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Addendum:  Discussion of the Final Rule 
 

I. Introduction 
 
A. Objectives of the Final Rule 

 
The FCA's objectives in adopting this final 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);  

• 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; 

• 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 of 2010 (Dodd-Frank Act). 

 
B. Summary of the Proposed Rule 
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 On September 4, 2014, the FCA published in the Federal 
Register a notice of proposed rulemaking seeking public 
comment on revisions to our regulatory capital requirements 
governing System banks,1 System associations, the Farm 
Credit Leasing Services Corporation, and any other FCA-
chartered institution the FCA determines should be subject 
to this rule (collectively, System institutions).2  The 
proposed rule, where appropriate, was comparable to the 
capital rules published in October 2013 and April 2014 by 
the Federal banking regulatory agencies3 for the banking 
organizations they regulate (U.S. rule).4  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 followed Basel III as appropriate for 
cooperatives.5   

                                                

1 For purposes of this preamble and part 628, as well as some of the 
regulations in which there are 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 will 
continue to be used in some of the regulations in which there are 
conforming changes as well as in other existing regulations.  The Farm 
Credit Act of 1971, as amended (Farm Credit Act or Act), uses the term 
"System bank" in a number of its provisions. 

2 79 FR 52814 (September 4, 2014). 

3  The Federal banking regulatory 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). 

4 78 FR 62018 (October 11, 2013) (final rule of the OCC and the FRB); 79 
FR 20754 (April 14, 2014) (final rule of the FDIC).  

5 Basel 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 
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 The proposed rule was intended to: 

• Improve the quality and quantity of System 
institutions’ capital and enhance risk 
sensitivity in calculating risk weighted assets, 

• 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, and 

• Comply with section 939A of the Dodd-Frank Act6 by 
proposing alternatives to credit ratings for 
calculating risk weighted assets for certain 
exposures that are currently based on the ratings 
of nationally recognized statistical rating 
organizations (NRSROs). 

 
 After the worldwide financial crisis that began in 
2008, the BCBS issued the Basel III framework and has 
continued to issue additional standards, with the goal of 
strengthening financial organizations' capital.  The U.S. 
rule reflects Basel III as well as aspects of Basel II and 
other BCBS standards.  The provisions of the U.S. rule that 
are not specifically included in the Basel III framework 
are generally consistent with the goals of the framework. 
 
 The FCA’s proposed rule was 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.  
Consistent with the U.S. rule, the FCA’s proposed rule 
incorporated key aspects of the Basel III tier 1 and tier 2 
framework and included the following minimum risk-based 
ratios: 
 

• CET1 capital of 4.5 percent; 

                                                

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. 

6 Pub. L. 111-203, 124 Stat. 1376 (2010). 
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• Tier 1 capital of 6 percent; and 
• Total capital of 8 percent. 

 
The risk-based minimum ratios are identical to the ratios 
in the U.S. rule.  In contrast to Basel III and the U.S. 
rule, we did not include all accumulated other 
comprehensive income (loss) (AOCI) in CET1.  We note, 
however, that under the final U.S. rule, qualifying 
commercial banks can elect to opt-out of including AOCI in 
their regulatory capital ratios.  We also proposed a tier 1 
leverage ratio of 5 percent, of which at least 1.5 percent 
must be unallocated retained earnings (URE) and URE 
equivalents (nonqualified allocated surplus that is never 
revolved).  Our proposal differed from the U.S. rule's 
minimum tier 1 leverage ratio of 4 percent with no minimum 
URE requirement. 
 
 We proposed a capital conservation buffer of 2.5 
percent to enhance the resilience of System institutions, 
the same capital conservation buffer as in the U.S. rule.  
Our proposed capital conservation buffer similarly had a 
phase-in period of 3 years, but we did not propose to 
incorporate any of the other transition periods in Basel 
III and the U.S. rule. 
 
 The proposed rule imposed some new patronage refund 
and equity redemption requirements, including FCA prior 
approvals, on System institutions to provide comparability 
with the U.S. rule and also to ensure the stability and 
permanence of the capital includable in the tier 1 and tier 
2 capital ratios.  We proposed that System institutions 
must retain equities included in CET1 capital for at least 
10 years and retain equities included in tier 2 capital for 
at least 5 years, unless the FCA grants prior approval to 
redeem or revolve at an earlier date.  We proposed to 
require institutions to adopt a bylaw committing the 
institutions to the minimum redemption and revolvement 
periods.  We provided a "safe harbor," or deemed prior 
approval, for cash patronage refund payments and equity 
redemptions and revolvements as long as the dollar amount 
of the institution's CET1 capital was equal to or above the 
dollar amount of the institution's CET1 on the same date of 
the previous year.  Both the Basel III framework and the 
U.S. rule and applicable law have similar prior approval 
requirements, but we adapted these requirements to the 
System's cooperative structure and operations. 
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 The proposed rule contained regulatory deductions and 
adjustments in the capital ratio calculations that are 
comparable in purpose to those required in Basel III and 
the U.S. rule.  However, we modified the deductions and 
adjustments in consideration of the two-tiered, financially 
interdependent, cooperative structure of the System.  We 
proposed to require deductions from CET1 of goodwill and 
other intangibles and of allocated equity investments in 
other System institutions, service corporations, and the 
Funding Corporation.  We also proposed to require System 
institutions that have purchased equity investments in 
other System institutions to deduct the investment using 
the corresponding deduction approach.  A "haircut" 
deduction of a portion of allocated equities was required 
if an institution redeemed or revolved equities before the 
end of the applicable minimum redemption or revolvement 
period. 
 
 We proposed a limit on how much third-party capital — 
capital held by investors other than other System 
institutions or their member-borrowers — could count in the 
regulatory capital ratios.  The proposed limit was similar 
to the limit the FCA had previously imposed on System  
institutions on a case-by-case basis. 
 
 The FCA also proposed 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.  We proposed to 
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 proposed to include 
methodologies for determining risk weighted assets for 
exposures to sovereigns, foreign banks, and public sector 
entities, securitization exposures, and counterparty credit 
risk.  We proposed an increased risk-weight for high-
volatility commercial real estate (HVCRE) exposures and for 
past due and nonaccrual exposures.  We did not propose to 
alter FCA Bookletter BL-053, which since 2007 has permitted 
lower risk weights for certain exposures to generation and 
transmission and electric distribution cooperatives 
(electric cooperatives), but we also did not propose to 
include the lower risk weights in the rule.  We proposed to 
increase the credit conversion factors (CCF) that apply to 
unused commitments, including commitments from System banks 
to associations to fund direct loans.  We proposed to 
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eliminate the existing 50-percent risk weight for certain 
other financing institutions (OFIs).  We proposed certain 
due diligence requirements in connection with 
securitization exposures.  The proposed rule included new 
risk weights for cleared transactions, guarantees including 
credit derivatives, collateralized financial transactions, 
unsettled transactions, and securitization exposures. 
 
 We generally did not propose risk weightings for 
exposures that System institutions have no authority to 
acquire.7  In some but not all cases, we discussed in the 
preamble this variance from the rules of the Federal 
banking regulatory agencies.  In addition, we did not 
propose risk weightings for certain exposures that are both 
complex and unlikely; we stated that we would determine the 
treatment on a case-by-case basis using our regulatory 
reservation of authority.  We generally discussed these 
exposures in the preamble.  We reminded 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 did not propose 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.8  We also did not propose 
the market risk requirements, because no System institution 
has significant exposure to market risk. 
 
 The proposed rule also required additional 
recordkeeping and disclosures by System banks, comparable 

                                                

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

8 In 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. 
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to the required disclosures in the U.S. rule for commercial 
banks with assets of $50 billion and above.  It was our 
belief that the benefits to the System of these proposed 
rules would more than outweigh the requirements and 
additional responsibilities we would require. 
 
 We proposed to:  1) 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: 2) 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; 
3) 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 make the risk weightings for the 
denominator of the permanent capital ratio the risk 
weightings in new part 628; and 4) make conforming changes 
in other FCA regulations. 
 
 In the proposed rule, we used the general format and 
the section and paragraph numbering system of the U.S. rule 
to the extent possible.  In many cases, we retained the 
numbering system by reserving sections and paragraphs where 
we did not propose parallel provisions.  We did so in order 
to facilitate the comparison of the proposal with the U.S. 
rules. 
 
C. Summary of the Final Rule 
 
 The final rule replaces the FCA's core surplus, total 
surplus, and net collateral rules with common equity tier 1 
(CET1), tier 1, total capital, capital conservation buffer, 
and leverage buffer rules as described below.  The final 
rule also revises the risk weightings in the existing rule 
and makes minor adjustments to the permanent capital 
calculation.  In addition, it expands public disclosure 
requirements for System banks.  After considering the 
comments we received, we have made changes in the final 
rule to address policy, technical, and compliance concerns 
raised by commenters. 
 
 In the final rule, we have adopted the minimum CET1, 
tier 1, and total risk-based capital ratios as set forth in 
the proposed rule.  We have adopted a lower tier 1 leverage 
ratio of 4 percent in the final rule but have retained the 
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URE and URE equivalents requirement of 1.5 percent, and we 
have added a tier 1 leverage buffer of 1 percent. 
 
 We have adopted the capital conservation buffer of 2.5 
percent as proposed and have provided a phase-in period of 
3 years that will end on December 31, 2019. 
 
 We have revised a number of the proposed patronage 
refund and equity redemption or revolvement requirements: 
 

• We have revised the minimum CET1 redemption or 
revolvement period to 7 years from 10 years in the 
proposal but have adopted the other minimum periods 
as proposed. 

• We have provided that institution boards may adopt a 
resolution annually that commits the institutions to 
comply with the minimum redemption and revolvement 
periods, as an alternative to adopting a capital 
bylaw. 

• We have expanded the "safe harbor" to exempt 3 types 
of equity redemptions or revolvements from the 
applicable minimum holding periods:  (1) Equities 
mandated to be redeemed or retired by a final order 
of a court of competent jurisdiction; (2) equities 
belonging to the estate of a deceased former 
borrower; and (3) equities that the institution is 
required to cancel under § 615.5290 of our 
regulations. 

  
 We have adopted the regulatory deductions and 
adjustments in the final rule as proposed, with several 
exceptions.  We have revised the 30-percent mandatory 
"haircut" for noncompliance with the minimum revolvement 
periods and have replaced it with a provision stating that 
the FCA may take a supervisory or enforcement action for 
noncompliance with the minimum revolvement periods, which 
may include requiring an institution to deduct a portion of 
its equities from CET1 capital. 
 
 We have simplified the calculation for the third-party 
capital limit. 
 
 We have not finalized the proposed provisions 
governing HVCRE at this time.  We have not included lower 
risk weights for exposures to electric cooperatives in the 
rule, but FCA Bookletter BL-053 remains in effect.  We have 
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applied a 20-percent CCF to all unused commitments from 
System banks to fund direct loans without regard to 
maturity, rather than applying a 50-percent CCF to 
commitments longer than 14 months, and we have clarified 
that this capital treatment applies to direct loan 
commitments to OFIs as well as associations.  We have 
retained the existing, but not proposed, 50-percent risk 
weight for loans to certain OFIs, but we have eliminated 
the credit rating standard for this risk weight.  We have 
retained the higher risk weight for past due and nonaccrual 
exposures and the due diligence requirements for 
securitization exposures.  We have revised the definition 
of Government-sponsored enterprise (GSE) to include the 
System. 
 
 We have adopted the recordkeeping disclosure 
requirements for System banks as proposed. 
 
 We have adopted conforming changes to existing FCA 
regulations. 
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Table 1 — Summary of Key Provisions of the Tier 1/Tier 2 Capital Items and 
Standardized Approach Risk Weights 

 

Minimum Capital Ratios Treatment in Final Rule 

Tier 1/Tier 2 - Capital Items 

  

Common equity tier 1 (CET1) capital 
ratio 

(§ 628.10) 

A minimum requirement of 4.5 percent. 

Tier 1 capital ratio 

(§ 628.10) 

A minimum requirement of 6.0 percent. 

Total capital ratio 

(§ 628.10) 

A minimum requirement of 8.0 percent. 

Tier 1 Leverage ratio 

(§ 628.10) 

A minimum tier 1 leverage ratio requirement of 4.0 
percent of which at least 1.5 percent must consist 
of unallocated retained earnings and unallocated 
retained earnings equivalents.  Applies to all 
System institutions. 

Components of Capital and 
Eligibility Criteria for 
Regulatory Capital Instruments 

(§§ 628.20, 628.21, and 628.22) 

Describes the eligibility criteria for regulatory 
capital instruments and adds certain adjustments to and 
deductions from regulatory capital. 
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Capital Conservation Buffer and 
Leverage Buffer Amounts 

(§ 628.11) 

A 2.5-percent capital conservation buffer of CET1 
capital above the minimum risk-based capital 
requirements and a 1-percent leverage buffer of tier 1 
capital above the minimum capital requirement, both of 
which must be maintained to avoid restrictions on 
capital distributions and certain discretionary bonus 
payments. 

  Risk weighted Assets—Standardized Approach 

Credit exposures to: 

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) 

 

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 
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Exposures to certain supranational 
entities and multilateral 
development banks 

(§ 628.32) 

Assigned a 0 percent risk weight (reduced from 20 
percent). 

Exposures to Government-sponsored 
enterprises 

(§ 628.32) 

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

System exposures:  Risk weight for direct loans remains 
at 20 percent.  All equities, including preferred stock, 
deducted from capital (not risk weighted).  

Credit exposures to:  

Foreign sovereigns  

Foreign banks 

Foreign public sector entities 

(§ 628.32) 

Assigns risk-sensitive risk weights based on the Country 
Risk Classification measure produced by the Organization 
for Economic Cooperation and Development (risk weight no 
longer determined based on OECD membership status). 

Corporate exposures 

(§ 628.32) 

Assigns a 100-percent risk weight to most corporate 
exposures, including exposures to agricultural borrowers 
and to OFIs that do not satisfy the criteria for a 20-
percent or 50-percent risk weight.  Assigns a 50-percent 
risk weight to non-depository institution/non-credit 
union OFIs that are investment grade or that meet 
standards similar to OFIs that qualify for a 20-percent 
risk weight.  

Residential mortgage exposures 

(§ 628.32) 

50 percent for first lien residential mortgage exposures 
that satisfy specified underwriting criteria.  100 
percent otherwise. 
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High volatility commercial real 
estate exposures 

(§ 628.32) 

Provisions assigning higher risk weight not adopted in 
this rulemaking.  Additional rulemaking or guidance may 
take place in future. 

Past due and nonaccrual exposures 

(§ 628.32) 

Assigns a 150-percent risk weight to exposures that are 
past due or in nonaccrual status, unless they are 
residential mortgage exposures or they are guaranteed or 
secured by financial collateral. 

Off-balance Sheet Items 

(§ 628.33) 

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

OTC Derivative Contracts (does not 
include cleared transactions) 

(§ 628.34) 

Modifies derivative matrix table slightly.  Recognizes 
credit risk mitigation of collateralized OTC derivative 
contracts. 

Cleared Transactions 

(§ 628.35) 

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 standards. 

Guarantees and Credit Derivatives 

(§ 628.36) 

Provides a more comprehensive recognition of guarantees. 

Collateralized Transactions 

(§ 628.37) 

Recognizes financial collateral. 

Unsettled Transactions 

(§ 628.38) 

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

(§§ 628.41, 628.42, 628.43, 628.44, 
and 628.45) 

Replaces the ratings-based approach with either the  
standardized supervisory formula approach (SSFA) or the 
gross-up approach for determining a securitization 
exposure’s risk weight based on the underlying assets 
and exposure’s relative position in the securitization’s 
structure. 

Equity exposures 

(§§ 628.51, 628.52, and 628.53) 

Establishes a more risk-sensitive treatment for equity 
exposures. 

Disclosure Requirements 

(§§ 628.61, 628.62, and 628.63) 

Establishes qualitative and quantitative disclosure 
requirements, including regarding regulatory capital 
instruments, for all System banks. 

Existing FCA Regulatory Capital 

Minimum Capital Ratios  

Permanent capital ratio 

(§§ 615.5201 and 615.5205) 

Numerator calculation remains unchanged, but risk 
weights (denominator) are revised. 

Total surplus ratio  

(§§ 615.5301(i) and 615.5330(a)) 

Eliminated. 

Core surplus ratio 

(§§ 615.5301(b) and 615.5330(b)) 

Eliminated. 

Net collateral Ratio  

(banks only) 

(§§ 615.5301(d) and 615.5335)  

Eliminated. 



 

 

19 

 

 

D. Comments on the Proposed Rule 
 
 The original comment period for the proposed rule was 
for 120 days, ending on January 2, 2015.  At the request of 
the System, on December 23, 2014, the FCA extended the 
comment period to February 16, 2015,9 and on June 23, 2015 
the FCA reopened the comment period for a 15-day period 
between June 26 and July 10, 2015.10 
 
 The FCA received approximately 2400 public comments on 
the proposed rule.  Nearly 500 of the comments were from 
individual System associations and their directors and 
officers; the 4 System banks; and the Farm Credit Council, 
a trade association representing the interests of System 
institutions.  Approximately 1800 member-borrowers of one 
System association submitted comments.11  We also received a 
comment letter from a member of Congress on behalf of 
several of his constituents.  The comment letter submitted 
by the Farm Credit Council (System Comment Letter) states 
that the System's capital workgroup developed the comments 
after soliciting input from all System institutions.  This 
input was further discussed and reviewed among the 
institutions, after which the capital workgroup circulated 
a draft comment letter for further review.12  The System 
Comment Letter is comprehensive and detailed, covering most 
or all of the numerous regulatory philosophy, policy and 
technical issues directly and indirectly addressed in the 
proposed rule.  Because the System Comment Letter was 
developed with input of all System institutions, the FCA 

                                                

9 See 79 FR 76927 (December 23, 2014). 

10 See 80 FR 35888 (June 23, 2015).  The Farm Credit Council stated that 
the reason for the System's request was to give System representatives 
the opportunity to discuss the proposed rule with the FCA Board members 
that had joined the FCA Board on March 13 and 17, 2015. 

11 The great majority of the comments were the same form letter; 
however, a number of these commenters added hand-written comments to 
the form letter. 

12 A number of the comment letters from individual System institutions 
summarized, were identical to, or closely tracked, the System Comment 
Letter. 
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focuses primarily on addressing those comments in this 
preamble.  The preamble also addresses the individual 
comment letters of System institutions and their members 
and representatives, as well as those of non-System 
commenters, that contain substantially different arguments 
or discuss other issues. 
 
 In addition, 3 comments were from non-System 
agricultural lenders with lending relationships with System 
banks (other financing institutions or OFIs).  
Approximately 70 rural electric cooperatives and a trade 
association representing rural electric cooperatives 
submitted comments.  Each of these two groups of commenters 
submitted a comment regarding the single issue of the 
proposed risk-weightings of System institutions' exposures 
to their particular business. 
 
 We also received comments from several educational and 
trade associations promoting the interests of farmers and 
farm businesses, cooperative businesses, rural electric 
cooperatives, and U.S. community bankers.  The farm-related 
and cooperative trade associations all submitted a general 
comment supporting the System Comment Letter.  They urged 
the FCA not to adopt regulations that would diminish the 
democratic nature of cooperatives, their unique governance 
structure, and their ability to maintain financial and 
ethical integrity.  The trade association representing 
community banks expressed concern about some provisions of 
the U.S. rule as applied to community banks and generally 
recommended the imposition of more strenuous capital 
requirements on System institutions.  The trade association 
asserted that 1) there was an implicit government guarantee 
of the debt and equity of System institutions that the 
Basel III framework and the proposed rule failed to 
address, and that 2) this failure put taxpayers at risk for 
future bailouts, while privately-funded and well-
capitalized community banks suffer with higher funding 
costs and absence of a government backstop.  These trade 
association letters did not include comments on specific 
aspects or requirements of the proposed rule. 



 

 

21 

 

 

E.  Discussion of Threshold Issues Raised in the System 
Comment Letter 
 
 This section of the preamble addresses the issues that 
the System Comment Letter identified as "Threshold Issues." 
 
1.  Basel III, the U.S. Rule, and Cooperative Principles 

 
The System Comment Letter expressed strong support for 

modernizing the FCA's capital regulations through the 
adoption of a tiered framework comparable to Basel III and 
the U.S. rule.  The System stated that such a modernization 
"will be helpful to external investors and others who are 
acquainted with the Basel III framework and understand the 
overall financial strength and capital capacity of 
individual [System] institutions as cooperative financial 
institutions."  The System asserted, however, that the 
FCA's proposed rule is "far harsher" and, in addition, 
"discourages the formation, retention, and distribution of 
member-held equity, undermining cooperative business 
principles that have been in place for decades."  The 
System further asserted that, "[a]s expected by Basel III, 
FCA should take into account all principles specific to the 
constitution and legal structure of cooperatives." 

 
The System Comment Letter is divided into three parts.  

