present
day, a strong agricultural economy
together with sound business practices
has enabled System institutions to build
higher quality capital while at the same
time growing the System’s total assets
from $64.8 billion in 1993 to $260.8
billion at the end of 2013.

II. Minimum Regulatory Capital Ratios,
Additional Capital Requirements, and
Overall Capital Adequacy

A. Minimum Risk-Based Capital Ratios
and Other Regulatory Capital Provisions

The FCA is proposing the following
minimum capital ratios: (1) A common
cooperative equity tier 1 (CET1) capital
ratio of 4.5 percent; (2) a tier 1 capital
ratio of 6 percent; (3) a total capital ratio
of 8 percent; and (4) a tier 1 capital
leverage ratio of 5 percent, of which at
least 1.5 percent must be composed of
URE and URE equivalents. Tier 1 capital
would equal the sum of CET1 and AT1
capital. Total capital would consist of
CET1, AT1, and tier 2 capital. As noted
above, the FCA’s existing core surplus,
total surplus, and net collateral
requirements would be rescinded, but
the minimum permanent capital
requirements would be retained.

In addition, each System institution
would be subject to a capital
conservation buffer in excess of the risk-
based capital requirements that would
impose limitations on its capital
distributions and certain discretionary
bonuses, as described in section C
below. The capital conservation buffer
would not be considered a minimum
capital requirement.

The FCA will continue to hold each
System institution accountable to
maintain sufficient capital
commensurate with the level and nature
of the risks to which it is exposed. This
may require capital significantly above
the minimum requirements, depending
on the institution’s activities and risk
profile. Section D below describes the
requirement for overall capital adequacy
of System institutions and the
supervisory assessment of an
institution’s capital adequacy.

Consistent with the FCA’s authority
under the Farm Credit Act and current
capital regulations, proposed §628.10(d)
confirms FCA’s authority to require an
institution to hold a different amount of
regulatory capital from what would
otherwise be required under the
proposal, if we determine that the
institution’s regulatory capital is not
commensurate with its credit,
operational, or other risks.

B. Leverage Ratio

The FCA is proposing a tier 1 leverage
ratio for all System institutions of 5
percent, of which at least 1.5 percent of
non-risk-weighted total assets must be
URE and URE equivalents. This would
replace the net collateral ratio
requirement for System banks. System
associations do not currently have a
leverage ratio requirement. The
proposed ratio differs from the Federal

regulatory banking agencies’ leverage
ratio in two respects: There is no
minimum URE and URE equivalents
requirement in their leverage ratio, and
their minimum requirement is 4
percent.

A leverage ratio constrains the build-
up of leverage in the System, which the
risk-based regime is not designed to do.
It reinforces the risk-based requirements
with a non-risk-based backstop—that is,
if the computation of the risk-weighted
assets does not accurately reflect the
true underlying risk inherent in a
System institution, the leverage ratio
serves as a floor that prevents the
institution from decreasing its capital
below a certain percentage of total
assets. Furthermore, it represents a
standardized measure that can be used
to make comparison among System
institutions over time.

The 5-percent leverage ratio takes into
consideration the fact that System
institutions are financially and
operationally interconnected, member-
owned cooperatives, and monoline
lenders that currently provide credit to
approximately 41 percent of the United
States agriculture sector. They have a
business model and risk profile that are
substantially different from traditional
banking organizations.

The higher 5-percent leverage ratio
also helps to ensure that System
institutions continue to have sufficient
systemic loss-absorbing capital to
withstand a severely adverse economic
event while continuing to provide a
steady flow of credit to U.S. agriculture
in view of the System’s unique GSE
mission.

For associations, the proposed 5-
percent minimum leverage ratio would
differ little from their proposed tier 1
risk-based capital requirement. Most
associations’ on-balance sheet assets are
risk weighted at 100 percent, and the
associations do not have significant off-
balance sheet items. This is not the case
for System banks, however. While
System banks do have off-balance sheet
items that would have to be risk
weighted—especially unfunded
commitments in this proposal—the
banks also have a large portion of
instruments in the 20-percent risk-
weighting category, primarily the direct
loans to their affiliated associations, and
the 0-percent risk-weighting category.
We believe it is important for System
banks to hold enough capital to protect
against risks other than credit risk (e.g.
interest rate risk, liquidity risk,
premium risk, operational risk, etc.).