The first part discusses 9 "threshold" issues important to 
the System, including a number identified as "undermin[ing] 
cooperative principles and member participation in the 
management, ownership, and control of System institutions 
as required by the Act."  The second part, Appendix A, 
contains comments to specific questions we asked in the 
preamble to the proposed rule.  The third part, Appendix B, 
identifies "various conceptual and technical issues" that 
are explained in a discussion of particular aspects of the 
regulation text.  We first address the general assertion 
that the proposed rule is anti-cooperative as well as the 
issues identified in the System Comment Letter as 
"threshold issues."  The section that follows discusses the 
System's remaining comments and other comments that we 
received. 

 
In proposing the capital rule, it was our intention to 

implement capital requirements that are comparable to the 
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Basel III framework as embodied in the U.S. rule, with 
adjustments to take into consideration the structure and 
operations of System institutions.  As the System Comment 
Letter notes, the Basel III framework's capital components 
are described by the Basel Committee in terms of the 
capital of joint-stock banks—that is, financial 
institutions that issue stock to investors whose objective 
is to earn a profit.  (We note that System institutions, 
like some other cooperative financial institutions, do 
issue stock, but they are not joint-stock banks as that 
term is used by the Basel Committee.)  Investors with 
voting interests in a joint-stock bank are not required to 
do business with the joint-stock bank in which they own 
stock, and there is no connection between their ownership 
interests and any customer relationship they may have with 
such bank.  Cooperatives and mutual associations, unlike 
joint-stock banks, are not created for the profit of 
investors but rather for the benefit of their member-
borrowers, and there is a close connection between their 
equity ownership and their customer relationship with the 
cooperative institution or mutual.  The Basel Committee 
intended the criteria for joint-stock banks also to apply 
to other banking organizations, as explained in footnote 12 
to the Basel III document: 

 
The criteria also apply to non-joint stock 

companies, such as mutuals, cooperatives or savings 
institutions, taking into account their specific 
constitution and legal structure.  The application of 
the criteria should preserve the quality of the 
instruments by requiring that they are deemed fully 
equivalent to common shares in terms of their capital 
quality as regards loss absorption and do not possess 
features which could cause the condition of the bank 
to be weakened as a going concern during periods of 
market stress.  Supervisors will exchange information 
on how they apply the criteria to non-joint stock 
companies in order to ensure consistent 
implementation. 
 
The System Comment Letter appears to interpret this 

footnote to mean that Basel III-based regulations for 
cooperatives, such as the FCA's proposed rule, must take 
account of the "specific constitution and legal structure" 
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of System institutions by deferring to "all cooperative 
principles" that are inconsistent with the Basel III 
criteria for joint-stock banks.  Such an interpretation is 
not entirely without basis, given the lack of detail in the 
footnote, and this may have already have led to greater 
flexibility than intended by the Basel Committee in some 
banking agencies' regulatory interpretations.  We note 
that, in December 2014, banking experts appointed by the 
Basel Committee to assess whether European Union 
pronouncements and its member countries' regulations comply 
with the Basel III framework raised concerns about 
exceptions some countries made to the framework for 
mutually owned institutions and suggested the Basel 
Committee consider issuing more specific guidance.13  The 
                                                

13 See Basel Committee on Banking Supervision, "Regulatory Consistency 
Assessment Program (RCAP): Assessment of Basel III regulations—European 
Union," December 2014.  Paragraph 1.4.3 states the following, in 
pertinent part: 

 

 CET1 instruments issued by mutually owned institutions: Basel III 
permits some flexibility in order to accommodate the nature of 
capital instruments of different mutually owned banks.  However, 
the Assessment Team is concerned that the CRR concessions from the 
14 CET1 criteria for mutuals go beyond the permissible flexibility 
in the Basel standard, while noting that this standard does not 
precisely define the extent of permissible flexibility. This is 
an area where the BCBS could provide additional guidance on the 
extent of flexibility considered appropriate for CET1 issued in 
mutual bank structures. 

In the case of one banking group, the Assessment Team observed 
that individual instruments of some cooperative banks were being 
marketed as being redeemable, non-loss absorbing in liquidation, and 
paying a distribution based on the face value. In the Assessment 
Team’s view, this goes beyond the limits of permissible flexibility 
in Basel III. The fact that regulatory approval is required for 
redemption and that redemption may be deferred does not, in the 
team’s opinion, mitigate the public perception that these 
instruments are redeemable, despite the approval requirements set out 
in the CRR. 
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Basel framework provides some clarity in a discussion of 
strengthening the global capital framework, in which the 
Basel Committee emphasizes the need for uniform standards 
for regulatory capital: 

 
The crisis . . . revealed the inconsistency in 

the definition of capital across jurisdictions and the 
lack of disclosure that would have enabled the market 
to fully assess and compare the quality of capital 
between institutions. 

 
To this end, the predominant form of Tier 1 

capital must be common shares and retained earnings. 
This standard is reinforced through a set of 
principles that also can be tailored to the context of 
non-joint stock companies to ensure they hold 
comparable levels of high quality Tier 1 capital.  
Deductions from capital and prudential filters have 
been harmonized internationally and generally applied 
at the level of common equity or its equivalent in the 
case of non-joint stock companies.14 

  
The FCA disagrees with the apparent interpretation in 

the System Comment Letter that the Basel III footnote 12 
directs regulators to defer to mutual and cooperative 
                                                

While the amount of such instruments is clearly material for 
banks with mutual structures, the Assessment Team understands that 
these are well understood capital structures supported by Member 
State law that have proven resilient in times of stress. Moreover, 
some of the internationally active parts of such banking groups are 
capitalised by common equity in the form of publicly listed ordinary 
shares, which serves as an alternative source of loss-absorbing 
capital. This is an area where the Assessment Team believes the 
Basel Committee could provide additional guidance on the extent 
of flexibility considered appropriate for CET1 issued in mutual 
bank structures. As a result, this issue is noted as a deviation, 
but the Assessment Team has not factored this element into the 
grade for the definition of capital category nor into the overall 
assessment grade. 

14 Basel III Framework, paragraphs 8 and 9. 
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constitutions and legal structures.  There are 4 key points 
in the footnote, as clarified by the discussion in the text 
of the framework document, that we followed in the proposed 
rule.  First, cooperative capital15 that is included in CET1 
or tier 2 capital must be substantively equivalent in 
quality to the CET1 or tier 2 capital of joint-stock banks, 
and that means cooperative capital must be excluded if they 
are not substantively equivalent.  Second, cooperative 
capital must be excluded if it has features (including 
features that may be typical of cooperative operations) 
that weaken the capacity of the institution to continue 
operations during stressful times.  Third, exceptions and 
adjustments to the criteria are in some cases necessary 
because of cooperative institutions' legal authorities and 
mandates, in order to ensure the uniform quality of the 
components and consistent implementation of the standards.  
Fourth, consistent implementation of the standards is 
required to enable the market to compare the quality of 
capital between institutions.  Otherwise, the framework's 
goal of uniform capital standards among financial 
institutions would not be achieved—and the FCA could not 
represent our rule as comparable to Basel III and the U.S. 
rule.  Not being able to represent our rule as comparable 
would eliminate a primary reason given by the System to 
modernize the capital regulations—to help third-party 
investors that are acquainted with the Basel III framework 
evaluate System institutions' capital. 
 
 In the proposed rule we made appropriate exceptions 
and adjustments related to legal authorities, structure and 
also traditional operations that are cooperative in nature.  
These include the exception for the liquidation priorities 
of URE and common cooperative equities; the eligibility 
requirements to become member-borrowers; the requirement to 
purchase member stock in order to obtain a loan; the 
restriction of association voting rights to member-
borrowers in agriculture and related businesses and the 
restriction of bank voting rights to member associations 
and retail cooperative member-borrowers; the one-member, 
one-vote mandate for association member-borrowers; and the 
                                                

15 Cooperative capital includes common cooperative equities and preferred 
stock issued to member-borrowers or other System institutions. 
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proportional voting mandate for associations and 
cooperatives that borrow from System banks.  An important 
difference from joint-stock corporations such as commercial 
banks is that the voting stockholders, because they are 
also the customers, want both low interest rates on their 
loans and high amounts of patronage payments, and they are 
in a position to pressure the institution to provide 
patronage payments on a regular basis.  Some institutions 
encourage member expectations by promoting and illustrating 
patronage payments as a routine "cash-back dividend" that 
effectively reduces the real interest rate on a member's 
loan as demonstrated by materials on their websites and in 
press releases. 
 
 Our proposed rule also included exceptions and 
adjustments to take into account non-cooperative 
differences between System institutions and commercial 
banks in legal authorities, mandates, and legal structure.  
Such differences include: (1) The two-tiered structure of 
System banks supervising and lending to the System 
associations that own them; (2) the joint and several 
liability of System banks for almost all the general debt 
they issue; (3) the GSE status of the System; (4) the 
limitations on System associations to borrow from financial 
institutions other than their affiliated System bank; (5) 
the statutory discretion of a System institution to redeem 
purchased stock and retire allocated equities; and (6) the 
requirement that System institution voting members must 
approve amendments to the capitalization bylaws.  
Commercial banks have capital-related restrictions, some 
statutory and some in the U.S. rule, that the Act and our 
regulations have not previously imposed on System 
institutions, such as: (1) Restrictions on redemption of 
equities without both regulatory approval and stockholder 
approval; (2) restrictions on cash dividend payments 
without regulatory approval; and (3) prompt corrective 
action.  Restrictions and adjustments in our capital rule, 
to the extent consistent with the System's GSE status, are 
also necessary in order to make our regulatory capital 
framework substantively comparable to the U.S. rule. 



 

 

27 

 

 

 We note that the U.S. rule does not have specific 
provisions for mutual banking organizations.16  The 
regulatory capital of these mutuals is made up almost 
entirely of retained earnings that we understand are never 
allocated to members; consequently, the retained earnings 
of mutuals have the same characteristics as the retained 
earnings of joint-stock banks—and, in our judgment, the URE 
of System institutions.  Because neither joint-stock banks 
nor mutuals allocate equities, the U.S. rule does not take 
into consideration the allocation process.17  In most cases, 
once a System institution has allocated equities to 
members, the members acquire ownership attributes that make 
the earnings stock-like and more appropriately treated like 
stock than like URE.  The distinction is important because, 
if we treated allocated equities the same way we treat URE, 
none of the criteria that apply to equities included in 
tier 1 and tier 2 capital--including minimum revolvement 
periods and the expectation criterion discussed below--
would apply. 
 
2.  Treatment of Allocated Equities 
 
 The System Comment Letter states that allocated 
equities are retained earnings and uses the term "allocated 
retained earnings" throughout its comment, stating that 
"allocated retained earnings" are the same as URE and 
should be treated the same way.  The System makes a number 

                                                

16 The OCC issued a bulletin in 2014 describing the characteristics of 
mutuals and discussing supervisory considerations, including capital 
issues. See http://www.occ.gov/news-issuances/bulletins/2014/bulletin-
2014-35.html.  The OCC's decision not to adopt special provisions for 
mutuals appears to be due to the fact that the legal authorities do not 
differ between commercial banks and mutuals in ways that require 
adjustments to the rule.  According to the bulletin, mutual 
associations are subject to the same laws and regulations as joint-
stock banks except for regulations on chartering, bylaws, combinations, 
and member communications. 

17 When a System institution pays patronage in the form of equities and 
retains these equities for the benefit of the cooperative institution, 
this is known as the allocation process in which a member-borrower's 
name is assigned to those equities. 
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of additional assertions about Basel III and the U.S. rule.  
These assertions include: 
 

• Basel III does not establish tiers of retained 
earnings, does not require deduction from retained 
earnings of amounts that a commercial bank has 
announced it plans to distribute, and does not 
exclude retained earnings from CET1 to reflect 
market pressures to pay dividends. 

• The U.S. rule includes all retained earnings in CET1 
even though commercial banks are authorized to 
distribute retained earnings in amounts up to 
current year earnings plus net income for the two 
previous years.  If the FCA does not change its 
position to treat retained earnings differently from 
the Basel III framework and the U.S. rule, it should 
impose only criteria applicable solely to retained 
earnings. 

• Basel III and the U.S. rule do not apply any of the 
CET1 criteria to retained earnings. The FCA's 
proposed rule inappropriately applies the criteria 
to "allocated retained earnings," including minimum 
revolvement periods established in capitalization 
bylaws. 

 
 The System Comment Letter correctly states that Basel 
III and the U.S. rule fully include "retained earnings" in 
CET1 and do not apply to retained earnings any of the CET1 
criteria they apply to equities.  Our treatment of URE is 
identical to the treatment of "retained earnings" in Basel 
III and the U.S. rule.  In our view, equating URE with the 
"retained earnings" in Basel III and the U.S. rule is 
correct because, to our knowledge, all the retained 
earnings of institutions covered by Basel III and the U.S. 
rule are unallocated.  Our research has not revealed any 
financial cooperatives or mutuals under the Basel III 
framework or the U.S. rule that allocate equities.  All the 
System's comments about treatment of retained earnings 
pertain only to our treatment of earnings that have been 
allocated to their members.  Rather than establishing tiers 
of retained earnings, a structure the System's comment 
seems to both criticize and recommend, we treat allocated 
equities the same way we treat purchased equities, 
consistent with the provisions of the Act and our existing 
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capital regulations.  Most of the System's critical 
comments about our treatment of allocated equities have to 
do with the capitalization bylaw requirement and the 
requirement for prior approval of revolvements of allocated 
equities that do not fit within the safe harbor ("deemed 
prior approval") provision.  We address these criteria-
related comments when we discuss the bylaw and minimum 
holding period requirements later in this preamble. 
 
 We address here our basis for treating allocated 
equities the same way we treat purchased equities.  We 
treat earnings that a System institution has allocated to a 
member as equities, irrespective of whether the institution 
calls them allocated equities, allocated stock, allocated 
surplus, or allocated retained earnings.  "Allocated 
equities" is the term we use in existing capital 
regulations and also used in the proposed rule.  The Act 
and existing FCA capital regulations most commonly use the 
term "allocated equities" and treat them as stock; in the 
Act and our regulations URE is consistently treated 
differently from stock and allocated equities. 
 
 We note that the term "allocated retained earnings" 
used in the System Comment Letter could potentially confuse 
third-party investors who are not familiar with the 
allocation process and may not understand the ownership 
attributes that attach once the earnings are allocated.18  
In addition, the term is not found in the Act.  The closest 
similar term is in section 4.3A(a)(1) of the Act, which 
defines permanent capital to include the following:  (1) 
"Current year retained earnings," (2) "allocated and 
unallocated earnings," (3) "all surplus," (4) stock that is 
not protected stock and that is not retireable at the 
discretion of the holder, and (5) other debt or equity 

                                                

18 A review of recent financial reports shows that some System 
institutions refer to allocated equities as "allocated retained 
earnings" in the reports, some institutions use both terms, and other 
institutions do not use the term "allocated retained earnings."  The 
[Federal Farm Credit Banks] Funding Corporation notably does not use 
the term "allocated retained earnings" in its Annual and Quarterly 
Statements that provide information for investors in the debt 
securities jointly issued by the four System banks. 
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instruments that the FCA determines appropriate to be 
considered permanent capital.  "Allocated and unallocated 
earnings" may appear to be a separate and distinct 
category, but it overlaps with the categories of "current 
year retained earnings" and "surplus."  "Allocated and 
unallocated earnings" also expressly overlaps with "stock," 
because paragraph (a)(2) of section 4.3A, which immediately 
follows the definition of permanent capital, further 
defines "stock" to include "voting and nonvoting stock 
(including preferred stock), equivalent contributions to a 
guaranty fund, participation certificates, allocated 
equities, and other forms and types of equities."  Other 
than the single, ambiguous reference to "allocated and 
unallocated earnings" in section 4.3A(a)(2) of the Act, the 
System's similar term "allocated retained earnings" is not 
a term used in the Act or our regulations.  It has been 
rarely, if ever, used in FCA bookletters, informational 
memoranda, or Federal Register preambles.19 
 
 Many provisions of the Act treat URE and allocated 
equities in separate ways.  Section 4.9A(d) of the Act, 
which defines and guarantees full repayment of "eligible 
borrower stock," defines borrower stock to mean "voting and 
nonvoting stock, equivalent contributions to a guaranty 
fund, participation certificates, allocated equities, and 
other similar equities that are subject to retirement under 
a revolving cycle issued by any System institution and held 
by any person other than any System institution."  URE is 
not protected under section 4.9A of the Act.  Sections 2.6 
and 3.10 of the Act establish that associations and CoBank, 
ACB have liens on the stock and equities, including 
allocated equities, of their retail borrowers.  In section 
3.2(a)(2)(A)(ii) of the Act, voting by a bank for 
cooperatives' retail borrowers is based on a stockholder's 

                                                

19 In a search of FCA databases, we found two instances of a definition 
of allocated equities as including "allocated retained earnings and 
allocated stock" in the Capital Management section of the FCA 
examination manual.  We note that, in the preamble to the proposed 
rule, our Table 2 comparing cooperative capital to the capital of a 
joint-stock bank incorrectly categorized "allocated surplus" as 
comparable to retained earnings but categorized allocated stock as 
comparable to common stock.   
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proportional equity interest "including allocated, but not 
unallocated, surplus and reserves."  Retirement of stock 
for a bank for cooperatives as provided in sections 3.5 and 
3.21 of the Act treats the retirement of allocated equities 
the same as the retirement of "issued" equities.  In 
section 6.4 of the Act, which pertains to the Assistance 
Board's certification of a System institution to obtain 
financial assistance by issuing preferred stock, allocated 
equities are treated as stock.  Section 6.26(c)(1)(B) of 
the Act, pertaining to the repayment of financial 
assistance by the System, bases part of the repayment 
amount on an institution's amount of URE but not allocated 
equities. 
 
 Existing FCA capital regulations are consistent with 
the Act's separate treatment of URE and allocated equities.  
Section 615.5330(b)(1) provides that a portion of core 
surplus must consist of URE and other includible equities 
other than allocated equities.  A provision for banks for 
cooperatives that was in effect until 1997 required those 
banks to add at least 10 percent of their net earnings to 
their unallocated reserve account each year until URE 
equaled half the minimum permanent capital requirement (3.5 
percent of risk weighted assets).20 
 
 Though the reason for treating allocated equities 
differently from URE is not expressly stated in the Act, 
the difference is likely based on the ownership attributes 
of allocated equities that make allocated equities stock-
like in nature.  The rule's treatment of allocated equities 
as stock and its treatment of URE as equivalent to the 
"retained earnings" in Basel III and the U.S. rule are 
consistent with the treatment of allocated equities and URE 
in the Act and existing FCA regulations. 
 

                                                

20 This requirement was in previous § 615.5330 and was rescinded in 1997 
when the FCA adopted the net collateral ratio for banks.  Under that 
previous regulation, we permitted CoBank, ACB to meet the URE 
requirement with nonqualified allocated equities, issued to its retail 
borrowers, that CoBank, ACB had a confirmed plan not to revolve except 
in liquidation.  Such treatment is similar to the "URE equivalents" 
treatment for the capital conservation buffer in the proposed rule. 
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3. Required Minimum Redemption/Revolvement Periods 
 
 The proposed rule provided for minimum redemption and 
revolvement periods (holding periods) as part of the 
criteria for including equities in the new regulatory 
capital components.  We proposed a minimum 10-year holding 
period for inclusion in CET1 capital and a minimum 5-year 
holding period for inclusion in tier 2 capital.  In 
addition, consistent with Basel III and the U.S. rule, we 
proposed a 5-year no-call period for inclusion of equities 
in additional tier 1 capital and tier 2 capital, as well as 
a minimum 5-year term for term stock includible in tier 2 
capital. 
 
 The System Comment Letter did not object to the 
minimum no-call periods or minimum term for term stock but 
expressed objections to the minimum redemption and 
revolvement periods as follows: 
 

• The minimum holding period should be eliminated 
because there is no basis for it in Basel III. 

• An allocated equity with an express minimum term of 
10 years is no more permanent than an allocated 
equity that is perpetual on its face. 

• The FCA has historically expressed a concern with 
member pressure on institutions for the payment of 
patronage or redemption of allocated retained 
earnings.  Factually, System institutions do not 
face greater pressure to distribute allocated 
equities than the pressure on commercial banks to 
make dividend payments. 

• Several System institutions in the years 2007-2013 
suspended cash patronage payments or reduced 
allocated equity redemptions when they experienced 
credit and business issues.  Loan volume declined in 
some instances due to more conservative lending 
practices but not to borrower flight.  The 
institutions resolved their credit and business 
issues and resumed cash patronage payments and 
increased allocated equity redemptions.  This 
demonstrates that System institution retained 
earnings should qualify as CET1 without application 
of any limiting criteria. 
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• If FCA remains resolute in treating allocated 
equities differently from URE, the agency should 
continue the requirements in existing FCA 
regulations based on minimum revolvement periods:  a 
plan or practice not to revolve CET1 equities for at 
least 5 years and not to revolve additional tier 1 
equities for at least 3 years, with no minimum 
revolvement period for tier 2 equities. 

• If FCA decides to adopt minimum holding periods as 
set forth in the proposed rule, a minimum holding 
period of 7 years for inclusion in CET1 capital 
would be more workable and reasonable. 

 
 The System is correct that Basel III does not include 
a minimum redemption or revolvement period for CET1 
equities or tier 2 equities.  Such a minimum holding period 
is not necessary in the Basel framework or in the U.S. rule 
because commercial banks must obtain their regulator's 
approval before redeeming any equities, no matter how many 
years the equities have been outstanding.  System 
institutions, likewise, will be able to redeem or revolve 
equities before the holding period ends if the institutions 
receive FCA approval.21  What System institutions will be 
able to do that commercial banks cannot do is redeem and 
revolve equities under the safe harbor provision without 
submitting a request for approval to the FCA, provided the 
applicable minimum holding period has been completed. 
 
 We do not understand the System's comment that an 
allocated equity with an "express minimum term of 10 years 
is no more permanent than an allocated equity that is 
perpetual on its face."  In the proposed rule, no term 
equities were included in CET1.  On the contrary, only 
equities that were both perpetual "on their face" and held 
for at least 10 years were includible in CET1, and term 
(limited-life) equities were includible only in tier 2.  It 
is true that, when an institution is placed into 
receivership, equities held by the institution at that 
point in time are available to absorb losses of the 

                                                

21 We note, however, that FCA does not anticipate approving early 
redemptions and revolvements routinely. 
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institution, regardless of whether the equities are 
perpetual or term and regardless of whether they have been 
outstanding for 10 years or for 10 days—in a receivership, 
every equity is as "permanent" as every other equity.  We 
also acknowledge that, like the water level in a bathtub, 
the capital level of an institution will stay constant if 
the amount of new capital added is equal to the amount of 
capital the institution redeems, revolves, or otherwise 
pays out in cash.22  But this is not the model of 
"permanency" embodied in the Basel III framework or the 
U.S. rule.  On an ongoing basis, a reliance on a constant 
replenishment of new "permanent" capital to replace 
frequently redeemed or revolved "permanent" capital is 
inappropriately risky in a weak economy. 
 
 The FCA believes that longer revolvement cycles 
benefit System institutions by enabling them to better 
capitalize asset growth while also improving the quality 
and quantity of capital, thus strengthening an 
institution’s financial position.  A System institution, 
like most cooperatives, has limited opportunities to raise 
capital other than through the direct sale of stock to 
member-borrowers, the sale of preferred stock to outside 
investors, and the retention of net income as URE or 
allocated equities.  System associations in particular have 
adopted the statutory minimum borrower stock requirement of 
the lesser of $1,000 or 2 percent of the loan, and only one 
association has issued preferred stock to outside 
investors.  Thus, a System institution is highly dependent 
on its ability to generate sufficient earnings to repay its 
creditors, pay cash dividends to outside investors, pay 
cash patronage to its member-borrowers, and add to its 
capital base.  Cooperative institutions can pay patronage 
to their member-borrowers in three forms: (1) Cash, which 
is an immediate return; (2) allocated equities that may be 
revolved at some future date; or (3) a combination of cash 
and allocated equities.  Allocating equities allows the 
institution to use this capital for a period of time to 

                                                

22 This bathtub analogy pertains to the dollar amount of a capital 
component.  Of course, even with a constant dollar amount the capital 
ratio will change if the amount of risk-based assets changes or if the 
institution incurs losses. 
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benefit the whole cooperative membership, such as for 
capitalizing growth or improving the financial condition.  
Many boards choose to revolve allocated equities on an 
approved cycle, provided that the institution can continue 
to meet its capital needs.  Thus, capital planning assumes 
greater importance in the capital adequacy assessment for 
the System institution's long-term survival. 
 
 Academic and professional studies23 conducted of 
agricultural cooperatives' patronage practices by the U.S. 
Department of Agriculture (USDA) and others have shown that 
longer allocated equity revolvement cycles result in 
stronger balance sheets and a more resilient cooperative.  
Institutions that maintain shorter revolvement cycles will 
have greater need to generate proportionally more earnings 
consistently to maintain the same level of capitalization.  
The USDA reported, "The largest cooperatives redeemed 
equity more recently but had a revolving length at 17 
years, which was 4 years longer than the smallest 
cooperatives."  Those cooperatives surveyed reported a 
range of revolvement periods from 7 to 20 years.  Some 
cooperatives also reported retiring equities when a farmer 
was between 66 years and 72 years of age.  Service 
cooperatives had the shortest revolvement periods at 6 
years; and livestock, poultry, and wool cooperatives had 
revolvement periods of 7 years.24  This study concluded that 
cooperatives with shorter revolvement cycles are generally 
more leveraged and less resilient.25 
 
 Longer revolvement periods give an institution extra 
flexibility when earnings are stressed, as well as help 
maintain stronger capital levels when membership or 
                                                

23 See, e.g., Robert C. Rathbone and Roger A. Wissman, Equity Redemption 
and Member Equity Allocation Practices of Agricultural Cooperatives, 
Agricultural Cooperative Service, U.S. Department of Agriculture 
(USDA), ACS Research Rep. No. 124 (October 1993); Kimberly Zeuli and 
Robert Cropp, Cooperatives: Principles and Practices in the 21st 
Century, University of Wisconsin Center for Cooperatives (2004). 

24 See E. Eldon Eversull, Cooperative Equity Redemption, Rural Business-
-Cooperative Programs, USDA, Research Rep. No. 220 (June 2010) at 6-7.  

25 See Rathbone and Wissman at 10-11. 
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existing borrowers' operations grow.  The FCA strongly 
believes that System institutions, as financial 
cooperatives with GSE status, must have redemption and 
revolvement periods that are sufficiently permanent to 
maintain strong capital positions in a weak economy. 
 
 On the issue of whether System institutions face 
greater pressure to revolve allocated equities than the 
pressure on commercial banks to make dividend payments, we 
disagree with the System.  It has long been our position 
that members can exert more pressure on their institutions 
because of their dual relationship as borrowers and voting 
stockholders; by contrast, the voting stockholders of a 
commercial bank rarely, if ever, have significant business 
ties with the bank.  In other words, unhappy stockholders 
of a commercial bank do not necessarily or directly lead to 
a drop in the bank's business.  We are particularly 
concerned about the circumstance of a System institution 
experiencing low earnings and low growth because the 
agricultural economy is weak and their borrowers are 
struggling and most need cash.  We acknowledge that the 
pressure on System institutions to pay cash patronage 
payments may be comparable to the pressure on commercial 
banks to pay cash dividends to their stockholders, but we 
note that the expectation criterion in our proposed and 
final rule does not apply to cash patronage paid out of URE 
just as it does not apply to cash dividends paid out of a 
commercial bank's retained earnings. 
 
 Commenters asserted that they did not experience 
borrower flight during the years 2007-2013 even given some 
institutions’ reductions in patronage payments.  FCA staff 
has reviewed the patronage payment activities of a number 
of System associations in the years 2007-2013 leading up to 
and after the 2008 global financial crisis. Though the 
financial crisis was deep in many sectors of the U.S. 
economy, the agricultural economy suffered little impact. 
Most System institutions had little or no exposure to the 
"toxic” assets that crippled many financial institutions 
because of the System's limited lending and investment 
authorities.  In fact, many institutions continued to grow 
their loan volume.  Some impacted institutions did reduce 
or suspend cash patronage payments and planned redemptions 
of allocated equities.  They did so for a variety of 
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reasons, including to address financial stress and to 
support increased loan demand.  While the experiences of 
2007-2013 are useful for analysis, there were no widespread 
or significant changes in patronage payment practices in 
the System, particularly redemption or revolvement of 
allocated equities.  Thus, we do not believe these 
experiences are a strong indicator of what System 
institutions would experience in a severely weakened 
agricultural economy. 
 
 In the proposed rule, we also intended the minimum 
holding periods to provide a way for System institutions to 
comply with the Basel III and U.S. rule's expectation 
criterion.  The expectation criterion, a new concept in 
Basel III and the U.S. rule, is part of the criteria for 
all 3 capital components—CET1, AT1, and tier 2 capital.  
For CET1, the U.S. rule provides that a commercial bank 
must not "create at issuance of the instrument, through any 
action or communication, an expectation that it will buy 
back, cancel, or redeem the instrument, and the instrument 
[must] not include any term or feature that might give rise 
to such an expectation."  The criteria for AT1 and tier 2 
are the same except that the expectation is with respect to 
exercising a call option on the instrument rather than 
buying back, redeeming, or canceling it.  It is our 
understanding that this criterion is intended to curb 
actions like those of some commercial banks that continued 
to make large share buy-backs and dividend payments during 
the 2008 global crisis, in order not to send investors a 
signal of weakness.26 
 There are two noteworthy aspects of the expectation 
criterion.  First, it does not pertain to the intentions—
                                                

26 The Basel III document does not specifically discuss the expectation 
criterion.  However, in a discussion of the need for a capital 
conservation buffer there is an explanation that we believe applies 
equally to the expectation criterion: "At the onset of the financial 
crisis, a number of banks continued to make large distributions in the 
form of dividends, share buy backs and generous compensation payments 
even though their individual financial condition and the outlook for 
the sector were deteriorating. Much of this activity was driven by a 
collective action problem, where reductions in distributions were 
perceived as sending a signal of weakness. However, these actions made 
individual banks and the sector as a whole less resilient."  Basel III 
Framework (December 2010, revised July 2011), paragraph 27. 
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implicit or explicit—of the commercial bank to redeem the 
instrument, but rather to the expectations created by the 
bank's behavior—its "actions or communications"—and the 
focus is on the impact of the bank's actions on others and 
its communications with others that could lead the bank to 
redeem stock when such redemption could potentially weaken 
the bank.  The "others" in question could be stockholders, 
potential investors, the market, or banking analysts and 
traders. 
 
 Second, all the other criteria for CET1 and the other 
components of capital are based on primarily objective 
legal rights, legal status, or accounting principles.27  
They cover, for example, perpetual status ("no maturity 
date"), liquidation priorities and claims, order of 
impairment, unsecured status without features that legally 
or economically enhance the seniority of the instrument, 
redemption only at the discretion of the board and with the 
regulator's approval, and classification as equity under 
GAAP.  By extension, these criteria mirror the legal rights 
that a commercial bank's common stockholders have or do not 
have.  The stockholders have no legal right to require the 
bank to retire or redeem their stock because the stock 
never matures and because the commercial bank has complete 
discretion whether to redeem it (with regulatory approval).  
The expectation criterion does not pertain to legal rights 
regarding a stockholder's equities; the criterion pertains 
only to behavior or a pattern of behavior by the commercial 
bank that leads the stockholder or the market to expect 
redemption.  The FCA has a similar concern regarding the 
expectations that System institutions may create through 
their behavior and communications. 
 
 The concept of a minimum holding period for System 
cooperative equities has been a part of FCA's existing core 
surplus capital regulations that have been in effect since 
1997.  Under that regulation, an association may include in 

                                                

27 One criterion that is less objective is the requirement that the 
instrument does not include any term or feature that "creates an 
incentive to redeem."  However, the Federal banking regulatory agencies 
have previously provided objective standards for commercial banks of 
the types of terms that create incentives to redeem, such as a dividend 
step-up term in excess of a specified percentage increase. 
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core surplus allocated equities with an original 
revolvement period of at least 5 years, as long as such 
equities are not scheduled by the board or a board practice 
or expected by the members to be revolved in the next 3 
years.  The exclusion from core surplus in the last 3 years 
before revolvement focuses the board on longer-term 
planning to replace the soon-to-revolve allocated equities 
and better enables the board to revolve the allocated 
equities as expected, without reducing the institution's 
core surplus ratio.  The core surplus regulation reflected 
the Agency's judgment that, first, member expectations of 
revolvement increase as the revolvement date approaches 
and, second, minimum revolvement periods make the equities 
more stable.28   
 
 The fundamental purpose of allocating equities is to 
build capital by retaining earnings as opposed to 
distributing them out as cash.  As such, allocated equities 
need to be sufficiently permanent for the institution to 
include them in capital.  Equities revolved in only a 2- or 
3-year period have minimal economic substance or value from 
a capital perspective, and revolvement periods shorter than 
5 years may result in unmanageable borrower expectations 
and significantly reduced board flexibility to temporarily 
suspend or defer redemption of allocated equities.  Longer 
revolvement periods ensure these equities are more 
permanent and stable forms of capital.  Since 1997, System 
institutions have remained adequately capitalized with the 
existing core surplus rule's 5-year revolvement 

                                                

28 The FCA decided not to retain the existing regulation's plan-or-
practice standard for allocated equities included in core surplus or 
the requirement to phase the equities out of CET1 in the 3 years before 
the end of the holding period.  Over the years since we adopted the 
core surplus rule, a number of institutions have misinterpreted their 
yearly revolvements of allocated equities as not constituting a plan or 
practice of revolvement.  They have erroneously included allocated 
equities in core surplus until revolved, rather than phasing them out.  
We believe eliminating the possibility of misinterpretation is the 
better course in the final rule, and the longer holding period will 
ease any concerns about including the equities in the new regulatory 
capital ratios until the date of revolvement. 
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minimum.  However, the agricultural economy and most System 
institutions have been financially healthy since that time. 
 
 As we stated above, we believe a longer minimum 
holding period for the highest quality capital is more 
appropriate to ensure adequate capital when the 
agricultural economy is weak.  We believe the holding 
period for CET1 capital should be longer than the similar 
5-year no-call minimum period for lower quality additional 
tier 1 and tier 2 capital and the minimum term of 5 years 
for term stock includible in tier 2 capital.  The 10-year 
minimum holding period for CET1 capital in our proposed 
rule would, in our view, have both tempered member 
expectations of redemption or revolvement and ensured the 
stability of capital through the long cycle of the 
agricultural economy.  However, we have considered the 
System's comments for a shorter minimum holding period for 
CET1 equities, in light of the rule's other provisions that 
ensure the retention and conservation of high quality 
capital, such as the safe harbor provision and FCA prior 
approval requirements, and the overall higher capital 
requirements of the rule.  We have concluded that a minimum 
7-year redemption and revolvement period for CET1 equities 
will give System institutions added flexibility to manage 
their capital planning without significantly impacting 
their resilience.  As we have noted, many of the System 
institutions that revolve allocated equities have already 
extended, or begun to extend, their revolvement periods to 
7 years or longer.  The final rule's shorter minimum CET1 
holding period, together with our change in the final rule 
to permit institutions to commit to the minimum holding 
periods through an annual board resolution, should enable 
institutions to comply with the new capital requirements 
with minimal administrative burden. 
 
 We have decided not to adopt the System's 
recommendations of a 3 to 5-year minimum holding period for 
additional tier 1 capital and elimination of the minimum 
holding period for tier 2 equities.  To do so would be 
inconsistent with the minimum no-call periods of 5 years 
for additional tier 1 and tier 2 capital in Basel III and 
the U.S. rule.  Furthermore, elimination of the tier 2 
minimum holding period would imprudently permit redemptions 
and revolvements of equities, such as the member equities 
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issued by some System banks in connection with loan 
participation programs and the preferred stock issued by 
some associations to their members, that have been 
outstanding for as short a period as 1 quarter.  In the 
final rule, we have retained the 5-year minimum holding 
periods for both additional tier 1 capital and tier 2 
capital. 
 
4.  Minimum Redemption/Revolvement Cycle for Association 
Investments in Their Funding Banks 
  

The System Comment Letter objects to the proposed 
rule's imposition of minimum redemption and revolvement 
periods on associations' investments in their funding 
banks.  The proposal provided that these investments, which 
consist of both purchased and allocated equities, have the 
same minimum redemption and revolvement periods as all 
other cooperative equities.  The System makes the following 
assertions about the proposed rule's minimum holding period 
requirement for the association investments in their banks: 

 
• It is challenging, bureaucratic, unworkable, anti-

cooperative, costly, and burdensome without any 
discernible benefit in capital quality or quantity, 
and it is unnecessary to achieving alignment of 
System capital regulations with Basel III. 

• It is inconsistent with statutory requirements, 
creates a "first in first out" redemption principle 
for the investment, impedes a bank's ability to help 
a struggling association by redeeming or revolving 
equities, and could create an adverse tax 
consequence that would necessarily dissipate 
combined bank-association capital. 

• An association's investment in its funding bank "is 
legally and functionally a permanent capital 
contribution to the bank and is understood as such 
by associations," notwithstanding periodic capital 
equalizations by the System bank (which result in 
member associations' investments being adjusted, as 
necessary, to the same specified percentage of its 
outstanding borrowings from the bank). 

• An association's investment in its funding bank 
"results from the statutorily directed financial 
relationship."  System associations must borrow 
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exclusively from their bank unless they have 
approval from the bank to borrow from another 
financial institution.  By contrast, an 
association's borrowers are free to borrow outside 
of the System. 

• The investment requirements imposed on retail 
borrowers by associations are unlike those imposed 
by a System bank on its affiliated associations, 
since associations do not have unilateral authority 
to increase the requirements.  System banks have 
bylaws that authorize them to call, preserve, and 
build capital from their associations.  Also, a 
bank's general financing agreement with its 
affiliated association enables it to increase 
spreads on outstanding direct loans immediately 
without association approval. 

 
 The capital rule is consistent with statutory 
requirements.  The rule applies the same minimum redemption 
and revolvement cycles to all cooperative equities except 
for the statutorily required investment of at least $1,000 
or 2 percent of the loan amount, whichever is less.  Stock 
or equities that meet this statutory requirement are exempt 
from a minimum redemption or revolvement period.  We agree 
with the System that System banks and associations have a 
relationship defined by the Act that is long term and 
permanent except for very rare re-affiliations with another 
System bank or a termination of System status by one or 
both institutions.  However, the statutory minimum required 
investment is the same for an association to obtain a loan 
from its affiliated bank as it is for a retail borrower to 
obtain a loan from an association or from CoBank, ACB, and 
the exemption from a minimum redemption or revolvement 
period in our rule applies only to the statutory minimum 
required investment. 
 
 We are not persuaded by the System's position that 
System banks have authority to call, preserve, and build 
capital from their associations that their associations 
lack.  Associations have the same statutory and regulatory 
authority as banks to call, preserve, and build capital; it 
is the associations that have granted additional capital-
building powers to their affiliated banks through bylaw 
provisions approved by the associations.  We appreciate 



 

 

43 

 

 

that associations are probably more willing to approve such 
bylaws because of their financial interdependence with 
their bank, and association retail members are probably 
less willing to commit themselves to purchase additional 
stock in the association.  However, the capital-building 
provisions in a bank's bylaws do not eliminate the need for 
capital to have a minimum redemption or revolvement period. 
 
 The System Comment Letter states that the minimum 
holding period creates a "first in first out" redemption 
principle for the investment and impedes a bank's ability 
to help a struggling association by redeeming or revolving 
equities.  As to the first point, we are not certain what 
is meant by "first in first out" in the context of a 
redemption principle, unless it is merely another way to 
say that associations may have to pay taxes on allocated 
equities revolved by their banks.  The minimum required 
holding period clearly does not impose a strict requirement 
that the oldest equities must be redeemed or revolved 
first.  As to the second point, we note that a System bank 
may redeem or revolve equities prior to the minimum holding 
period if the bank receives prior approval to do so from 
the FCA.  We believe that the FCA would have a sufficient 
basis to approve such a request if the bank established 
that its assistance was necessary or appropriate. 
 