The 1.5-percent minimum URE and
URE equivalents requirement is similar
in some respects to our current
requirement that at least 1.5 percent of
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an institution’s core surplus must
consist of URE and URE equivalents and
noncumulative perpetual preferred
stock. For associations, the great
majority of which have not issued
noncumulative perpetual preferred
stock, compliance with the proposed
1.5-percent URE and URE equivalents
requirement would differ little from the
compliance with their existing 1.5
percent of core surplus requirement. By
contrast, all banks have noncumulative
perpetual preferred stock outstanding
that is included in their 1.5-percent core
surplus requirement but would not be
included in the proposed 1.5-percent
URE and URE equivalents minimum
standard. The FCA believes that it is
especially important for System banks
to hold sufficient URE and URE
equivalents to cushion the third-party
and common cooperative equities that
make up the rest of tier 1 capital. URE
and URE equivalents, when depleted,
do not result in losses to a System’s
institution’s members. URE protects
against the interconnected risk that
exists between System banks and
associations; it protects association
members against association losses,
associations against bank losses, and the
System against financial contagion. We
are proposing to make the URE and URE
equivalents a part of the leverage ratio
because a URE minimum tied to risk-
adjusted assets may not be sufficient for
the banks, which have a greater
disparity between risk-adjusted assets
and total assets.

C. Capital Conservation Buffer

Consistent with Basel IIl and the
Federal regulatory banking agencies’
rules, we are proposing a capital
conservation buffer to enhance the
resilience of System institutions
throughout financial cycles. To avoid
restrictions on cash payments for
patronage, redemptions, and dividends
(collectively, capital distributions) or
discretionary executive bonuses, an
institution’s risk-weighted regulatory
capital ratios would have to be at least
2.5 percent above the minimums when
the buffer is fully phased in. The buffer
would provide an incentive for
institutions to hold capital well above
the minimum required levels to ensure
that they would meet the regulatory
minimums even during stressful
conditions.

The capital conservation buffer would
consist of tier 1 capital and would be
the lowest of the following risk-
weighted measures:

e The institution’s CET1 ratio minus
its minimum CET1 ratio;

e The institution’s tier 1 ratio minus
its minimum tier 1 ratio; and

e The institution’s total capital ratio
minus its minimum total capital ratio.

If any of the institution’s risk-weighted
ratios were at or below the minimum
required ratios, the institution’s capital
conservation buffer would be zero.

The maximum payout ratio would be
the percentage of eligible retained
income that a System institution would
be allowed to pay out in capital
distributions and discretionary bonuses
during the current calendar quarter and
would be determined by the amount of
the capital conservation buffer held by
the institution during the previous
calendar quarter. Eligible retained
income would be defined as the
institution’s net income as reported in
its quarterly call reports to the FCA for
the four calendar quarters preceding the
current calendar quarter, net of any
capital distributions, certain
discretionary bonus payments, and
associated tax effects not already
reflected in net income.

A System institution’s maximum
payout amount for the current calendar
quarter would be equal to its eligible
retained income multiplied by the
applicable maximum payout ratio in
accordance with table 1in §628.11. An
institution with a capital conservation
buffer that is greater than 2.5 percent
would not be subject to a maximum
payout amount under this provision
(although distributions without FCA
prior approval may be restricted by
other provisions in this proposed rule).
If an institution’s CET1, tier 1, or total
capital ratio is 2.5 percent or less above
the minimum ratio, the maximum
payout ratio would also decline. The
institution would remain subject to
payout restrictions until it raises its
capital conservation buffer above 2.5
percent. In addition, a System
institution would not generally be able
to make capital distributions or pay
discretionary bonuses during the
current calendar quarter if its eligible
retained income is negative and its
capital conservation buffer is less than
2.5 percent as of the end of the previous
quarter.

The capital conservation buffer is
divided into quartiles, with greater
restrictions on capital distributions and
discretionary bonus payments as the
capital conservation buffer falls closer to
0 percent. When the buffer is fully
phased in, payouts would be restricted
to 60 percent of eligible retained income
if the buffer is above 1.875 percent but
at or below 2.5 percent. When the buffer
is above 1.25 percent but less than or
equal to 1.875 percent, the payout
would be restricted to 40 percent of
eligible retained income. When the

buffer is above 0.625 percent but equal
to or below 1.25 percent, the payout
would be restricted to 20 percent of
eligible retained income. A capital
conservation buffer of 0.625 percent or
below would result in a 0-percent
payout.

The FCA proposes to define a capital
distribution as:

e A reduction of tier 1 capital through
the repurchase or redemption of a tier
1 capital instrument or by other means,
unless the redeemed capital is replaced
in the same quarter by tier 1 qualifying
capital;

¢ A reduction of tier 2 capital through
the repurchase, or redemption prior to
maturity, of a tier 2 capital instrument
or by other means, unless the redeemed
capital is replaced in the same quarter
by qualifying tier 1 or tier 2 capital;

e A dividend declaration or payment
on any tier 1 capital instrument;

e A dividend declaration or interest
payment on any tier 2 capital
instrument if the institution has full
discretion to suspend such payments
permanently or temporarily without
triggering an event of default;

e A cash patronage refund declaration
or payment;

¢ A patronage refund declaration in
the form of allocated equities that do not
qualify as tier 1 or tier 2 capital; 26 or

e Any similar transaction that the
FCA determines to be in substance a
distribution of capital.2”

The FCA proposes to define a
discretionary bonus payment as a
payment made to a senior officer of a
System institution, where:

e The System institution retains
discretion whether to pay the bonus and
how much to pay until it awards the
payment to the senior officer;

e The System institution determines
the amount of the bonus without prior
promise to, or agreement with, the
senior officer; and

e The senior officer has no express or
implied contractual right to the bonus
payment.

The term “senior officer” is already
defined in §619.9310 as ‘“‘[t|lhe Chief
Executive Officer, the Chief Operations
Officer, the Chief Financial Officer, and
the General Counsel, or persons in

26 A patronage refund declaration or payment in
the form of allocated equities that qualify as tier 1
capital is not a reduction in tier 1 capital. It is
merely a reclassification from one tier 1 capital
element into a different tier 1 capital element.

27 We note that the Federal regulatory banking
agencies replaced the term “‘capital distribution”
with “distribution” in their final rule. We have
decided to use the term “capital distribution” to
avoid potential confusion with other types of
distributions that do not meet the definition for
purposes of applying the capital conservation
buffer.
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similar positions; and any other person
responsible for a major policy-making
function.” 28

The purpose of limiting restrictions
on discretionary bonus payments to
senior officers is to focus these measures
on the individuals within an institution
who could expose the institution to the
greatest risk. We note that the
institution may otherwise be subject to
limitations on capital distributions
under other provisions in this rule. In
addition, we retain authority to approve
a capital distribution or bonus payment
if we determine that the payment would
not be contrary to the purposes of the
capital conservation buffer or the safety
and soundness of the institution.

D. Supervisory Assessment of Overall
Capital Adequacy

System institutions should have
internal processes to assess capital
adequacy that reflect a full
understanding of risks and to ensure
sufficient capital is held. Our
supervisory assessment of capital
adequacy must take account of the
internal processes for capital adequacy,
as well as risks and other factors that
can affect an institution’s financial
condition, including the level and
severity of problem assets and total
surplus exposure to operational and
interest rate risk. For this reason, a
supervisory assessment of capital
adequacy may differ significantly from
conclusions that might be drawn solely
from the level of the institution’s risk-
based capital ratios.

The FCA expects System institutions
generally to operate with capital levels
well above the minimum risk-based
ratios and to hold capital commensurate
with the level and nature of the exposed
risk. For example, System institutions
that are growing or that anticipate
growth in the near future should
maintain strong capital levels
substantially above the minimums and
should not allow significant diminution
of financial strength below such levels
to fund their growth. System
institutions with high levels of risk are
also expected to operate with capital
well above the minimum levels. The
supervisory assessment also evaluates
the quality and trends in an institution’s
capital composition, including the share
of common cooperative equities and
URE and equivalents.

Section 628.10(d) of the proposal
would maintain and reinforce these
supervisory expectations by requiring

28 The FCA considers this definition substantively
identical to the definition of “executive officer”
used in the Federal regulatory banking agencies’
rules on the capital conservation buffer.

that a System institution maintain
capital commensurate with the level
and nature of all risks to which it is
exposed and that the institution have a
process for assessing its overall capital
adequacy in relation to its risk profile,
as well as a comprehensive strategy for
maintaining an appropriate level of
capital.