 The FCA disagrees with the System's assertion that an 
association's investment in its affiliated bank "is legally 
and functionally a permanent capital contribution to the 
bank and is understood as such by associations."  Most 
System associations do clearly have very long relationships 
with their affiliated banks, but not all of the equities 
invested by an association in its affiliated bank are 
outstanding for lengthy periods.  In fact, it appears to us 
that associations well understand that some of their 
investments in their affiliated banks are only short-term 
investments.  System banks have discretion under section 
4.3A(c)(1)(I) of the Act to redeem and revolve equities 
anytime, as long as the bank continues to meet the capital 
adequacy standards established under section 4.3(a) of the 
Act.  By contrast, the CET1 equities issued by commercial 
banks are more truly permanent, because commercial banks 
are not permitted to retire such equities without the 
approval of stockholders owning two thirds of the shares (a 



 

 

44 

 

 

statutory requirement) or without the prior approval of 
their regulator (a requirement of the U.S. rule).  
Similarly, tier 2 equities issued by commercial banks 
either are perpetual and require prior approval by their 
regulator to retire, or are limited-life preferred stock 
with a minimum term of 5 years (with no prior approval to 
retire on the maturity date).  In our view, third-party 
investors, relying on an understanding that our capital 
rules are comparable to Basel III and the U.S. rule, would 
expect that System institutions' common cooperative equity 
retirements are subject to substantially the same prior 
approval requirements as commercial banks' equity 
retirements.29  Our proposed rule was somewhat more lenient 
than the restrictions on commercial banks' equity 
redemptions in that we did not require banks or 
associations to obtain stockholder approval before each 
redemption or revolvement of cooperative equities.  We 
provided additional leniency in a safe harbor provision 
permitting a certain level of redemptions and revolvements 
without FCA approval, as long as the equities had been 
outstanding for at least the minimum holding period.  
Commercial banks do not have a similar safe harbor for 
equity retirements, although they do have a safe harbor for 
cash dividends.  We believed, and continue to believe, that 
our more lenient safe harbor for equities is appropriately 
comparable to Basel III and the U.S. rule because the safe 
harbor's broader application to total cash dividend 
payments, cash patronage payments, and equity redemptions 
or revolvements is tempered by an overall limit that is 

                                                

29 It is important to note that, if a System bank includes its 
affiliated associations' investments in the bank's CET1 capital, those 
investments will be the common cooperative equities of most interest to 
a third-party investor in the bank and will likely be a factor, even a 
significant factor, in such investor's decision whether to invest in a 
System bank.  After all, the bank's URE and CET1 common cooperative 
equities are the first line of protection for the outstanding third-
party equity investments in System banks.  If there were no minimum 
redemption or revolvement period for these cooperative equities, a 
third-party investor might misunderstand the level of protection these 
cooperative equities actually provide. 
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more restrictive than commercial banks' safe harbor to pay 
cash dividends. 
 
 For many associations, the greater part of their 
investments in their affiliated banks is long term in 
practice.  These investments include equities the banks 
allocated more than 10 years ago, and the banks have stated 
they do not intend to revolve these allocated equities 
unless their associations make corresponding allocated 
equity revolvements to their retail borrowers.  Some of 
these allocated equities are quite stable, due in part to 
the fact that they are not taxable to associations until 
they are revolved (System banks' earnings derived from 
association business are not taxed).30  As soon as the final 
rule becomes effective, the banks will be able to include 
otherwise-eligible allocated equities in CET1 that have 
already been outstanding at least 7 years (or tier 2 if the 
allocated equities have been outstanding at least 5 years), 
and all other allocated equities will be includible in CET1 
or tier 2 if the banks adopt a bylaw or annual resolution 
not to redeem or revolve such equities less than the 
applicable 7 years or 5 years after issuance or allocation, 
as long as the equities are otherwise eligible.  
 
 However, many associations have investments in their 
banks that do not have the same stability and "permanence" 
of the long-held allocated equities.  Some of these 
investments may be the stock purchased by associations to 
capitalize their direct loans from their banks; other stock 
is purchased by associations in order to capitalize asset 
loan participation program pools.  Because the capital 
supporting these loan pools is usually equalized frequently 
by the bank, banks typically equalize by issuing or 
redeeming purchased stock because there are no tax 
consequences when the purchased stock is redeemed.  The FCA 
observes that the practice of tying the investment amount 
to the loan amount and making frequent equalizations 
strongly resembles the "compensating balance" method of 
capitalization that both banks and associations employed in 

                                                

30 An association's earnings are taxable only when derived from its 
loans and other business conducted through the parent agricultural 
credit association or its production credit association subsidiary. 
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past decades—i.e., the borrower capitalized its loan rather 
than capitalizing the institution.  During the 1980s, many 
System associations were in such weak financial condition 
they could not redeem member stock; the also-struggling 
member-borrowers strongly objected to those associations' 
not returning their investments when they paid down or paid 
off their loans, and Congress held a hearing to obtain the 
testimony of the borrowers.  In the Agricultural Credit Act 
of 1987 (1987 Act), Congress established a statutory 
capitalization framework that favored capitalization of the 
institution, not the loan, and disfavored compensating 
balances, though it did not prohibit them entirely.  The 
FCA believes, as Congress did, that capitalization of the 
institution rather than the loan provides a stronger and 
more stable capital base.  At the retail level, all System 
institutions now require borrowers to make only the 
statutory minimum stock purchase, and in the nearly two 
decades since the enactment of the 1987 Act System 
institutions have taken advantage of a healthy agricultural 
sector to build strong capital positions of high-quality 
capital that remain in the institutions long term.  In 
addition, one of the four System banks has made the 
decision not to equalize association investments any 
longer; instead, the bank pays interest to its associations 
who hold investments in the bank in excess of the required 
amount. 
 
 We acknowledge that stock equalization at the bank 
level can be a tool for apportioning the bank's funding and 
operating costs among its affiliated associations.  The FCA 
supports an equitable apportionment that is based on each 
association's business with the bank and investment in the 
bank.  However, short-term redemptions and revolvements of 
equities are not the sole way to ensure that costs are 
borne equitably by the associations.  There are numerous 
other ways of apportioning the bank's operating costs, such 
as direct assessments or interest rate adjustments or 
paying interest to associations whose investments are in 
excess of bank's required amounts, that take into account 
the amount of loaned funds or other business with 
associations and the riskiness of that business.  Should a 
bank prefer to apportion its funding and operating costs in 
part by equalizing association investments and at the same 
time hold most of its purchased stock for a term long 
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enough to qualify for CET1 or tier 2 inclusion, it may 
consider issuing a class of common stock used solely for 
equalization purposes.  The amount a bank might issue could 
be, for example, an amount equal to the average amount of 
equities the bank redeems in a given period for purposes of 
equalization.  Such stock, which could be exchanged for a 
portion of existing outstanding common stock, could be 
issued and retired at the discretion of the bank and would 
have no minimum revolvement period, but it would be 
excluded from CET1 and tier 2 capital.  This would by no 
means eliminate the minimum revolvement period for an 
association's investment in its affiliated bank, but having 
a separate class would provide more administrative clarity 
for the bank, the FCA, and third-party investors. 
 
5.  Required Capitalization Bylaws Amendments Establishing 
Minimum Holding Periods 
 
 The System Comment Letter objected to the proposed 
rule's provision that a System institution may include 
cooperative equities in CET1 and tier 2 capital if the 
institution has adopted capitalization bylaws establishing 
minimum required redemption and revolvement periods.  The 
proposed minimum redemption and revolvement periods, or 
minimum holding periods, were 10 years for inclusion in 
CET1 capital and 5 years for inclusion in tier 2 capital.  
Because section 4.3A(b) of the Act requires System 
institutions to obtain the approval of their members for 
changes to the bylaws, institutions would have had to 
exclude cooperative equities from CET1 and tier 2 capital 
if they had chosen not to seek member approval of the bylaw 
amendment or if the members had disapproved it. 
 
 The System made the following assertions about the 
proposed capitalization bylaw requirements: 
 

• They are legally tantamount to a re-issuance of the 
cooperative equities. 

• They are fundamentally unworkable, unnecessarily 
costly, and legally problematic, and they result in 
a meaningless vote that puts the System institution 
and its members in a Catch-22 situation. 

• The bylaw changes would undermine the institution's 
ability to function consistent with cooperative 
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principles as expected by the Act.  Institutions 
with modest amounts of cooperative equities may 
choose to exclude their cooperative equities from 
regulatory capital than bear the cost, operational 
burdens, member confusion, and uncertainty of a 
member vote.  If a significant number of 
institutions make this choice, there could be 
resulting harm to the overall regulatory capital 
position of the System. 

• Holders of allocated equities that are not voting 
members may sue the FCA for depriving them of the 
right to have the institution's board forgo 
exercising its discretion to revolve the equities 
during the minimum holding periods. 

• There is no basis for a minimum holding period in 
Basel III. 

• A more cost-effective way to ensure there is a legal 
distinction among equities included in the various 
components of regulatory capital is to enhance the 
FCA's capital planning regulation to require boards 
to adopt binding resolutions regarding the minimum 
holding periods. 

  
The proposed bylaw requirement to establish a minimum 

holding period was intended to provide a way for System 
institutions to comply with the Basel III and U.S. rule's 
"expectation" criterion.  We discuss the expectation 
criterion under the "Required Minimum 
Redemption/Revolvement Periods" above. 
 
 The FCA's proposed minimum holding periods were also 
intended to ensure that System institutions equities are 
substantially comparable to the more truly permanent 
equities of a commercial bank that can be redeemed only 
with the prior approval of stockholders and the bank's 
regulator.  Were we to apply identical requirements, System 
institutions would not be able to redeem or revolve any 
purchased or allocated equities without FCA approval and 
stockholder approval.  As discussed under the safe harbor 
section below, the proposed rule would have permitted 
institutions to make limited redemptions and revolvements 
without regulator and stockholder approval.  We believe 
that a minimum holding period lowers expectations of 
redemption or revolvement, and the bylaw requirement 
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ensures both institution compliance and member buy-in 
regarding the minimum periods.  A bylaw requirement would 
have explicitly established that a System institution's 
board had firmly committed, with its members' support, to 
limit its discretion under section 4.3A of the Act to 
redeem or revolve equities, in exchange for being able to 
include the equities in tier 1 and tier 2 capital, and that 
the institution's members understood and supported this 
limit on the board's discretion.  However, we have 
considered the System's comments on the bylaw approval 
process and are persuaded that requiring an institution's 
board to adopt a redemption and revolvement resolution that 
it must re-affirm in its capital plan each year would be 
sufficient to ensure compliance with the rule's minimum 
holding periods.  As described below in the section-by-
section discussion, we have revised the capital planning 
regulation in § 615.5200 to require the institution's board 
to establish minimum redemption and revolvement periods for 
specifically identified equities included in tier 1 and 
tier 2 capital.  Any change to the minimum periods will 
require FCA approval.  The board will also be required to 
re-affirm annually its intention to comply with the capital 
rule's minimum holding periods.  We note that this annual 
re-affirmation is not an annual opportunity for the board 
to change its mind about the redemption or revolvement 
periods of specified equities.  In addition, for 
institutions that prefer a capitalization bylaw to an 
annual board resolution, we have retained the proposed 
capitalization bylaw provision as another method of 
compliance with the minimum holding periods. 
 
6.  Higher Tier 1 Leverage Ratio and Minimum URE and URE 
Equivalents Requirement 
 
 The System Comment Letter objected to the proposed 5 
percent minimum tier 1 leverage ratio and also on the 
requirement that at least 1.5 percent of the tier 1 capital 
must consist of URE and URE equivalents.  The System's 
objections are as follows: 
 

• A 5-percent tier 1 leverage ratio requirement is 
excessive, is unsupported, is inconsistent with the 
4 percent tier 1 leverage ratio of Basel III and the 
U.S rule, would create an un-level playing field 
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that gives an advantage to commercial banks in the 
capitalization of loans to farmers, and may raise 
questions and suspicion that the System is 
fundamentally riskier compared to other lending 
institutions. 

• Such an inference does irreparable harm to the 
System and its mission achievement, given the lack 
of any quantifiable support for the higher minimum.  
The FCA has not provided "reasonable facts or data 
analysis" to support a higher minimum leverage 
requirement that could reduce institution lending 
capacity by over 20 percent during stressful 
periods.  The FCA's justification is insufficient 
and unsupported by loss experience, making this 
proposed requirement arbitrary and capricious. 

• The Basel III framework's minimum leverage ratio 
requirement, a measurement that was not required by 
Basel I or Basel II, was imposed in response to the 
"drying up" of liquidity during the financial 
crisis, which revealed inter-connections and inter-
dependences between financial institutions and 
resulted in pressure on commercial banks to retire 
lower quality tier 1 capital instruments (hybrid 
instruments) when they were most needed to absorb 
losses.  Stress-testing and economic modeling by 
System institutions show the System has enough loss-
absorbing capital to withstand a severe adverse 
economic event while continuing to provide a steady 
flow of credit to agriculture. 

• The interconnectedness of System institutions is an 
inherent part of the structure of the System and, 
despite its interconnectedness and its status as a 
monoline lender, the System remained "essentially 
unstressed" during the financial crisis. 

• The proposed minimum leverage ratio is inappropriate 
for wholesale System banks and appears to create 
economic incentives for shifting ownership of loans 
from associations to System banks.  The agency 
"appears not to have considered the two-tiered 
capitalization that exists within the System" that 
results in the System as a whole effectively holding 
minimum risk-based capital for association retail 
loans totaling 120 percent of the amount required 
for commercial banks.  The risk-based capital 
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requirements are more than adequate to protect 
against not only credit risk but also liquidity 
risk, operational risk, and other risks. 

• There is no empirical evidence that the System's 
risks are more significant than the systemic risks 
that caused the financial crisis.  FCA should 
support its higher minimum leverage ratio by 
conducting a study that demonstrates and quantifies 
that the proposed significant deviation from Basel 
III is justified by facts.  After such a study, if 
the FCA remains focused on imposing a higher 
leverage ratio, the agency should consider a 4 
percent minimum leverage ratio with an additional 1 
percent leverage ratio buffer composed of tier 1 
(not CET1) capital and pro-rated across the payout 
categories.  Overall, a capital conservation buffer 
approach would support the objective of the proposed 
higher leverage ratio without unduly penalizing 
those System banks primarily engaged in wholesale 
lending to associations. 

• The proposed 1.5 percent minimum URE requirement 
"calls into question the cooperative structure of 
the System" and "declares that URE is higher quality 
capital than CET1."  This "'super' or 'superior' 
CET1 subclass is an unmistakable message to the 
marketplace that the System's CET1 does not match up 
with CET1 of commercial banks" and reduces 
comparability and transparency. 

• Implementation of the URE requirement results in a 
minimum 3 percent of URE (1.5 percent by the bank 
and 1.5 percent by the association) required to be 
held against each dollar of loans made by 
associations to member-borrowers.  This violates the 
cooperative principle that members bear the risk and 
reward of their institution. 

• The 1.5 percent minimum URE requirement, similar to 
a required component of the core surplus ratio in 
the FCA's existing regulations, should not be in the 
new capital framework.  The FCA's reason for the 
existing URE requirement in core surplus was that 
higher URE levels cushioned member stock from 
impairment, thus minimizing the prospect of members 
seeking protection of their equities from Congress.  
Congress has already made it clear that members are 
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at risk and will suffer the losses of the 
cooperative.  Congress's action with respect to 
Fannie Mae and Freddie Mac emphasizes its resolve to 
allow significant shareholder losses regardless of 
personal impact. 

 
 The FCA disagrees with many of the System's comments 
and assertions.  We do not believe a 5 percent minimum 
standard would create an "unlevel" playing field for the 
System that would give any appreciable advantage to 
commercial banks or raise suspicions that the System is 
fundamentally riskier than commercial banks.  At the retail 
association level, there are so many differences between 
associations and commercial banks with respect to stable 
sources of funding, lending authorities, lending 
territories, tax status, and governance that we believe a 
higher minimum leverage ratio would not tilt the playing 
field.  A higher leverage ratio requirement enhances the 
System's ability to achieve its mission by ensuring that 
System institutions have sufficient capital to achieve its 
mission, during good times as well as during periods of 
financial stress.  More specifically, a higher leverage 
requirement will ensure that System institutions have 
sufficient amounts of capital at the height of the credit 
cycle so that they can continue to lend during a downturn, 
and thus, fulfill their mission.  During a downturn, System 
borrowers need access to credit to ensure the continuation 
of their operations, and System institutions must ensure 
that they can continue to be a reliable source of credit to 
these borrowers.  Moreover, we do not believe that a higher 
minimum leverage ratio for associations will raise 
suspicions in the capital markets.  To our knowledge, 
individual association capital is not the focus of the 
capital markets, as we are aware of only one association 
that has raised equity capital from outside the System.31 

                                                

31 In fact, market investors in System banks may prefer high capital 
ratios at associations on the ground that the associations' higher 
capital levels strengthen the banks and decrease the chances that a 
bank would need to provide financial assistance to an association. 
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 At the System bank level, the banks are able to issue 
Systemwide debt as a single entity because they are jointly 
and severally liable on the debt.  The System's combined 
assets were approximately $300 billion as of December 31, 
2015.  By contrast, the vast majority of commercial banks 
subject to the 4 percent tier 1 leverage ratio requirement 
are considerably smaller in size than the combined size of 
the System.32  Commercial banks subject to the "advanced 
approaches" Basel framework (i.e., banks with more than 
$250 billion in total consolidated assets) are also subject 
to the supplementary leverage ratio (SLR),33 which has a 
minimum requirement of 3 percent.  The SLR, which takes 
into account both on- and off-balance sheet exposures, 
could result in a higher requirement than the 4-percent 
tier 1 leverage ratio requirement, which includes only on-
balance sheet exposures.  Commercial banks with more than 
$700 billion in total consolidated assets are subject to a 
2-percent leverage buffer in addition to the 3-percent SLR 
(totaling 5 percent).34  System banks, by contrast, are not 
constrained by a supplementary leverage ratio, yet they are 
able to obtain funding at low rates comparable to the rates 
obtained by the largest U.S. banks.  We would anticipate 
that the capital markets and outside investors would 
welcome a higher leverage ratio requirement that ensures 
higher capital levels to absorb losses and protect outside 
investors, rather than “raise suspicion that the System is 
fundamentally riskier compared to other lending 
institutions.”  
 
 The FCA disagrees that the Basel III framework imposed 
a minimum leverage ratio requirement in response to the 
"drying up" of commercial bank liquidity during the 
financial crisis.  The 2008 financial crisis did begin with 
                                                

32 The System reported combined assets of $303 billion including the 
restricted investment in the Farm Credit Insurance Fund, at December 
31, 2015.  See 2015 Annual Information Statement of the Farm Credit 
System issued March 7, 2016. 

33 78 FR 62018 (October 11, 2013). 

34 79 FR 57725 (September 26, 2014). 
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a severe liquidity crisis, but liquidity concerns were 
addressed primarily by Basel III's liquidity coverage ratio 
and the net stable funding ratio.  The FCA updated the 
liquidity regulation in 2013 to incorporate the liquidity 
coverage principles of Basel III, as appropriate to the 
System.35  We also plan to study Basel III's liquidity 
coverage ratio and the net stable funding ratio to 
determine what, if any, application they should have to the 
System.36  The leverage ratio requirements in the Basel III 
capital framework were adopted to avoid future repetition 
of periods of excessive growth, resulting in excessive 
leveraging of capital, that are followed by a sharp 
downturn in the economy that causes very large losses. 
 
 We agree with the System's statement that the System 
remained "essentially unstressed" during the financial 
crisis despite its status as a monoline lender and the 
interconnectedness of System institutions.  In our view, 
while the cyclical nature of the agricultural economy can 
increase agricultural lending risk overall, the 
agricultural economy happened to be at a very strong point 
in the cycle during the financial crisis.  The System's low 
level of agriculture loan losses during the financial 
crisis, together with minimal exposure to troubled 
residential mortgages due to legal restrictions on the 
loans and investments System institutions can make, enabled 
the System to weather the financial crisis relatively 
unstressed. 
 
 Contrary to another System comment, the FCA did 
carefully consider the two-tiered structure of the System—
i.e., the banks' wholesale funding of associations' retail 
loans—when proposing the tier 1 and tier 2 risk-based 
capital requirements.  In fact, since the agency first 
proposed and adopted risk-based capital regulations in 
1988, System institutions have consistently objected to the 
20-percent risk weight applied to a bank's direct loan to 
an affiliated association and have asserted that the 

                                                

35 See the amendments to § 615.5134 in 78 FR 23438 (April 18, 2013). 

36 See FCA’s Regulatory Projects Plan at 
http://www.fca.gov/Download/RegProjPlanSpring2016.pdf. 
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capital held by an association against its retail loans 
results in a zero risk of loss to the bank on the direct 
loan.  Our position has been, and continues to be, that the 
direct loan represents a relatively small but separate and 
distinct credit risk to the bank, and the 20-percent risk-
weight is appropriate, as well as consistent with the risk 
weightings for GSE securities and debt.  We do not agree 
that the small amount of risk-based capital held by the 
System bank against credit risk on its direct loans, as 
well as the relatively small amounts of capital held 
against credit risks on most of its other exposures, is an 
adequate substitute for a tier 1 leverage ratio.  As 
explained below, we believe that both System banks and 
associations need high quality minimum leverage ratios. 
 
 The FCA disagrees with the comment that a leverage 
ratio is inappropriate for wholesale banks.  A leverage 
ratio can be more challenging for a wholesale System bank, 
since the majority of its assets are risk-weighted at 20 
percent, while those of associations are risk weighted at 
100 percent.  However, as discussed elsewhere in this 
preamble, the two-tiered capitalization requirement 
recognizes the separate risks in the System structure and 
risks that are present to each party.  The capital an 
association holds against loans to its borrowers offsets 
the general risk from those loan exposures, while the bank 
must hold capital to offset the general risk from its loan 
exposure to its affiliated associations.  If banks did not 
hold capital against these exposures, the risk in loans to 
association borrowers would be present to both the bank and 
association but only capitalized by the association.  In 
addition, the banks and associations have levels of 
operational risk, such as legal risk and management risk, 
that do not correlate with the level of credit risk.  The 
Basel III framework and the U.S. rule do not exempt 
wholesale banks from their leverage ratio requirements, and 
we are not convinced that we should do so.  As for the 
System's comment that our leverage requirements appear to 
create an economic incentive for shifting ownership of 
retail loans to the System banks, banks and associations 
are already doing this.  If a bank agrees with its 
associations to buy their retail loans, that is a business 
decision for the institutions that is probably made for 
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business reasons in addition to regulatory capital 
compliance. 
 
 We also disagree with the assertion that the minimum 
URE requirement is anti-cooperative.  The requirement 
ensures at least a minimum level of URE and URE 
equivalents, and an institution may choose to meet this 
requirement with URE equivalents plus current year retained 
earnings.  URE equivalents are nonqualified allocated 
equities that are not revolved and generally not subject to 
offset against a loan in default (without prior FCA 
approval).  In any case, the characterization of URE as 
anti-cooperative is inapt for most cooperatively organized 
financial institutions, such as mutual savings 
associations.  Such institutions have regulatory capital 
that consists entirely of unallocated retained earnings.  
We note that the National Credit Union Administration 
(NCUA) issued a final rule in 2010 for corporate credit 
unions (which are also cooperative institutions),37 which 
requires that their leverage ratio must consist of at least 
2 percent of retained earnings to be adequately 
capitalized.38  The NCUA’s logic and belief is that a 
corporate credit union’s capital must consist of retained 
earnings, which is the only form of corporate capital, that 
when depleted, does not result in losses that flow 
downstream to natural person credit unions.  Without some 
retained earnings, the corporate credit unions would be a 
continued source of instability to the credit union system 
as whole.  FCA believes this also applies to System 
institutions, as discussed throughout this preamble.   
 
 We agree that Congress, in the provisions of the 1987 
Act, sent a message that member stock was at risk and that 

                                                

37 75 FR 64789 (October 20, 2010). 

38 To our knowledge, all of the retained earnings of credit unions are 
unallocated.  The "corporate credit unions" discussed above are 
cooperatives owned by natural person credit unions and provide 
liquidity and other services to their member owners. 
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members would be subject to their institutions' losses.39  
We also observe that Congress protected member stock 
outstanding at the time from loss.  We believe this 
"helping hand" in a time of need illustrates Congress's 
confirmation of the importance to the entire U.S. economy 
of a strong agricultural sector and also of Congress's 
recognition that strength in the agricultural sector is 
inextricably linked to the personal financial stability of 
its farmers and ranchers.  By contrast, in the case of the 
2008 conservatorships of Fannie Mae and Freddie Mac, the 
actions of Congress and the Federal government ensured the 
continuing function of the secondary mortgage market for 
the benefit of U.S. homeowners but did not provide similar 
protection for the personal financial stability of the 
stockholders of the housing GSEs. 
 
 The 1987 Act also sent a strong message to the System 
not to expect Congress to provide financial assistance in 
the event of significant losses in the future.40  We believe 
this reinforced the FCA's mandate under section 4.3(a) of 
the Act to "cause System institutions to achieve and 
maintain adequate capital" that will have the added benefit 
of protecting the institutions' members from impairment of 
their equities.  In our view, a healthy portion of URE and 
nonrevolving URE equivalents reduces the possibility that 
those equities will be impaired during times of stress in 
the agricultural sector.  URE protects against the 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.  A minimum level of URE is needed to 
cushion third-party and common cooperative equities and 

                                                

39 We emphasize that, before the 1987 Act, member stock was at risk, but 
most institutions treated it like a compensating balance, and many 
associations failed to advise their retail borrowers that the stock was 
at risk.  The 1987 Act added a "guarantee" that existing outstanding 
member stock that was issued prior to October 1988 would be redeemed at 
par or face value upon repayment of the member's loan. 

40 Part of that message was embodied in the creation of the Farm Credit 
System Insurance Corporation (FCSIC) and the Insurance Fund, but the 
Insurance Fund primarily protects System-wide debtholders. 
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would greatly limit the potential losses to holders of 
these instruments.  For example, if a funding bank had a 
loss and there was no URE at the bank to absorb the loss, 
the association’s stock investment in the bank would be the 
first line of capital to absorb the loss.  The association 
could be required to recapitalize the bank and the bank 
could also increase its spread it charges on the direct 
note to generate additional earnings to replenish its 
capital.  If the funding bank did not have URE as the first 
line of defense in its capital to protect the association’s 
investment, losses at the bank would negatively impact the 
association’s earnings, which could further impact 
association patronage distributions to member-borrowers.  
This same argument is applicable to a member-borrower’s 
investment in an association.  Whether or not the capital 
markets and prospective investors conclude that URE and URE 
equivalents are a "superior subclass" of CET1 is, in our 
view, probably not going to confuse investors or make a 
material difference to them.  What is important and clear 
to investors is that all of the CET1 elements will protect 
all of the third-party equities and sub debt issued by a 
System bank or association. 
 
 The System also asserted that if FCA is determined to 
require a minimum URE standard, then it should be based on 
risk-adjusted assets, which is consistent with FCA’s 
current regulatory requirements.  The URE requirement would 
not undermine the System’s ability to manage its capital 
sources as this requirement is only applicable to the tier 
1 leverage ratio.  We also believe that the 1.5-percent URE 
requirement should be based on total assets rather than 
risk-adjusted assets, as System commenters recommended.  We 
believe this requirement is simple, transparent, easy to 
understand, and reflects the true underlying risk inherent 
in each System institution.  A URE minimum based on risk-
adjusted assets benefits institutions with favorable risk 
weights, and this may not be sufficient to protect System 
borrowers against a systemic event.  We note that over half 
of the System’s capital consists of URE and URE 
equivalents, with all System institutions easily meeting 
the required 1.5 percent. 
 
 As to the System's assertion that too much URE 
undermines the user-control and user-ownership principles, 
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we disagree.  Section 1.1(b) of the Act encourages farmer 
and rancher-borrowers to participate in the management, 
control, and ownership of a System institution, and the URE 
requirement does not undermine this section of the Act.  
All farmer and rancher-borrowers are allowed one vote, 
regardless of the amount of their investment in their 
System association.  Moreover, the URE requirement can be 
fully met with nonqualified allocated surplus and stock, 
which supports the cooperative principle of user-ownership.   
 
 The System has asserted that the FCA has not provided 
reasonable facts, data analysis of loss experience, or 
empirical evidence to justify a 5-percent minimum leverage 
ratio.  Much of the data the Basel Committee studied in its 
formulation of the Basel III framework was from the recent 
financial crisis.  For similar data on the System, the FCA 
would have to go back to the 1980s, when the weakened 
agricultural economy in combination with the System's 
interest-rate model at the time resulted in borrower 
flight, significant losses of System capital, and 
eventually a Federal bailout.  The scarcity and age of most 
of the relevant data make it of only limited use to us in 
formulating a leverage ratio, and both the System and 
financial world have changed radically since the 1980s.  
Another approach would be to wait until after the next 
crisis in the System, study the data, and formulate a new 
leverage ratio based on lessons learned.  However, leaving 
the tier 1 leverage ratio out of our tier 1/tier 2 capital 
framework would make our capital rule far less comparable 
to Basel III and the U.S. rule than would a higher minimum 
leverage ratio. 
 
 Because of the scarcity of useful data at this time, 
the FCA has decided not to do a study to "demonstrate and 
quantify" that a 5-percent minimum leverage ratio is 
appropriate.  However, the FCA does find considerable merit 
in the System's suggestion to replace the 5 percent minimum 
leverage ratio with a 4-percent minimum leverage ratio and 
a 1 percent leverage buffer, and we have revised the final 
rule to incorporate this suggestion.  A 4-percent minimum 
tier 1 leverage ratio with a 1-percent tier 1 buffer will 
give additional flexibility to System institutions to make 
capital distributions and discretionary bonus payments 
(albeit on a more restricted basis), will appropriately 
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address the System's concerns about a higher minimum 
leverage ratio giving an unwarranted negative impression 
about System operations to the capital markets, and will 
assure the FCA that System institutions will continue to 
hold healthy amounts of capital against all institution 
risks. 
 
7.  Safe Harbor Requirement  
 
 The System Comment Letter states the System 
"respect[s] in principle" the need for restrictions on 
capital distributions but objects to the proposed safe 
harbor as follows: 
 

• Limiting capital distributions to the past year's 
net retained income and not allowing for any 
reductions in CET1 from the prior year-end makes 
management of regulatory capital "exceedingly 
challenging and inflexible" and provides no 
reasonable room to do so without seeking FCA prior 
approval. 

• The safe harbor is far more restrictive than foreign 
cooperative bank regulators' safe harbor, allowing a 
reduction in CET1 of up to 2 percent without prior 
approval, and U.S. law that allows capital 
distributions equal to current year's earnings plus 
the retained net income for the prior 2 years. 

• The 30-day approval process is burdensome and 
unworkable and should be streamlined for 
institutions with high FIRS ratings, with FCA 
granting approvals in as short a time as one day.    

 
 In practice, System institutions rarely pay dividends 
on preferred stock, make cash patronage payments, redeem or 
revolve equities that exceed their prior 12 months' net 
earnings.  Associations generally pay out less than 50 
percent of earnings, and only 5 System associations had 
payout ratios that were over 60 percent of their earnings 
in 2014.  The 30-day approval is in effect a notification 
to the FCA of the intended payment, and an institution may 
make the payment after 30 days if the FCA has not 
disapproved it or not acted on the request.  We expect 
boards to give significant thought to capital distribution 
decisions and how they impact overall capitalization of 
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their institution, especially regarding a cash payment that 
exceeds net income over the past 12 months.  The cash 
payments are generally made at very predictable intervals 
during the year (unlike, for example, funding requests), 
and we have not identified any situations where 
institutions are likely to need to make unplanned, 
significant capital distributions.  Therefore, the FCA does 
not believe the safe harbor rule will be exceedingly 
challenging and unworkable for System institutions. 
 
 Our rule's safe harbor is different from the "advance 
permission" allowed by the European Bank Authority (EBA) as 
it is described in the System Comment Letter.  The EBA has 
issued regulatory technical standards (RTSs) and guidelines 
that are binding on its member states, but it is up to the 
member states to promulgate regulations for their own 
countries.  The RTS cited in the System Comment Letter 
regarding redemptions, reductions, and repurchases by 
European cooperative financial institutions permits member 
states to give advance permission for redemption of 
predetermined amounts for a period of up to 1 year; 
however, the predetermined amount "shall not exceed 2% of 
[CET1] capital."41  We have several observations.  First, it 
is unclear to us whether this advance permission has the 
same effect as our safe harbor, because the EBA has 
responded in its online Q&A Rulebook that an institution 
must deduct from capital the predetermined amount in 
question as soon as its regulator grants authority to make 
the payment.42  Under our safe harbor, a System institution 
does not have to deduct a cash payment until declared or 
approved by its board.  Second, we interpret the RTS merely 
to put a cap of 2 percent on the predetermined amount, and 
we do not know whether any member states have adopted the 
advance permission provision or, if they have, whether they 
have adopted a cap of 2 percent or a lower amount.  Third, 
                                                

41 See https://www.eba.europa.eu/documents/10180/359901/EBA-RTS-2013-01-
draft-RTS-on-Own-Funds-Part-1.pdf/d1217588-ff05-4063-8d6f-5d7c81f2cc64. 
 
42 See http://www.eba.europa.eu/single-rule-book-qa/-
/qna/view/publicId/2014_1352. 
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our safe harbor has more flexibility than the RTS in some 
ways.  The advance permission caps all cash payments at an 
amount that equals 2 percent of CET1, regardless of whether 
CET1 declines.  Our safe harbor, by contrast, does not 
restrict the amount of tier 2 cooperative equities that a 
System institution may revolve because revolvement of tier 
2 equities does not reduce the dollar amount of CET1 
capital.43  Furthermore, it is theoretically possible under 
our safe harbor for a System institution's CET1 capital 
ratio to decline more than 2 percent—due to a previous cash 
payout or simply because the institution's risk-based 
assets have increased—and the institution will still be 
able to make a cash payout as long as the dollar amount of 
CET1 does not decline below the dollar amount 12 months 
prior to the payout. 
 

 We are aware that our safe harbor is more restrictive 
than the safe harbor amounts for commercial banks, in terms 
of cash payments for dividends, but we believe there are 
important reasons for the difference.  First, U.S. national 
banks under 12 U.S.C. 60 have authority to pay cash 
dividends without prior regulatory approval in an amount up 
to current year's net income and the retained net income of 
the 2 previous years, and their regulator is not authorized 
to reduce that limit.  With respect to cooperative System 
institutions, a lower limit is more prudent.  We note also 
that our safe harbor is more permissive in several ways.  
It includes equity redemptions and revolvements, whereas 
Basel III and the U.S. rule require commercial banks to 
obtain prior regulatory approval before making stock 
redemptions.  In addition, 12 U.S.C. 59 requires national 
banks to obtain the approval of shareholders owning two 
thirds of the shares of each affected class as well as OCC 
approval. 

  The System Comment Letter requested that institutions 
be able to redeem and revolve equities owned by the estate 
of a deceased former borrower and equities related to a 
defaulted or restructured loan without restriction.  As 

                                                

43 We note that the safe harbor includes redemptions and revolvements of 
cooperative equities only, not third-party equities. 
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discussed below in the section-by-section discussion, we 
have decided to exempt some of these redemptions and 
revolvements, as well as redemptions and revolvements 
ordered by a court, from the minimum holding period 
requirements in the safe harbor.  This means that such cash 
redemptions and revolvements remain subject to the safe 
harbor on the amount of cash payments the institution can 
make. 

8.  Risk Weighting of Electric Cooperative Assets 
 
By FCA Bookletter BL-053, dated February 27, 2007, the 

FCA permitted System institutions to assign a lower risk 
weight than would otherwise apply to certain electrical 
cooperative assets, based on the unique characteristics and 
lower risk profile of this industry segment.44  Exposures to 
certain electrical cooperative assets that satisfy 
specified conditions receive a 50-percent rather than a 
100-percent risk weight.  Furthermore, exposures to these 
assets receive a 20-percent risk weight if the assets have 
a AAA or AA credit rating. 

 
We did not propose this favorable risk weighting for 

these exposures in this rule, but we sought comment as to 
whether we should retain this risk weighting.  We received 
comments from approximately 65 electric cooperatives, in 
the System Comment Letter, and from several individual 
System institutions, all requesting that we retain a 
favorable risk weighting for these exposures. 

 
The electric cooperatives specifically urged us to 

retain the 50-percent risk weighting, stating that the 
rationale in BL-053 regarding the unique characteristics 
and lower risk profile of the industry segment remains 
valid today.  These commenters also asserted that raising 

                                                

44 The FCA authorized this risk weight under our regulatory reservation 
of authority in § 615.5210(f), which permits us to determine the 
appropriate risk weight for an asset if the risk weight specified in 
the regulation does not appropriately reflect the asset's level of 
risk.  This provision will be replaced by § 628.1(d)(3) in the new 
rule. 
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the risk weighting would drive up their borrowing costs and 
would ultimately hurt rural electric rate payers. 

 
The System Comment Letter and the individual System 

institutions urged us to retain both the 50-percent and the 
20-percent risk weighting.  They stated that the 
bookletter's rationale for these risk weights remains true 
today.  In addition, they stated that the key institutions 
that provide financing to this segment, other than 
CoBank, ACB, and the U.S. Government, are not regulated, 
and they asserted that it is critical that FCA's capital 
rules not affect the System's ability to compete and 
collaborate with other lenders in meeting the financing 
needs of rural electric cooperatives. 

 
These commenters also stated, without support, that a 

higher risk weight for these exposures would impede the 
ability of CoBank, ACB to competitively meet its mission to 
serve this industry and would therefore also harm rural 
residents and businesses.  In addition, several 
institutions stated that their ability to purchase 
participations from CoBank, ACB allows them to diversify 
their own portfolios and therefore reduces their own credit 
risk. 

 
We do not include this lower risk weight for exposures 

to electric cooperative assets in this final rule.  
However, FCA Bookletter BL-053 remains in effect.  We 
continue to evaluate the comments we have received and 
anticipate that we will issue further guidance on the 
capital treatment of these exposures in the future.  As 
under existing FCA Bookletter BL-053, this treatment would 
be authorized under our reservation of authority. 
 
9.  Risk Weighting of High Volatility Commercial Real 
Estate Exposures 

 
Because of the increased risk in these activities when 

compared to other System lending, we proposed to assign a 
150-percent risk weight to HVCRE exposures, unless those 
exposures satisfied one or more of four specified 
exemptions.  As in the U.S. rule, our proposed rule would 
have defined an HVCRE exposure as a credit facility that, 
prior to conversion to permanent financing, finances or has 
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financed the acquisition, development, or construction of 
real property.  Also as in the U.S. rule, four types of 
financing would have been exempted from this definition. 

 
The System Comment Letter and several individual 

System banks and associations expressed concern about some 
of the proposed HVCRE provisions and requested 
clarification of a number of issues.  These commenters 
raised important questions that we wish to consider and 
analyze further.  Accordingly, we are not finalizing the 
provisions governing HVCRE exposures at this time.  We 
expect that we will engage in additional rulemaking or 
issue guidance on HVCRE exposures in the future. 

 
As we consider these issues, we will be guided by the 

objectives of this rule, which include, as stated above: 
 
• Modernizing capital requirements while ensuring that 

institutions continue to hold enough regulatory 
capital to fulfill their mission as a GSE; and 

• Ensuring that the System's capital requirements are 
comparable to the Basel III framework and the 
standardized approach the Federal banking regulatory 
agencies have adopted, while also ensuring that the 
rules take into account the cooperative structure 
and the organization of the System. 

 
We note that new § 628.1(d)(3), like existing 

§ 615.5210(f), reserves the FCA's authority to require a 
System institution to assign a different risk weight to an 
exposure than the regulation otherwise provides if that 
risk weight is not commensurate with the risk associated 
with the exposure.  Accordingly, under both the existing 
rule and the new rule, FCA has the authority, where 
warranted, to assign a higher risk weight to an exposure 
that satisfies the characteristics of HVCRE exposures, even 
without a specific regulatory HVCRE risk weight. 

 
For example, FCA has recently approved requests by 

System institutions to purchase and hold investments 
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pursuant to § 615.5140(e).45  As part of our approval of 
those investments, the FCA has used our regulatory 
reservation of authority to impose a 150-percent risk 
weight on the investments, including during the time the 
facilities being financed are in the construction phase. 
The FCA expects to continue to exercise its reservation of 
authority as warranted to assign risk weights that are 
commensurate with the risks in exposures. 
 
10.  Unused Commitments to Fund Direct Loans 

 
We proposed to impose risk weight and credit 

conversion factor (CCF) requirements on the unused 
commitments from System banks to associations to fund their 
direct loans.46  The agreement by a System bank to fund a 
direct loan satisfies the rule's definition of commitment, 
which is "any legally binding agreement that obligates a 
System institution to extend credit or to purchase 
assets."47  Moreover, as discussed in the preamble to the 
proposed rule, we believe these commitments carry risk that 
warrants the holding of capital against them. 

 
We received comments opposing this proposal in the 

System Comment Letter and from several individual System 
institutions, including both banks and associations.  Their 
comments, and our responses, are set forth below. 

 
The commenters stated that requiring banks to hold 

capital against these commitments results in the double 
counting of commitment exposures, because associations hold 
capital against their loans and commitments to retail 
borrowers, and the associations' funds come from their 
loans from the bank. 
                                                

45 Section 615.5140(e) authorizes System institutions to purchase and 
hold investments as approved by the FCA.  The FCA approves such 
investments on a case by case basis.  

46 Such a commitment is not unconditionally cancelable by the System 
bank.  Under the GFA that governs the commitment, a System bank must 
continue to fund the commitment as long as the association or OFI 
satisfies specified conditions. 

47 Section 628.2. 
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As we explained in the preamble to our proposed rule, 
although this treatment may be viewed as the double 
counting of exposures, it is consistent with the way we 
treat loan exposures; we require a System bank to hold 
capital against the outstanding balance of its loan to an 
association, and we also require an association to hold 
capital against its loans to borrowers (even though the 
association's loaned funds come from its loan with the 
System bank). 

As with loan exposures, there are separate risks 
involved in System bank commitment exposures to 
associations and association commitment exposures to retail 
borrowers, and this treatment recognizes those separate 
risks.  The capital an association holds against a 
commitment to its borrower offsets the general risk from 
that loan commitment, while the System bank must hold 
capital to offset the general risk from its loan commitment 
to its affiliated association.  Even if the association is 
adequately capitalized with respect to its commitments, 
some risk to the System bank remains.48 

 
The commenters also contended that this capital 

treatment undermines well-established capital adequacy 
management disciplines used within the System because it 
confuses the concepts of capital for growth purposes and 
capital needed to fund existing commitments; System banks 
already build additional capital in anticipation of loan 
growth, including commitments. 