The supervisory assessment may
include such factors as whether the
institution has merged recently, entered
new activities, or introduced new
products. It would also consider
whether an institution is receiving
special supervisory attention from FCA,
has or is expected to have losses
resulting in capital inadequacy, has
significant exposure due to risks from
concentrations in credit or
nontraditional activities, or has
significant exposure to interest rate risk,
operational risk, or could be adversely
affected by the activities or condition of
an affiliated System institution.

The supervisory assessment would
also evaluate the comprehensiveness
and effectiveness of a System
institution’s capital as required by
§§615.5200 and 618.8440 of existing
FCA regulations. We are proposing to
revise § 615.5200 to require the
planning to include the new ratios in
this proposed rule. An effective capital
planning process would require a
System institution to assess its risk
exposures, develop strategies for
mitigating those risks, and set capital
adequacy goals relative to its risks, and
prospective economic conditions.
Evaluation of an institution’s capital
adequacy process would be
commensurate with the institution’s
size, sophistication, and risk profile.

III. Definition of Capital

A. Capital Components and Eligibility
Criteria for Regulatory Capital
Instruments

1. Common Cooperative Equity Tier 1
(CET1) Capital

Under the proposed rule, a System
institution’s CET1 would be the sum of
URE and common cooperative equities,
minus the regulatory adjustments and
deductions described in § 628.22. We
have adapted the criteria for the
common cooperative equities in
accordance with footnote 12 of Basel III,
which states that the criteria for non-
joint stock companies, including
mutuals and cooperatives, should take
into account their legal structure and
constitution.2® The footnote provides

29 Basel III framework footnote 12 to “Criteria for
classification as common shares for regulatory
capital purposes”.

that the CET1 criteria ‘“‘should preserve
the quality of the instruments by
requiring that they are deemed fully
equivalent to common shares . . . as
regards loss absorption and do not
possess features which could cause the
condition of the [non-joint stock] bank
to be weakened as a going concern
during periods of market stress.” The
Federal regulatory banking agencies’
rules have decided to apply the same
criteria to the mutual financial
institutions they regulate and to their
joint-stock banking organizations.

Basel III established 14 criteria a
banking organization must meet to
include an instrument in CET1 capital;
the Federal regulatory banking agencies’
rules have 13 criteria. These criteria are
intended to ensure that the instrument
will be available to absorb losses at the
banking organization on a going-concern
basis. Several of the criteria provide that
the instrument must represent the most
subordinated claim in liquidation, is
entitled to a claim on residual assets
proportional to its share of issued
capital, and must take the first and
proportionately greatest share of any
losses as they occur.

Unlike joint-stock banks, System
institutions have priorities of
impairment among the various classes
of member stock and allocated equities,
and typically all current and former
members are entitled to the residual
assets, based on historic patronage, in a
liquidation of the institution. However,
all common cooperative equities are
impaired and depleted before all other
instruments. Therefore, we are replacing
these criteria with criteria providing
that the instrument must represent a
claim subordinated to all other equities
of an institution in a liquidation, and
the holder receives payment only after
all general creditors and debt holders
are paid.

Another CET1 criterion of Basel III
and the Federal regulatory banking
agencies is that the banking organization
does nothing to create an expectation at
issuance that the instrument will be
redeemed, nor do the statutory or
contractual terms provide any feature
that might give rise to such an
expectation. In the System, institutions
issue or distribute some common
cooperative equities that are never
retired and that do not give rise to
redemption expectations by members.
Other common cooperative equities, by
contrast, are routinely and frequently
redeemed. Through this practice,
System institutions can create
expectations on the part of their
members that these purchased and
allocated equities will be redeemed.
Consequently, we believe that the
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“expectation” requirement of Basel III
and the Federal regulatory banking
agencies’ rules could reasonably be
interpreted to disallow common
cooperative equities redeemed by
System institutions from CET1.
However, it is important for the current
members of a cooperative to provide
capital to the cooperative and for
current and former members of the
cooperative eventually to receive a
return of their capital. Therefore, we
have decided to recognize this key
cooperative principle by including in
CET1 purchased and allocated equities
that meet the requirements described
below.

The FCA is proposing to include in
CET1 an amount of member stock equal
to the minimum stock purchase
requirement set forth in the Farm Credit
Act. That minimum amount is the lesser
of $1,000 or 2 percent of the member’s
loan or loans. The FCA has reviewed the
2013 regulatory technical standards of
the European Banking Authority (EBA)
regarding the standards for CET1 for
cooperatives, mutuals, the other non-
joint stock banks.30 European
cooperative banks do not issue allocated
equities; therefore, the technical
regulations have little application to the
treatment of System institutions’
allocated equities. However, we have
adapted the EBA document’s treatment
of minimum required amounts of
purchased cooperative equities to allow
System institutions to include
purchased member stock in their CET1.

Purchased member capital is
routinely funded directly or indirectly
by European cooperative banks, and the
same is true for System institutions. The
CET1 criteria for Basel IIl and the
Federal regulatory banking agencies’
rules do not permit joint-stock banks to
include in CET1 any equities whose
purchase is directly or indirectly funded
by the bank. However, the EBA
document permits cooperatives to
include directly or indirectly funded
member stock (called a subscription) if
the amount of the subscription is not
material, the purpose of the
cooperative’s loan to the member is not
the purchase of an institution’s capital
instrument, and the member stock
purchase is necessary in order for the
beneficiary of the loan to become a
member of the cooperative. The
required minimum stock purchase
requirements in System institutions
mirror these characteristics.

30 European Banking Authority, EBA Final Draft
Regulatory Technical Standards on Own Funds
[Part 1] Under Regulation (EU) No. 575/2013
Capital Requirements Regulation—CRR), Title II,
ch. 1, art. 7.

Some countries in the European
Union require the redemption of the
member’s subscription when the
member pays off the loan. That is not
the case with respect to System
institutions. They may, but are not
required to, redeem the member’s
required stock when a loan is paid. As
a general matter, the FCA has not given
favorable treatment to member stock in
its capital regulations because of the
widespread and routine redemptions of
member stock when the member’s loan
is paid off. Notwithstanding these
concerns, because the repayment of the
member’s loan reduces the level of
assets that the System institution must
capitalize and because of the similar
characteristics with EBA provisions, we
have determined that including an
amount equal to the minimum stock
purchase requirement appropriately
recognizes the cooperative structure of
the System and is acceptable from a
safety and soundness standpoint. For
this minimum amount of stock, the
institution would not have to obtain the
prior approval of the FCA before
redeeming it and would not be required
to keep it outstanding for a minimum
period. In other words, the institution
could redeem the member’s minimum
required stock according to its current
redemption practices.

The FCA is also proposing to include
other member-purchased common
cooperative equities and allocated
equities of System institutions that
adopt a capitalization bylaw providing
that the institution will not redeem the
equities for at least 10 years (for CET1
capital) and for at least 5 years (for tier
2 capital) after issuance or distribution,
will not offset such equities against a
member’s loan in default, and will not
redeem the equities without the FCA’s
prior approval unless the redemption
falls within the “‘safe harbor” provision
described below.

System institutions typically have
allocated equity revolvement periods
ranging from 4 to 10 years, and perhaps
longer, for their allocated equities. We
believe allocated equities with shorter
revolvement periods have higher
member expectations of redemption
than allocated equities that are held
longer. Such expectations may put
stress on System institutions to continue
to redeem equities even when the
institution’s financial health is
deteriorating. Institutions’ boards of
directors generally prefer to revolve
allocated equities on a regular basis.
This aids in the capital planning process
and can help manage the revolvement
expectations of the members. While the
regularity of redemptions results in a
rise in member expectations, we believe

a longer revolvement period has the
effect of moderating these
expectations—that is, if a member is not
expecting equities allocated in 2015 to
be redeemed before 2025, the member is
less likely to count on the cash
redemption of those equities in the
member’s own capital planning.
Therefore, we are retaining an
“expectation” criterion similar to that in
Basel III and the Federal regulatory
banking agencies’ rules, but we are
providing that equities held by an
institution for at least 10 years will not
be considered to create an expectation.
Cash payment of patronage refunds,
dividends, and redemption of allocated
equities normally are paid from current
year net income, and an institution must
ensure it generates sufficient net income
to cover these expected cash outlays
from capital. A shorter revolvement or
redemption cycle places more strain
than a longer revolvement or
redemption cycle on an institution’s
ability to generate a return to
stockholders and capitalize growth.