 
While System banks may currently capitalize their 

commitments to associations as part of the capital they 
hold for loan growth purposes, capitalization of these 
commitments has not been pursuant to FCA regulations.  This 
new regulation requires System banks to hold capital 
specifically for the purpose of capitalizing their 
commitments to associations.  Beyond that amount, banks 

                                                

48 As an illustration of why the System bank faces risk that is separate 
from the association's risk from its borrowers, an association could 
use money it borrows from the bank not only to establish and expand 
commitments and loans to borrowers but also to invest, hedge risk, 
replace equipment, or fund new facilities and services. 
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should hold sufficient additional capital for loan growth 
purposes.  If, as the commenters assert, banks already 
capitalize their commitments to associations, then they 
should not need to hold additional capital under the new 
rule. 

 
The commenters also stated that commitments from 

System banks to associations are different from and lower 
risk than other commitments, such as commitments from 
System associations to retail borrowers, because of System 
interdependencies and features of the GFA. 

 
One difference, according to the commenters, is that 

in contrast to a typical lending relationship, such as that 
between an association and a retail borrower, in which the 
note establishes the definitive amount of the obligation, 
the GFA in a bank-association direct loan is open ended, 
providing for continued funding with no limit on the 
amount, as long as all terms and conditions of the GFA are 
met.  Accordingly, there is no specific amount of unused 
commitment from the bank to the association in the 
traditional sense.  This arrangement evolved from the 
symbiotic nature of the federated cooperative relationship 
between banks and associations, and it allows for growth of 
the associations without the necessity for administrative 
burdens such as numerous amendments to promissory notes and 
loan documents. 

 
In response to this comment, we note that 

§ 614.4125(d) requires the GFA or promissory note to 
establish a maximum credit limit determined by objective 
standards as established by the System bank.  Prior to this 
rulemaking, FCA had never opined on whether this provision 
requires a specific dollar amount for the maximum credit 
limit in the GFA or promissory note.  By proposing to 
determine the exposure amount of the commitment by 
reference to the maximum credit limit, however, FCA made 
clear that the regulation requires the maximum credit limit 
to be a specific dollar amount.  We believe that this 
requirement ensures that banks engage in appropriate 
planning so that they will always be able to fund these 
commitments. 
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We do not believe that this requirement would lead to 
numerous amendments to the GFA or promissory note.  System 
banks and associations should establish a reasonable, 
specific dollar amount by considering the association's 
existing retail loans, commitments, other credit needs, and 
expected growth over the term of the commitment.  If 
institutions engage in sound planning, this amount should 
rarely need to be changed within that term.  We note that 
some System banks already have established a specific 
dollar amount for their maximum credit limits and have not 
identified any difficulties in doing so. 

 
Another difference, according to the commenters, is 

that the GFA protects the System bank in a way that 
associations are not protected with respect to their retail 
borrowers.  The GFA is typically secured by all of an 
association's assets, with discounts that cause the bank's 
collateral position to exceed the borrowing base. 

 

In addition, according to the commenters, the GFA 
contains a number of covenants that provide safeguards that 
make it unnecessary for the bank to hold capital to support 
its commitments to fund direct loans.  These covenants 
include a liquidity covenant that effectively limits the 
association's ability to borrow in excess of a percentage 
below the actual borrowing base without the bank's 
approval, which serves as an equity buffer to absorb losses 
in the event of credit adversity. 

These covenants also include a requirement to maintain 
a minimum return on assets ratio of one percent and the 
requirement to submit a corrective action plan if an 
association's adverse assets to risk funds ratio exceeds 50 
percent and to maintain a ratio of adversely classified 
assets to risk funds of less than 75 percent.  In the event 
of default of either of these ratios, the bank has the 
right to take a wide variety of actions that could control 
its risk.  The GFA also provides controls for early 
identification of potential events of default for 
associations with credit issues. 

 
We are not persuaded that the GFA covenants and other 

provisions eliminate the need for System banks to hold 
capital against their commitments to fund direct loans.  
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While these provisions do provide some protection to System 
banks, loan documents governing other commitments, such as 
the retail commitments of associations, often contain 
provisions that provide similar protections.49  
Nevertheless, those commitments require the holding of 
capital.  Even with these protections, the commitments 
still carry risk. 

 

Moreover, we believe the relationship between System 
banks and affiliated associations carries risk that isn't 
present in most other lending relationships, such as that 
between associations and their retail borrowers.  Although 
the GFA permits a bank to terminate an association's loan 
or to refuse to make additional disbursements in the event 
of default, an association can borrow only from its 
affiliated bank.50  We believe a bank would be reluctant to 
terminate an association's loan or refuse to make 
additional disbursements, even if the association is in 
default, because that would leave the association with 
insufficient funds to carry on its operations.  
Accordingly, a bank has an incentive to continue to fund an 
affiliated association, even if that association is in 
default.  This risk factor is not present in most other 
lending relationships. 

Nevertheless, because of the nature of the 
relationship between a System bank and its associations, we 
believe the risk in the commitment to fund the direct loan 
does not increase with the term of the commitment, as it 
does with other commitments.  Accordingly, the final rule 
assigns a 20-percent CCF to all unused commitments to fund 
direct loans, regardless of the terms of the commitments.51  
We are not assigning a 50-percent CCF to such commitments 

                                                

49 For example, an institution's retail loan to a large agribusiness can 
be collateralized by all assets of the borrower and can include 
financial, reporting, and negative covenants similar to those the 
commenters note exist in the GFA. 

50 The bank can authorize the association to obtain funding elsewhere.  
Sections 2.2(12) and 2.12(16) of the Act. 

51 Currently, no System GFA has a term longer than 3 years. 
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with original maturities greater than 14 months, as we 
proposed.  We believe this difference in capital treatment 
for unused commitments on System direct loans is warranted 
because of the nature of the System bank-association 
relationship, which has no equivalent outside of the 
System.   
 
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 proposed to adopt the following minimum 
capital ratios: (1) A common 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 equals the sum of CET1 and AT1 
capital.  Total capital consists of CET1, AT1, and tier 2 
capital.  We proposed to rescind the existing core surplus, 
total surplus, and net collateral regulations and proposed 
amendments to the permanent capital requirements.  We did 
not propose to rescind the permanent capital regulations 
because the permanent capital ratio is required by the Farm 
Credit Act. 
 
 In addition, we proposed a capital conservation buffer 
in excess of the new risk-based capital requirements that 
imposed limitations on capital distributions and certain 
discretionary bonuses, as described in section II.C below.  
The capital conservation buffer is not considered to be a 
minimum capital ratio requirement. 
 
 In the final rule, we are adopting the new risk-based 
minimum ratios and the capital conservation buffer as 
proposed.  However, we revised the minimum tier 1 leverage 
ratio requirement to 4 percent and added a 1-percent 
leverage buffer requirement as described in section II.B 
below. 
 
 Consistent with the FCA's authority under the Farm 
Credit Act and current capital regulations, § 628.10(d) of 
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the final rule confirms FCA's authority to require an 
institution to hold a different amount of regulatory 
capital from what is otherwise required under the final 
rule, if we determine that the institution's regulatory 
capital is not commensurate with its credit, operational, 
or other risks.  Therefore, 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. 
 
B. Leverage Ratio 

 
Consistent with Basel III and the U.S. rule, we 

proposed a tier 1 leverage ratio for all System 
institutions.  We proposed a minimum leverage ratio of 5 
percent, of which at least 1.5 percent of non-risk weighted 
total assets must be URE and URE equivalents.52  FCA’s 
proposal differed in two respects from the leverage ratio 
adopted by the Federal regulatory banking agencies:  there 
is no minimum URE and URE equivalents requirement in their 
leverage ratio, and their minimum requirement for the 
majority of commercial banks is 4 percent.  We received 
numerous comments opposing the 5-percent tier 1 leverage 
ratio requirement and the 1.5-percent URE and URE 
equivalents minimum requirements in the System Comment 
Letter and from individual System banks and associations.  
We discuss their comments in Section I.E.6 above. 

 
In response to the comments, we are adopting a 4-

percent minimum leverage ratio, of which at least 1.5 
percent must be URE and URE equivalents, and we are adding 
a leverage buffer of 1 percent in the final rule.  We 
believe this revised requirement in the final rule 

                                                

52 Only System banks are subject to the net collateral ratio 
requirement, which has similarities to that of a leverage ratio, the 
tier 1 leverage ratio would replace the net collateral ratio 
requirement for System banks.    
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addresses commenters' concerns, is not unduly restrictive, 
and will ensure that System institutions hold sufficient 
capital to continue to fulfill their mission as a GSE.  In 
addition, we have revised the definition of URE equivalents 
to require institutions to designate equities as URE 
equivalents in their bylaws or board resolutions, and we 
have added corresponding language to paragraph (d) of the 
capital planning requirements in § 615.5200.  We have also 
provided an exception to the offset prohibition for offsets 
required by court order and under § 615.5290. 

 
  The tier 1 leverage ratio buffer incorporates the 

same restrictions as the capital conservation buffer but is 
based on a 1-percent buffer as opposed to a 2.5-percent 
buffer.  To avoid restrictions on cash dividend payments, 
cash patronage payments, and allocated equity redemptions 
(collectively, capital distributions) or discretionary 
executive bonuses, an institution's tier 1 leverage ratio 
must be at least 1 percent above the minimum requirement of 
4 percent.  The tier 1 leverage ratio buffer consists of 
tier 1 capital.  If the institution's tier 1 leverage ratio 
is below the minimum requirement of 4 percent, the 
institution's leverage buffer is zero.  There will be no 
phase-in for the leverage buffer as our analysis based on 
September 30, 2015 call reports shows that all System 
institutions will be above the 1 percent leverage buffer. 

 
The maximum leverage payout ratio is 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 is determined by the amount of the tier 1 leverage 
ratio buffer held by the institution during the previous 
calendar quarter.  The eligible retained income computation 
is the same as for the capital conservation buffer. 

 
A System institution's maximum leverage payout amount 

for the current calendar quarter is equal to its eligible 
retained income multiplied by the applicable maximum 
leverage payout ratio in accordance with table 2 in 
§ 628.11.  An institution with a leverage buffer that is 
greater than 1 percent is not subject to a maximum leverage 
payout amount under this provision (although capital 
distributions without FCA prior approval may be restricted 
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by other provisions in this proposed rule).  If the 
applicable leverage buffer falls under 1 percent, the 
institution would remain subject to payout restrictions 
until it raises its leverage buffer above 1 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, or its leverage buffer is 
less than 1 percent, as of the end of the previous quarter.  
In the event that a System institution’s capital 
requirements fall below the 1-percent leverage buffer as 
well as the 2.5-percent capital conservation buffer, when 
calculating the applicable payout amount, the institution 
must use the lower between the maximum payout ratio and the 
maximum leverage payout ratio.  For example, under the 
capital conservation buffer, if an institution’s total 
capital regulatory ratio is 10.25 percent (fully phased-
in), based on table 1 in § 628.11, the maximum payout ratio 
would be 60 percent.  Under the leverage buffer, the same 
institution’s tier 1 leverage ratio is 4.6 percent and 
based on table 2 in § 628.11, the maximum leverage payout 
ratio would be 40 percent.  As the leverage buffer is the 
lower maximum payout between the two, in this example, the 
payout ratio the System institution must use is 40 percent. 

 
The leverage buffer is divided into quartiles, with 

greater restrictions on capital distributions and 
discretionary bonus payments as the leverage buffer falls 
closer to 0.  Payouts are restricted to 60 percent of 
eligible retained income if the buffer is above 0.75 
percent but at or below 1 percent.  When the buffer is 
above 0.50 percent but less than or equal to 0.75 percent, 
the payout would be restricted to 40 percent of eligible 
retained income.  When the buffer is above 0.25 percent but 
less than or equal to 0.50 percent, the payout would be 
restricted to 20 percent of eligible retained income.  A 
leverage buffer of 0.25 percent or below would result in a 
0 percent payout. 

 
For the reasons discussed above, the proposed 

requirement of the tier 1 leverage ratio consisting of at 
least 1.5 percent of URE and URE equivalents is not 
modified in the final rule. 
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C. Capital Conservation Buffer 
 
 Consistent with Basel III and the U.S. rule, we 
proposed a capital conservation buffer to enhance the 
resilience of System institutions throughout financial 
cycles.  To avoid restrictions on cash payments for capital 
distributions or discretionary executive bonuses, an 
institution's risk weighted regulatory capital ratios must 
be at least 2.5 percent above the minimums when the buffer 
is fully phased in.  The proposed buffer provided 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 FCA is adopting the capital conservation buffer 
requirements in § 628.11 with minor modifications from the 
proposed rule, as described below. 
 
 The capital conservation buffer consists of tier 1 
capital and is the lowest of the following risk weighted 
measures: 
 

• The institution's CET1 ratio minus its minimum CET1 
ratio; 

• The institution's tier 1 ratio minus its minimum 
tier 1 ratio; and 

• The institution's total capital ratio minus its 
minimum total capital ratio. 

 
If any of the institution's risk weighted ratios are at or 
below the minimum required ratios, the institution's 
capital conservation buffer is zero. 
 
 The maximum payout ratio is the percentage of eligible 
retained income that a System institution is allowed to pay 
out in capital distributions and discretionary bonuses 
during the current calendar quarter and is determined by 
the amount of the capital conservation buffer held by the 
institution during the previous calendar quarter.  Eligible 
retained income is 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 
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discretionary bonus payments, and associated tax effects 
not already reflected in net income. 
 
 The System Comment Letter expressed concerns over the 
proposed definition of eligible retained income.  The 
System stated that the proposed definition results in an 
excess deduction based on prior year distributions from 
current eligible retained income because the patronage 
distribution practices of cooperatives create a far more 
restrictive requirement than applicable to commercial 
banks.  The System included an example that, to determine 
the eligible retained income in the first quarter of 2015, 
this would be based on 2014 net income, less the patronage 
distribution of 2013 that was paid in the first quarter of 
2014.  The System asserted that this is inappropriate and 
that deductions for patronage distributions should be 
aligned with when the earnings were generated. 
 
 The final rule adopts the proposed definition of 
eligible retained income without change.  We believe that 
this definition of eligible retained income is appropriate 
and is essentially the same as the definition in the U.S. 
rule.  We believe eligible retained income must reflect a 
System institution’s most recent 12-month period at each 
quarter end, so that restrictions on capital distributions 
and discretionary payments to executive officers are based 
on the institution's most recent performance results.  If a 
System institution declares a dividend payment or patronage 
payment in a specified year, the institution can recognize 
and accrue the dividend payment or patronage payment in the 
same year it was earned; that way it is reflected in that 
specified year’s income.  This could result in a change of 
practice for many institutions that do not recognize and 
accrue the patronage income in the year it was earned, but 
rather the following year when it is distributed.  If an 
institution chooses not to change its patronage payment 
accounting practices, this treatment remains appropriate 
because at the declaration date, the dividend payment and 
patronage payment is deducted from the current year’s 
earnings, even if it was based on the previous year's 
earnings.  Furthermore, if the System institution wants to 
declare a dividend payment or patronage payment in the same 
quarter of every year, it will not be subject to a double 
deduction under the regulation. 
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 We believe for this calculation that the declaration 
date determines what year the dividend payment and 
patronage payment are attributed.  As the calculation is a 
rolling 12-month calculation for eligible retained income 
calculated each quarter, we believe institutions may decide 
to declare the dividend payment or patronage dividend 
payments the same quarter, in order to make this 
calculation comparable from year to year and quarter to 
quarter.  To do otherwise would hinder both the FCA's and 
the System's ability to conduct quarter to quarter 
comparisons. 
 
 A System institution's maximum payout amount under the 
capital conservation buffer for the current calendar 
quarter is equal to its eligible retained income multiplied 
by the applicable maximum payout ratio in accordance with 
table 1 in § 628.11.  An institution with a capital 
conservation buffer that is greater than 2.5 percent is not 
subject to a maximum payout amount under this provision 
(although capital distributions without FCA prior approval 
may be restricted by other provisions in this 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 also declines.  The institution remains subject to 
payout restrictions until it raises its capital 
conservation buffer above 2.5 percent.  In addition, a 
System institution will 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 are 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 is 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 is 
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restricted to 20 percent of eligible retained income.  A 
capital conservation buffer of 0.625 percent or below 
results in a 0 percent payout. 
 

 We have made several changes to the definition of 
“capital distribution” to ensure the intent of the buffers—
to conserve capital—is fulfilled, and to ensure 
comparability with the U.S rule.  In paragraphs (A) and (B) 
of § 628.11(a)(2)(vii), we have specified that the 
replacement capital instrument must be purchased 
capital.  In paragraph (D) of § 628.11(a)(2)(vii), we have 
replaced the reference to “any tier 2 capital instrument” 
with a reference to “any capital instrument other than a 
tier 1 capital instrument” to ensure inclusion of any 
dividend declarations or interest payments on capital 
instruments that are not included in tier 1 or tier 2 
capital.  The final rule defines a capital distribution as: 

• 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 purchased 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 purchased qualifying 
tier 1 or tier 2 capital;  

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

• A dividend declaration or interest payment on 
any capital instrument other than a tier 1 
capital instrument if the institution has full 
discretion to suspend such payments 
permanently or temporarily without triggering 
an event of default;  

• A cash patronage payment declaration or payment;  
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• A patronage payment declaration in the form of 
allocated equities that do not qualify as tier 1 or 
tier 2 capital;53 or  

• Any similar transaction that the FCA determines 
to be in substance a capital distribution.54  

 The rule defines a discretionary bonus payment as a 
payment made to a senior officer of a System institution, 
where:  
 

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

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

• 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 the Chief Executive Officer, the Chief 
Operations Officer, the Chief Financial Officer, and 
the General Counsel, or persons in similar 
positions, and any other person responsible for a 
major policy-making function.55   

                                                

53 A patronage 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. 

54 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. 

55 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. 
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 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 
 
 Section 628.10(d)(1) of the proposed rule required 
each System institution to maintain capital commensurate 
with the level and nature of all risks to which it was 
exposed and to 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.  We did not receive any comments on this 
proposal and adopt it as final without modifications. 
 
 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 
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substantially above the minimums and should not allow 
significant weakening 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. 
 
 The supervisory assessment may include such factors as 
whether the institution has merged recently, entered new 
activities, or introduced new products.  It also considers 
whether an institution (1) is receiving special supervisory 
attention from FCA, (2) has or is expected to have losses 
resulting in capital inadequacy, (3) has significant 
exposure due to risks from concentrations in credit or 
nontraditional activities, (4) has significant exposure to 
interest rate risk or operational risk, or (5) could be 
adversely affected by the activities or condition of an 
affiliated System institution. 
 
 The supervisory assessment also evaluates the 
comprehensiveness and effectiveness of a System 
institution's capital as required by § 615.5200 of existing 
FCA regulations.56  An effective capital planning process 
requires 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 is 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 Equity Tier 1 (CET1) Capital  

                                                

56 As discussed below, the final rule revises existing § 615.5200 to 
require the capital planning to include the new ratios. 
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 Section 628.20(b) of the proposed rule defined a 
System institution's CET1 as the sum of URE and common 
cooperative equities, minus the regulatory adjustments and 
deductions described in § 628.22.  As discussed in Section 
I.E.1 of this preamble, 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.57   
 
 Basel III established 14 criteria a banking 
organization must meet to include an instrument in CET1 
capital; the U.S. rule has 13 criteria.  These criteria 
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 
represents 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 payments, in a 
liquidation of the institution.  However, all common 
cooperative equities are impaired and depleted before all 
other instruments.  Therefore, we proposed to replace some 
of the Basel III and U.S. rule criteria with criteria 
providing that the instrument must represent a claim 
subordinated to all other equities of an institution in 
liquidation, and the holder would receive payment only 
after all general creditors and debt holders are paid.  We 
did not receive comments on the liquidation-related 
criteria and adopt them in the final rule as proposed. 
 
 Another CET1 criterion of Basel III and the U.S. rule—
a criterion that also applies to additional tier 1 capital 
                                                

57 Basel III framework footnote 12 to "Criteria for classification as 
common shares for regulatory capital purposes." 
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and tier 2 capital—is that the banking organization must do 
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 allocate some cooperative equities that are never 
retired and that do not give rise to redemption or 
revolvement expectations by member-borrowers.  Other 
cooperative equities, by contrast, are redeemed frequently 
and routinely.  Through this practice, System institutions 
can create expectations on the part of their members that 
these purchased and allocated equities will be redeemed. 
 
 In the preamble to the proposed rule, we described our 
concern that the "expectation" requirement of Basel III and 
the U.S. rule could reasonably be interpreted to disallow 
cooperative equities redeemed or revolved by System 
institutions.  We therefore proposed to permit System 
institutions to include cooperative equities in CET1 and 
tier 2 capital if they adopted bylaws committing the 
institution not to redeem or revolve for 10 years in the 
case of CET1 equities and for 5 years in the case of tier 2 
equities.  We also required the bylaw to state that the 
institution would not offset an instrument against a 
member-borrower's loan in default without prior FCA 
approval, to ensure the permanence and stability of the 
included equities.  The proposed rule provided an exception 
to the minimum redemption and revolvement periods that 
permitted institutions to redeem or revolve an amount of 
member stock equal to the minimum stock purchase 
requirement set forth in the Farm Credit Act.  The 
statutory minimum is $1,000 or 2 percent of the member's 
loan or loans, whichever is less.  This member stock 
exception is similar to exceptions for member stock 
redemptions adopted by a number of European countries.  
There is a detailed discussion of this exception in the 
preamble to our proposed rule.58 
 
 We received extensive comments from System 
institutions on the 10-year minimum redemption and 
revolvement period for CET1 capital and the proposed bylaw 
                                                

58 See 79 FR 52824.  
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requirement that we discuss in Part I.E.4 above.  
Commenters also asked us to provide exceptions permitting, 
without FCA prior approval, offsets of equities against 
loans in default or restructured loans and redemptions and 
revolvements of equities owned by the estates of former 
borrowers.  As we described above, in the final rule we 
have given institution boards the option to adopt an annual 
resolution affirming the institution’s commitment to the 
minimum redemption and revolvement periods as an 
alternative to adopting a capitalization bylaw.  We have 
also adopted a minimum 7-year period for CET1 capital and 
retained the minimum 5-year period for tier capital.  The 
final rule permits equity retirements mandated by final 
order of a court of competent jurisdiction and offsets 
mandated by § 615.5290, as well as redemptions and 
revolvements of the equities owned by the estate of a 
former borrower before the end of the minimum redemption 
and revolvement period.  Such redemptions and revolvements 
may be made under the safe harbor provision in § 628.20(f) 
if they fit within the dollar limit.  
 
 The final rule adds new paragraph (d) to the capital 
planning requirements in § 615.5200, describing the 
requirements of the capital bylaw or board resolution an 
institution must adopt in order to include otherwise 
eligible purchased and allocated equities in CET1 and tier 
2 capital.  The institution must undertake or commit to 
obtain prior approval from the FCA under § 628.20(f) before 
redeeming or revolving CET1 equities less than 7 years 
after issuance (in the case of purchased equities) or 
allocation (the date of declaration in the case of 
allocated equities).  For additional tier 1 equities, the 
institution must commit itself to obtain prior FCA approval 
before redeeming or calling equities.  For tier 2 equities, 
the institution must make the same commitment not to redeem 
or revolve the equities less than 5 years after issuance or 
allocation without FCA approval.  In addition, the 
institution must commit to obtaining approval from the FCA 
to change the regulatory capital treatment of the equities 
included in the new capital ratios, as follows: 
 

(i)   Redesignating URE equivalents as equities that 
the institution may exercise its discretion to 



 

 

85 

 

 

redeem other than upon dissolution or 
liquidation; 

(ii)  Removing equities or other instruments from 
CET1, additional tier 1, or tier 2 capital other 
than through repurchase, redemption or 
revolvement; and 

(iii) Redesignating equities included in one component 
of regulatory capital (CET1 capital, additional 
tier 1 capital, or tier 2 capital) as included 
in another component of regulatory capital.  

The restrictions on removing or redesignating equities 
would, ensure that equities included in CET1 could not be 
redesignated by an institution as tier 2 equities so that 
the institution could redeem or revolve them after only 5 
years.  Similarly, equities cannot be removed from tier 1 
and tier 2 capital without FCA prior approval and then 
redeemed or revolved in less than 5 years.  We note that, 
to obtain the FCA approvals described here, the 
institutions must submit a request under paragraphs (f)(1) 
through (4) of § 628.20 and cannot rely on the deemed prior 
approval or "safe harbor" described in paragraph (f)(5).  
 
 The System Comment Letter objected to the rule's 
requirement that System institutions keep records of when 
they issue or allocate common cooperative equities included 
in CET1 and tier 2 (the comment refers to this as "date-
stamping").  The System stated that date-stamping requires 
significant unnecessary administrative burden and is not 
logical because it does not "recognize the portfolio nature 
of cooperative equities."  The System asserted that, for 
long-time borrowers, it does not matter whether one share 
of their equity is held for 2 years and another share is 
held for 10 years because the borrower has committed to 
maintain a stable and predictable level of investment 
related to its business with the institution.  The System 
suggested that institutions be permitted to comply with the 
minimum redemption and revolvement requirements by using a 
"loan-based approach" instead of a date-stamped approach. 
 
 The comment that cooperative equities have a portfolio 
nature is not clear to us.  As for date-stamping, we 
disagree that it is a significant burden to keep these 
records.  It is our understanding that the relevant 
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software programs are available and inexpensive.  Moreover, 
System associations have been required since 1997 to 
maintain records of when they issue or allocate common 
cooperative equities in order to include such equities in 
their core surplus ratios.  System banks have not been 
required to maintain such records because they cannot 
include in core surplus the equities they issue or allocate 
to other System institutions.  Currently, the System banks 
have various "loan-based" programs that require their 
borrowers to hold investments in their bank equal to a 
percentage of the outstanding loan amount.  A bank may be 
able to include such equities in its CET1 and tier 2 
capital ratios if its loan-based program operates so as to 
ensure that the equities meet the rule's applicable minimum 
revolvement periods and other criteria.  The FCA will 
consider approving such requests from System institutions 
under § 628.1(d)(2)(ii).   
 
 As for the request to grandfather existing allocated 
equities for which the institution has no record of the 
date of allocation or issuance, we believe that most, if 
not all, institutions' records do contain the necessary 
data on when a borrower purchased or received equities.  
Any institution with insufficient records may submit to the 
FCA a request to include the equities in question along 
with an explanation of why the records are insufficient.  
We will consider whether to permit the institution to 
include such equities, or a portion of such equities, on a 
temporary basis. 
 
 The final rule requires 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 
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been satisfied in a receivership, insolvency, liquidation, 
or similar proceeding; 

 
(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 minimum revolvement period of 7 years or 
more, or the practice of revolving or redeeming the 
instrument no less than 7 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; 
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(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 or 

a resolution adopted by its board of directors and re-
affirmed on an annual basis provides that it will not 
redeem or revolve the instrument for a period of at least 7 
years after issuance or allocation (other than under 
§ 615.5290), and that it will not reduce the original 
redemption or revolvement period to less than 7 years 
without the prior approval of the FCA, except that the 
minimum statutory borrower stock described under paragraph 
(b)(1)(x) of § 628.20 may be redeemed without a minimum 
period outstanding after issuance and without the prior 
approval of the FCA. 
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2. Additional Tier 1 (AT1) Capital  
 
 The criteria for AT1 are comparable to Basel III and 
the Federal regulatory banking agencies' rules.  AT1 
includes primarily noncumulative perpetual preferred stock 
issued by System institutions and is subject to certain 
adjustments and deductions.  Qualifying instruments are 
primarily stock issued by System banks to third-party 
investors, though all System institutions have authority to 
issue such stock.  AT1 does not include common cooperative 
equities. 
 
 The System Comment Letter and an individual affiliated 
with a commercial bank commented that a clause in the 
proposed criterion relating to distributions (paragraph (8) 
below and § 628.20(c)(1)(viii) in the final rule) was not 
part of the criterion in Basel III or the final U.S. rule.  
The clause in question is, "and are not subject to a limit 
imposed by the contractual terms governing the instrument."  
In the proposed rule, we mistakenly included the clause in 
this criterion.  We have deleted it in the final rule.    
 
 The criteria for inclusion in AT1 capital are: 

 

(1) The instrument is issued and paid-in; 

(2) The instrument is subordinated to general 
creditors and subordinated debt holders of the System 
institution in a receivership, insolvency, liquidation, or 
similar proceeding; 

 
(3) The instrument is not secured, not covered by a 

guarantee of the System institution and not subject to any 
other arrangement that legally or economically enhances the 
seniority of the instrument; 

 
(4) The instrument has no maturity date and does not 

contain a dividend step-up or any other term or feature 
that creates an incentive to redeem; 

 
(5) If callable by its terms, the instrument may be 

called by the System institution only after a minimum of 5 
years following issuance, except that the terms of the 
instrument may allow it to be called earlier than 5 years 
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upon the occurrence of a regulatory event that precludes the 
instrument from being included in AT1 capital, or a tax 
event.  In addition: 

 
(a) The System institution must receive prior 

approval from FCA to exercise a call option on the 
instrument. 

 
(b) The System institution does not create at 

issuance of the instrument, through any action or 
communication, an expectation that the call option will be 
exercised. 

 
(c) Prior to exercising the call option, or 

immediately thereafter, the System institution must either: 
replace the instrument to be called with an equal amount of 
instruments that meet the criteria for a CET1 or AT1 capital 
instrument;59 or demonstrate to the satisfaction of FCA that 
following redemption, the System institution will continue 
to hold capital commensurate with its risk; 

 
(6) Redemption or repurchase of the instrument 

requires prior approval from FCA; 
 
(7) The System institution has full discretion at all 

times to cancel dividends or other capital distributions on 
the instrument without triggering an event of default, a 
requirement to make a payment-in-kind, or an imposition of 
other restrictions on the System institution except in 
relation to any capital distributions to holders of common 
cooperative equity instruments or other instruments that are 
pari passu with the instrument. 

 
(8) Any capital distributions on the instrument are 

paid out of the System institution's net income, 
unallocated retained earnings, or surplus related to other 
AT1 capital instruments; 

 
(9) The instrument does not have a credit-sensitive 

feature, such as a dividend rate that is reset periodically 
                                                

59 Replacement can be concurrent with redemption of existing AT1 capital 
instruments. 
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based in whole or in part on the System institution's 
credit quality, but may have a dividend rate that is 
adjusted periodically independent of the System 
institution's credit quality, in relation to general market 
interest rates or similar adjustments; 

 
(10) The paid-in amount is classified as equity under 

GAAP; 
 
(11) The System institution did not purchase or 

directly or indirectly fund the purchase of the instrument; 
 
(12) The instrument does not have any features that 

would limit or discourage additional issuance of capital by 
the System institution, such as provisions that require the 
System institution to compensate holders of the instrument 
if a new instrument is issued at a lower price during a 
specified timeframe; and 

 
(13) The System institution's capitalization bylaws or 

a resolution adopted on an annual basis by its board of 
directors provides that it will not call or redeem the 
instrument without the prior approval of the FCA. 
  
 Notwithstanding the criteria for AT1 capital 
instruments referenced above, an instrument with terms that 
provide that the instrument may be called earlier than 5 
years upon the occurrence of a rating agency event does not 
violate the minimum 5-year issuance requirement provided 
that the instrument was issued and included in a System 
institution's core surplus capital prior to the effective 
date of the final rule, and that such instrument satisfies 
all other criteria under § 628.20(c). 
 
3. Tier 2 Capital 
 
 The FCA proposed to include in tier 2 capital the sum 
of tier 2 capital instruments that satisfy the applicable 
criteria, plus ALL up to 1.25 percent of risk weighted 
assets, less any applicable adjustments and deductions.  
The criteria are similar to those in Basel III and the U.S. 
rule, except that common cooperative equities that are not 
includable in CET1 may be included in tier 2 if they meet 
the applicable criteria. 
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 The System Comment Letter suggested that we eliminate 
the minimum 5-year period for redemptions of perpetual 
stock and allocated equities.  As discussed above in 
Section I.E.3 above, we have decided to retain the minimum 
5-year period as it is comparable to the tier 2 required 
minimum term for term stock and the 5-year no-call period 
for other equities. 
 
 We have revised the bylaw requirement to permit 
compliance by an annual board resolution, and we have added 
the 2 exceptions to redemption or revolvement before the 5-
year minimum period, which are the redemption or 
revolvement of equities owned by the estate of a former 
borrower and equities mandated to be retired by a court of 
competent jurisdiction.  

 
The criteria for instruments (plus related surplus) 

included in tier 2 capital are: 
 
(1) The instrument is issued and paid-in, is a common 

cooperative equity, or is member equity purchased in 
accordance with § 628.20(d)(1)(viii) of the proposed rule; 

 
(2) The instrument is subordinated to general 

creditors of the System institution;  
 
(3) The instrument is not secured, not covered by a 

guarantee of the System institution and not subject to any 
other arrangement that legally or economically enhances the 
seniority of the instrument in relation to more senior 
claims; 

 
(4) The instrument has a minimum original maturity of 

at least 5 years.  At the beginning of each of the last 5 
years of the life of the instrument, the amount that is 
eligible to be included in tier 2 capital is reduced by 20 
percent of the original amount of the instrument (net of 
redemptions) and is excluded from regulatory capital when 
the remaining maturity is less than 1 year.  In addition, 
the instrument must not have any terms or features that 



 

 

93 

 

 

require, or create significant incentives for, the System 
institution to redeem the instrument prior to maturity;60 

 
(5) The instrument, by its terms, may be called by 

the System institution only after a minimum of 5 years 
following issuance, except that the terms of the instrument 
may allow it to be called sooner upon the occurrence of an 
event that would preclude the instrument from being included 
in tier 2 capital, or a tax event.  In addition: 

 
(a) The System institution must receive the prior 

approval of FCA to exercise a call option on the instrument. 
 
(b) The System institution does not create at 

issuance, through action or communication, an expectation 
the call option will be exercised. 

 
(c) Prior to exercising the call option, or 

immediately thereafter, the System institution must either: 
replace any amount called with an instrument that is of 
equal or higher quality regulatory capital under this 
section;61 or demonstrate to the satisfaction of FCA that 
following redemption, the System institution would continue 
to hold an amount of capital that is commensurate with its 
risk; 

 
(6) The holder of the instrument must have no 

contractual right to accelerate payment of principal, 
dividends, or interest on the instrument, except in the 
event of a receivership, insolvency, liquidation, or similar 
proceeding of the System institution; 

 
(7) The instrument has no credit-sensitive feature, 

such as a dividend or interest rate that is reset 
periodically based in whole or in part on the System 
institution's credit standing, but may have a dividend rate 

                                                

60 An instrument that by its terms automatically converts into a tier 1 
capital instrument prior to 5 years after issuance complies with the 5-
year maturity requirement of this criterion. 

61 A System institution may replace tier 2 or tier 1 capital instruments 
concurrent with the redemption of existing tier 2 capital instruments. 
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that is adjusted periodically independent of the System 
institution's credit standing, in relation to general 
market interest rates or similar adjustments; 

 
(8) The System institution has not purchased and has 

not directly or indirectly funded the purchase of the 
instrument, except that where common cooperative equity 
instruments are held by a member of the institution in 
connection with a loan, and the institution funds the 
acquisition of such instruments, that loan shall 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; 

 
(b) The purchase or acquisition of one or more 

capital instruments of the institution is necessary in 
order for the beneficiary of the loan to become a member of 
the System institution; and 

 
(c) The capital instruments are in excess of the 

statutory minimum stock purchase amount; 
 
(9) Redemption of the instrument prior to maturity or 

repurchase is at the discretion of the System institution 
and requires the prior approval of the FCA; and  

 
(10) If the instrument is a common cooperative equity, 

the System institution's capitalization bylaws or a 
resolution adopted by its board of directors and re-
affirmed on an annual basis provides that it will not, 
except with the prior approval of the FCA, redeem such 
equity included in tier 2 capital for a period of at least 
5 years after allocating it to a member, except that 
equities owned by the estate of a former borrower and 
equities required to be retired by final order of a court 
of competent jurisdiction may be redeemed without a minimum 
period outstanding after allocation. 
 
4. FCA Approval of Capital Elements  
 
 Proposed § 628.20(e) required a System institution to 
obtain prior approval to include a new capital element in 
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its CET1 capital, AT1 capital, or tier 2 capital unless the 
element was equivalent, in terms of capital quality and 
ability to absorb losses with respect to all material 
terms, to a regulatory element the FCA had already 
determined may be included in regulatory capital.  After 
the FCA determined that an institution could include an 
element in regulatory capital, it would make its decision 
publicly available. 
 
 We did not receive any comments on this proposal and 
adopt it as final without modification. 
 
5.   FCA Prior Approval Requirements for Cash Patronage, 
Dividends, and Redemptions; Safe Harbor 

 
As described above, the proposed rule required FCA 

prior approval for the redemption of equities included in 
tier 1 and tier 2, consistent with Basel III and the U.S. 
rule.  The proposal also required FCA prior approval of cash 
dividend payments and cash patronage payments.  Prior 
approval is not a requirement of the Basel III framework but 
is a requirement imposed by statute or regulation on 
commercial banks and other federally chartered banking 
organizations regulated by the Federal banking regulatory 
agencies.62  

 
We also proposed a "safe harbor" provision in 

§ 628.20(f) permitting institutions to pay cash dividend 
payments, cash patronage payments, and to redeem equities 

                                                

62 Before a Federal savings association declares a dividend, it must send 
a notice, or application for approval, of the action to the Office of 
the Comptroller of the Currency (OCC).  Whether OCC approval is required 
or a mere notice will suffice depends on a number of factors.  For 
example, an application for approval is required if the proposed 
declaration (together with all other capital distributions) for the 
applicable calendar year exceeds the savings association's net income 
for the current year plus the retained net income for the 2 preceding 
years.  A national bank must obtain OCC approval to declare a dividend 
if the total amount of all common and preferred dividends, including the 
proposed dividend, declared in any current year exceeds the total of the 
national bank's net income of the current year to date, combined with 
the retained net income of the previous 2 years.  12 U.S.C. 60(b). 



 

 

96 

 

 

with "deemed" FCA prior approval if the payments were within 
the specified parameters.  Under the proposed safe harbor, 
an institution had "deemed" prior approval for capital 
distributions to make cash dividend payments, cash 
patronage payments, or redemptions and revolvements of 
qualifying common cooperative equities provided that, after 
such capital distributions, the dollar amount of the System 
institution's CET1 capital equaled or exceeded the dollar 
amount of CET1 capital on the same date in the previous 
calendar year and the institution continued to comply with 
all regulatory capital requirements and supervisory or 
enforcement actions.  The common cooperative equities that 
qualified for redemption or revolvement under the safe 
harbor were the minimum member stock requirement of $1,000 
or 2 percent of the loan, whichever is less; equities 
included in CET1 capital that were issued or allocated at 
least 10 years ago; and equities included in tier 2 capital 
that were issued or allocated at least 5 years ago. 

 
System institutions have not generally had to obtain 

FCA prior approval before paying dividend payments or 
patronage payments or redeeming equities under current 
regulations, and the Farm Credit Act does not require prior 
approval.  However, prior approval of equity redemptions is 
a fundamental principle of the Basel III framework and U.S. 
rule, and there are limits on the cash dividends commercial 
banks may pay without prior approval of their Federal 
banking regulator.  In order for the regulatory capital 
framework of System institutions to be comparable to the 
regulatory capital framework of the U.S. banking 
organizations, it was necessary to include these prior 
approval requirements in our proposed rule.  However, in 
acknowledgment of the common cooperative equity redemption 
and revolvement practices of System institutions, we 
permitted a limited amount of these redemptions and 
revolvements under the safe harbor "deemed" prior approval.  
We stated our belief that most System institutions would be 
able to pay cash dividend payments, cash patronage 
payments, and redeem equities within the safe harbor at the 
same levels that they pay currently. 

 
The System Comment Letter made a number of comments, 

suggestions, and requests with respect to the prior 
approval requirements and the safe harbor provision.  Two 
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comments on the safe harbor's cap, or maximum payment 
amount, are discussed above in Section I.E.7 of this 
preamble.  With respect to the prior approval process, the 
System expressed concern that the 30-day approval process 
would be burdensome and unworkable and suggested the 
process be streamlined for institutions with high FIRS 
ratings, with FCA granting approvals in as short a time as 
one day.  A further suggestion was that the FCA could pre-
approve all contemplated capital distributions under the 
capital plan required by § 615.5200. 

 
The FCA has decided to retain its 30-day review in the 

final rule.  We expect any proposed cash dividend payments, 
cash patronage payments, redemptions and revolvements that 
must be submitted to us will have been long planned by the 
institution, and we need sufficient time for our review.  
We note that a 30-day period is comparable to the review 
periods of the Federal banking regulatory agencies. 

 
The FCA has decided not to adopt the System's 

suggestion to "pre-approve" all capital distributions in an 
institution's capital plan required under § 615.5200.  
While FCA staff reviews the capital plans submitted by 
institutions, we do not formally approve the plans.  
However, as described above in the criteria for CET1 and 
tier 2 capital, we have modified the criteria and the safe 
harbor provision to provide two additional exceptions, in 
response to a comment the System made with respect to the 
capital plan requirements in § 615.5200. 