Under this proposal, all System
institutions would be able to include an
amount equal to the minimum stock
purchase requirements of their members
in CET1 capital, as well as purchased
stock or allocated equities that the
institution never retires. System
institutions that have a member stock
purchase requirement that is higher
than the statutory minimum and that
revolve allocated equities would be able
to include all such equities in CET1
capital if they ensure that the purchased
stock and allocated equities are not
redeemed for at least 10 years. Member
stock in excess of the statutory
minimum and allocated equities that are
retained for at least 5 years are
includable in tier 2 capital; if retained
for less than 5 years, such equities are
not includable in tier 1 or tier 2.

a. Criteria

The FCA proposes to require that the
common cooperative equities included
in CET1 satisfy all the following criteria:

(1) The instrument is issued directly
by the System institution and represents
a claim subordinated to all preferred
stock, all subordinated debt, and all
liabilities in a receivership, insolvency,
liquidation, or similar proceeding of the
System institution;

(2) If the holder of the instrument is
entitled to a claim on the residual assets
of the System institution, the claim will
be paid only after all general creditors,
subordinated debt holders, and
preferred stock claims have been
satisfied in a receivership, insolvency,
liquidation, or similar proceeding;
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(3) The instrument has no maturity
date, can be redeemed only at the
discretion of the System institution and
with the prior approval of FCA, and
does not contain any term or feature that
creates an incentive to redeem;

(4) The System institution did not
create, through any action or
communication, an expectation that it
will buy back, cancel, revolve, or
redeem the instrument, and the
instrument does not include any term or
feature that might give rise to such an
expectation, except that the
establishment of a revolvement period
of 10 years or more, or the practice of
revolving or redeeming the instrument
no less than 10 years after issuance or
allocation, will not be considered to
create such an expectation;

(5) Any cash dividend payments on
the instrument are paid out of the
System institution’s net income or
unallocated retained earnings, and are
not subject to a limit imposed by the
contractual terms governing the
instrument;

(6) The System institution has full
discretion at all times to refrain from
paying any dividends without triggering
an event of default, a requirement to
make a payment-in-kind, or an
imposition of any other restrictions on
the System institution;

(7) Dividend payments and other
distributions related to the instrument
may be paid only after all legal and
contractual obligations of the System
institution have been satisfied,
including payments due on more senior
claims;

(8) The holders of the instrument bear
losses as they occur before any losses
are borne by holders of preferred stock
claims on the System institution and
holders of any other claims with priority
over common cooperative equity
instruments in a receivership,
insolvency, liquidation, or similar
proceeding;

(9) The instrument is classified as
equity under GAAP;

(10) The System institution, or an
entity that the System institution
controls, did not purchase or directly or
indirectly fund the purchase of the
instrument, except that where there is
an obligation for a member of the
institution to hold an instrument in
order to receive a loan or service from
the System institution, an amount of
that loan equal to the minimum
borrower stock requirement under
section 4.3A of the Farm Credit Act will
not be considered as a direct or indirect
funding where:

(a) The purpose of the loan is not the
purchase of capital instruments of the

System institution providing the loan;
and

(b) The purchase or acquisition of one
or more member equities of the
institution is necessary in order for the
beneficiary of the loan to become a
member of the System institution;

(11) The instrument is not secured,
not covered by a guarantee of the
System institution, and is not subject to
any other arrangement that legally or
economically enhances the seniority of
the instrument;

(12) The instrument is issued in
accordance with applicable laws and
regulations and with the institution’s
capitalization bylaws;

(13) The instrument is reported on the
System institution’s regulatory financial
statements separately from other capital
instruments; and

(14) The System institution’s
capitalization bylaws provide that it
will not redeem the instrument for a
period of at least 10 years after issuance,
or if allocated equities at least 10 years
after allocation to a member, or reduce
the original revolvement period to less
than 10 years without the prior approval
of the FCA, except that the minimum
statutory borrower stock described
under paragraph (b)(1)(x) of this section
may be redeemed without a minimum
period outstanding after issuance and
without the prior approval of the FCA.

b. Accumulated Other Comprehensive
Income (AOCI) and Minority Interests

The FCA is not proposing to include
minority interests in CET1 or in any
other component of regulatory capital
because System institutions have few or
no minority equity interests in
unconsolidated subsidiaries.

The FCA is not proposing to include
AOCI in CET1 capital, which is