 
In the proposed rule, we deleted a provision in 

existing § 615.5200(b) pertaining to redemptions or 
revolvements of equities in connection with a loan default 
or the death of a former borrower.  The deleted provisions 
required an institution to make a prior determination that 
such redemptions or revolvements were in the best interest 
of the institution and also required the institution to 
charge off an amount of the indebtedness equal to the 
amount of the equities that were redeemed or revolved.  The 
System approved the deletions as eliminating a restriction 
on System institutions' "absolute statutory right" to 
retire cooperative equities in the event of loan default 
and restructuring without regard to any restrictions on the 
equities included in tier 1 and tier 2 capital in new part 
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628.  The System asked us to clarify whether institutions 
will also be able to continue to redeem or revolve equities 
in connection with the death of a former borrower with 
regard to the part 628 restrictions. 

 
As we have discussed at some length here and in the 

preamble to the proposed rule, the required prior 
regulatory approval of equity retirements is a principle 
underlying the Basel III framework and the U.S. rule.  
Without the prior approval requirement, the new tier 1 and 
tier 2 framework we are adopting would not be comparable to 
the Basel III framework and the U.S. rule.  System 
institutions forgo their discretion to redeem or revolve 
equities included in tier 1 and tier 2, and they must 
commit to obtain prior approval (or must rely on the safe 
harbor "deemed" prior approval) before redeeming or 
revolving the equities.  The prior approval requirements 
apply to redemptions and revolvements related to a loan 
default or restructuring and to equities of a deceased 
former borrower.  Institutions will thus have to submit a 
request to the FCA for prior approval or will have to 
redeem or revolve the equities within the safe harbor 
parameters.  However, we are aware that the safe harbor 
cannot be utilized to redeem or revolve CET1 equities that 
have been outstanding for less than the minimum 7-year 
holding period or for tier 2 equities that have been 
outstanding for less than 5 years.  Therefore, we have 
modified the proposed safe harbor provision to add 2 
exceptions suggested by the System (with modifications) to 
the minimum retention periods in the safe harbor provision, 
as well as an exception for court orders.  The new 
exceptions apply to: 

 
(a)  Equities mandated to be redeemed or retired by a 

final order of a court of competent jurisdiction; 
 
(b)  Equities held by the estate of a deceased former 

borrower; and  
 
(c)  Equities required by the institution to cancel 

under § 615.5290 in connection with a restructuring under 
part 617 of this chapter. 
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We are adding the exception for a final court order 
because an institution generally cannot disobey a court 
order.  We are adding the exception for estates of former 
borrowers for the convenience of the estate administrator.  
The exception for a loan default or restructuring is 
limited to the required cancellation of equities under 
§ 615.5290 and is the only offset that institutions are 
required to make.  The other offset provisions in our 
regulations are permissive, not mandatory.  We note that 
these excepted redemptions and revolvements will count in 
the total amount of cash payments an institution may make 
under the safe harbor.  For payments in excess of the safe 
harbor cap, institutions will have to make a request to the 
FCA for prior approval. 

 
We are adopting the prior approval requirements with 

the modifications described, including revising the 
reference to the minimum CET1 retention period to 7 years. 
 
B. Regulatory Adjustments and Deductions 
 
1. Regulatory Deductions from CET1 Capital 
 
 In the final rule, a System institution must deduct 
from CET1 capital the items described in § 628.22 of the 
proposed rule.  A System institution must also exclude 
these deductions from its total risk weighted assets and 
leverage exposure.  These deductions are: 
 
a. Goodwill and Other Intangibles (other than Mortgage 
Servicing Assets) 
 
 Consistent with Basel III and the Federal regulatory 
banking agencies' rules, the proposed rule excluded 
goodwill and other intangible assets from regulatory 
capital because of the uncertainty that a System 
institution may realize value from these assets under 
adverse financial conditions.  An institution was required 
to deduct goodwill and "non-mortgage" servicing assets, net 
of associated deferred tax liabilities (DTLs), from CET1 
capital.  That portion of mortgage servicing assets (MSAs) 
and DTAs above the threshold deductions were not risk 
weighted at 250 percent.  Instead, the full amounts of MSAs 
and DTAs that arise from temporary differences relating to 
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net operating loss carrybacks were risk weighted at 100 
percent.  Should the levels of MSAs held by System 
institutions increase significantly in the future, the FCA 
stated it would reconsider the appropriateness of this 
treatment. 
 
 The FCA did not propose the threshold deduction in 
Basel III and the U.S. rule for investments in other 
financial institutions.  Instead, the proposed rule 
required that System institutions deduct their investments 
in other System institutions from their regulatory capital, 
as described below.  Other equity investments were risk 
weighted according to § 628.52. 
 
 We stated that we did not believe DTAs that are risk 
weighted in this section would represent material items on 
a System institution's balance sheet because of System 
institutions' tax status.  The FCBs and FLCAs63 are exempt 
from Federal, state, municipal, and local taxation.64  Most 
other System institutions' net income arises from both non-
taxable and taxable sources.  The production and 
cooperative lending business lines are taxable, but the 
taxable retail operations of CoBank, ACB and taxable System 
associations may reduce taxes by following subchapter T 
provisions of the Internal Revenue Code.  Should the levels 
of DTAs held by System institutions increase significantly 
in the future, we stated we would reconsider the 
appropriateness of this proposed treatment. 
 
 The System Comment Letter agreed with the FCA that the 
creation or purchase of MSAs is minimal and not material in 
the System.  The System supported our proposal not to 
follow what it called the more complex and irrelevant Basel 
III deduction approach. 
 

                                                

63 FLCAs are Federal land bank associations with direct long-term real 
estate lending authority.  12 CFR 619.9155. 

64 They are subject to taxes on real estate held to the same extent, 
according to its value, as other similar property held by other persons 
is taxed.  See 12 U.S.C. 2023 and 2098. 
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 The FCA has decided to finalize the goodwill, other 
intangibles, and MSA treatment as proposed. 
 
b. Gain-on-Sale Associated with a Securitization Exposure 
 
 The proposed rule required a System institution to 
deduct from CET1 capital any after-tax gain-on-sale 
associated with a securitization exposure.  Under GAAP, any 
gain-on-sale from a traditional securitization would 
increase a System institution's CET1 capital.  However, if 
a System institution received cash from the sale of the 
securitization exposure and the MSA, it did not deduct such 
amount from its CET1 capital.  Any sale of loans to a 
securitization structure that creates a gain may include an 
MSA that also meets the proposed definition of "gain-on-
sale."  A System institution must exclude any portion of a 
gain-on-sale reported as an MSA on FCA's Call Report. 
 
 The FCA did not receive comments on the proposed rule 
and is adopting it without modification. 
 
c. Defined Benefit Pension Fund Net Assets 
 
 The proposed rule required a System institution to 
deduct from CET1 capital a defined benefit pension fund net 
asset (an overfunded pension), net of any associated DTLs, 
because of the uncertainty of realizing any of the value 
from such assets.  The proposed rule recognized under GAAP 
the amount of a defined benefit pension fund liabilities 
(an underfunded pension) on the balance sheet of the 
institution, would be the same amount included as CET1 
capital.  Therefore, a System institution could not 
increase its CET1 capital by the derecognition of these 
defined pension fund liabilities. 
 
 Because existing FCA regulations do not require the 
deduction of the defined benefit pension fund net assets in 
the regulatory capital calculations, our call report does 
not collect defined benefit pension fund net assets.  In 
the proposed rule preamble, we stated that we would develop 
a call report schedule and require each System institution 
to report its individual year-end transactions for defined 
benefit pension fund net assets on their individual call 
report schedule. 
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 The System Comment Letter objected to the proposed 
deduction in § 628.22(a)(5) of defined benefit pension fund 
net assets.  The System stated that the FDIC has determined 
that it has access to commercial banks' prepaid pension 
assets in a receivership and, in the opinion of the System, 
the Farm Credit System Insurance Corporation (FCSIC) has 
authority to make the same determination. 
 
 It is the FCA's position that the FCSIC as receiver 
would be able to make such a determination; however, this 
is an authority not expressly granted in our 
regulations.  The absence of express authority could lead 
to legal challenges to the receiver's access to the prepaid 
pension fund assets.  We have decided to retain the 
deduction requirement at this time.  
 
 We note that the proposed rule preamble stated that we 
were proposing to permit an institution, with our prior 
approval, to risk-weight defined benefit pension fund net 
assets to which the institution had unfettered and 
unrestricted access.65  However, this provision was not in 
the text of the proposed rule.  In the final rule we have 
added it to the text.  If an institution receives FCA 
approval to risk-weight the asset, it must risk-weight it 
as if it directly holds a proportional ownership share of 
each exposure in the defined benefit pension fund.  For 
example, assume that: (1) The institution has a defined 
benefit pension fund net asset of $10; and (2) the 
institution has unfettered and unrestricted access to the 
assets of the defined benefit pension fund.  Also, assume 
that 20 percent of the defined benefit pension fund is risk 
weighted at 100 percent and 80 percent is risk weighted at 
300 percent.  The institution must risk weight $2 at 100 
percent and $8 at 300 percent.  This treatment is 
consistent with the full look-through approach described in 
§ 628.53(b) of the final rule. 
 

                                                

65 See 79 FR 52828 (September 4, 2014). 
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d. A System Institution's Allocated Equity Investment in 
Another System Institution 

 Section 628.22(a)(6) of the proposed rule would have 
required a System institution to deduct any allocated 
equity investment in another System institution66 from its 
CET1 capital.  Later in this preamble, we discuss deducting 
a System institution's purchased investment in another 
System institution using the corresponding deduction 
approach in § 628.22(c). 
  
 The proposed rule had a different equity elimination 
method from the U.S. rule.  Our method was more 
conservative than the Federal banking regulatory agencies' 
rules but consistent with the principles of Basel III and 
more appropriate for System institutions.  It was also 
simpler to calculate.  System associations, as member-
borrowers of a cooperative network, have equity investments 
in their affiliated banks.  System institutions also have 
equity investments in other System institutions but few 
outside the System.  The investments that System 
institutions have in other System institutions are counted 
in their GAAP financial statements as equity of the issuing 
or allocating institution and as assets of the recipient 
institution.  The FCA continues to believe, as we have 
stated numerous times previously, that equities should be 
counted in the regulatory capital of the institution that 
has control of the equities.  The allocating institutions 
alone have discretion whether to allocate equities and 
when, if ever, to distribute those equities.  Therefore, in 
the proposed rule the allocating institutions would include 
in their CET1 capital the equities they have allocated to 
their members, provided those equities meet the criteria 
for inclusion in CET1 capital.  The institutions that have 
received allocated equities from other institutions would 
deduct those equities from their CET1 capital. 
 
 We noted that System institutions would be able to 
include allocated equities in CET1 capital that are 
excluded from core surplus under our existing regulations.  

                                                

66 An example would be an association's equity investment in its System 
bank. 
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These deductions applied only to investments in other 
System institutions because, for the most part, our 
investment regulations restrict equity investments outside 
the System. 
 
 The System Comment Letter asserted that the regulatory 
deductions in paragraphs (a) and (c) in new § 628.22 "ignore 
statutory provisions pertaining to permanent capital."  The 
System stated its opinion that all equities categorized as 
tier 1 or tier 2 in the new rule must also qualify as 
permanent capital and must respect the allotment agreements 
set forth in section 4.3A(a)(1)(B).  The System asserted 
that failure to respect the allotment agreements would have 
"an immediate and significant negative impact on regulatory 
capital ratios for some System institutions."  The System 
requested that, because of such impact, we permit 
institutions to use the allotment agreements in their tier 1 
and tier 2 capital ratios calculations for the next 5 years 
instead of the deductions in paragraph (a)(6) of § 628.22.  
The System said that this phase-in period would allow System 
banks and their affiliated associations time "to adjust 
allocated investments to comport with the requirements." 
 
 The FCA disagrees with the System's apparent position 
that the allotment agreements in section 4.3A(a)(1)(B) of 
the Act must be reflected in all regulatory capital 
calculations, as well as the implication that no other 
deductions or adjustments may be made to regulatory capital 
ratios unless they are specified in section 4.3A of the 
Act.67  All of our capital regulations since the enactment 
of the 1987 amendments to the Act68 have contained 
eliminations of both purchased and allocated equities, as 
well as deductions and adjustments for such items as 
goodwill, that are not mentioned in the Act.  Since 1997, 

                                                

67 We observe that, in including up to 1.25 percent of ALL in tier 2 
consistent with the Basel III framework and the U.S. rule, we are 
squarely deviating from the permanent capital ratio calculation because 
ALL is expressly excluded from the definition of permanent capital in 
section 4.3A(a)(1)(C). 

68 Agricultural Credit Act of 1987, Pub. L. 100-233, 101 Stat. 1568 
(100th Cong.), January 6, 1988. 
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under our statutory authority in section 4.3(a) of the Act, 
our capital regulations have included a core surplus ratio 
whose deductions and adjustments do not reflect the 
allotment agreements.  As for the new tier 1 and tier 2 
regulatory capital ratios, it is our judgment that the 
deductions and adjustments in § 628.22 more appropriately 
categorize the control of shared capital as within the 
discretion of the institution that allocated the equities 
and not the recipient institution.  As stated in the 
preamble to the proposed rule, we strongly believe that the 
deductions and adjustments for the CET1 capital ratio 
calculation appropriately reflect that the allocated 
equities are within the control of, and subject to the risks 
in, the allocating institution and not the recipient 
institution.  Moreover, we believe the deductions and 
adjustments are consistent with the intent of the Basel III 
framework and the U.S. rule. 
 
 Currently a small number of associations with large 
allocations of equities from their affiliated banks count a 
large portion of those equities in their permanent capital 
ratio calculations.  The associations will, of course, be 
able to continue to make allotment agreements for the 
permanent capital ratio calculations when the new rule 
becomes final.  Our projections of System institutions' 
initial compliance with the tier 1 and tier 2 capital 
requirements are discussed below in Section VII of this 
preamble.  Those projections show that these associations' 
CET1 capital ratios are likely to be lower than they would 
have been if the calculations had included the allotment 
agreements.  However, we do not expect the "lower" CET1 
capital ratios to have a significant negative impact on 
those associations.  Consequently, we have decided not to 
adopt a phase-in period for the deductions and adjustments. 
 
 We are adopting the § 628.22(a)(6) deduction of 
allocated equity investments without modification from the 
proposed rule. 
 
e. Accumulated Other Comprehensive Income (AOCI) and 
Minority Interests 
 
 We stated in the preamble to our proposed rule that we 
proposed not to include the impacts of AOCI on CET1 
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capital.  We did not receive any comments on the proposal, 
and this treatment is unchanged in the final rule.  As we 
discussed in detail in the proposed rule preamble, our 
treatment is different from Basel III and the U.S. rule, 
which require banking organizations to include most 
elements of AOCI in CET1.69  However, the U.S. rule permits 
banking organizations using the standardized approach to 
make a one-time election not to exclude most elements of 
AOCI in their regulatory capital.  Under the FCA's AOCI 
treatment, the exclusion of AOCI from CET1 capital is 
comparable to the AOCI exclusions of the banking 
organizations that make an election not to include AOCI in 
their CET1 capital. 
 
 Our proposed rule did not include minority interests 
in CET1 and any other component of regulatory capital 
because System institutions have few or no minority equity 
interests in unconsolidated subsidiaries.  This treatment 
is unchanged in the final rule.  
 
f. Discretionary "Haircut" Deduction or Other FCA 
Supervisory Action for Redemption of Equities Included in 
CET1 Capital Less Than 7 Years After Issuance or Allocation 
 
 Under § 628.22(f) of the proposed rule, if a System 
institution redeemed or revolved CET1 equities prior to the 
applicable minimum revolvement period, the institution was 
required to exclude 30 percent of the remaining purchased 
and allocated equities otherwise includable in CET1 capital 
for 3 years (30-percent haircut). 
 
 The System Comment Letter objected to the proposed 
haircut as an entirely new concept, not found in Basel III 
or regulations of other regulators, illogical from a policy 
perspective, and unclear.  The System, among other 
criticisms, stated that a recordkeeping error or other de 
minimis redemptions could result in the required deduction, 
and that it was unclear whether the deduction was meant to 
be applied one time only or was cumulative or overlapping 
for repeated violations.  The System suggested that the 
haircut could be a standing deduction to CET1 rather than a 
                                                

69 See 79 FR 52825. 
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haircut for a violation.  It is unclear to us what this 
suggestion means, other than perhaps, in effect, to allow 
institutions to apply a 30-percent haircut to their CET1 in 
order to eliminate the 7-year minimum redemption and 
revolvement period. 
 
 The FCA intended the 30-percent haircut to ensure 
proper management by System institutions of their member-
borrowers' expectations of redemption and also to ensure 
that institutions are vigilant in their recordkeeping of the 
issuance and allocation dates of CET1.  We continue to 
consider accurate recordkeeping to be very important under 
the new rule.  However, in response to the comments, we have 
reconsidered the mandatory deduction and decided to revise 
it.  Instead of a mandatory deduction, we have decided to 
identify the deduction of a portion of equities from CET1 as 
one of a possible range of supervisory or enforcement 
actions the FCA could take in response to a violation of the 
minimum redemption and revolvement period.  Should we ever 
impose a haircut, we will specify the precise percentage and 
duration and whether the haircut could be cumulative or 
overlapping for repeated violations. 
 
 The final rule states that the FCA may respond to an 
institution's redemption or revolvement in violation of the 
minimum holding period by requiring such a haircut deduction 
or by taking other appropriate supervisory or enforcement 
action. 
 
2. The Corresponding Deduction Approach for Purchased 
Equities 
 
 Section 628.22(c) incorporated the Basel III 
corresponding deduction approach for a System institution's 
purchased equity investment in another System institution.  
The corresponding deduction approach did not apply to 
allocated equity investments in another System institution.  
We responded above, in Section III.B.1.d under "Regulatory 
Adjustments and Deductions," to the System Comment Letter's 
objections to the deductions of both purchased and 
allocated investments in other System institutions. 
 
 Under the final rule, a System institution is required 
to deduct an amount from the same component of capital for 
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which the underlying instrument would qualify as if the 
System institution had issued the instrument itself.  If a 
System institution does not have a sufficient amount of the 
specific component of regulatory capital for the entire 
deduction, then it must deduct the remaining portion from 
the next higher (more subordinated) capital component.  
Should a System institution not have enough AT1 capital to 
satisfy the required deduction, the shortfall must be 
deducted from CET1 capital elements. 
 
 Other than as described above, we did not receive 
comments on the corresponding deduction approach in the 
proposed rule and adopt the provision without modification. 
 
3. Netting of Deferred Tax Liabilities Against Deferred 
Tax Assets and Other Deductible Assets 
 
 In the proposed rule, the FCA proposed to simplify the 
netting of DTLs against DTAs and other deductible assets 
for deductions of DTAs.  The proposal differed from the 
U.S. rule for deductions of DTAs.  Rather, System 
institutions were required to adjust CET1 capital under 
§ 628.22(a) net of any associated deferred tax effects.  In 
addition, System institutions were required to deduct from 
CET1 capital elements under § 628.22(a) and (c) of the rule 
net of associated DTLs, pursuant to § 628.22(e).  There is 
a detailed discussion of the proposal in the preamble to 
the proposed rule.70 
 
 We did not receive any comments on this proposed 
provision and adopt it without modifications. 
 
C. Limits on Inclusion of Third-Party Capital  
 
 In the final rule, we continue to impose limits on the 
inclusion of third-party capital.  However, in response to 
comments, in the final rule we have revised the limitations 
on third-party capital that we proposed.  Specifically, 
third-party capital allowed to be included in total capital 
is limited to the lesser of 40 percent of total capital or 
100 percent of common-equity tier 1.  The final rule does 
                                                

70 See 79 FR 52829-52830.  
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not include separate limits on tier 1 capital and total 
capital; rather, there is one overall limit based on the 
aforementioned factors.  However, if other capital 
instruments, such as unallocated retained earnings or 
common cooperative equities, decline in subsequent quarters 
causing third-party capital to exceed limits set in this 
final rule, an institution would still be able to include 
its existing level of third-party capital in its regulatory 
capital ratios.  This limit increases the amount of third-
party capital allowed in tier 1 from the proposed rule by 
up to 100 percent.  A System institution could include 
third-party capital in tier 1 up to a level nearly equal to 
common-equity tier 1 or 40 percent of total capital, 
whichever is less.  In the proposed rule, third-party 
capital allowed in tier 1 was equal to 33 percent of 
common-equity tier 1.  We have substantially increased the 
amount of third-party capital allowed in tier 1 to provide 
member-borrowers increased flexibility to manage the 
affairs of their institution, which include prudent capital 
planning and management.  The amount of third-party capital 
allowed in total capital is substantially similar to that 
of the proposed rule (40 percent of total capital); 
however, we have removed the limit of an amount equal to 
100 percent of its tier 1 capital outstanding.  We believe 
it is appropriate to remove this limit given the 
substantial increase of third-party capital allowed to be 
included in tier 1 capital.  Furthermore, removal of this 
limit would not result in a reduction of third-party 
capital a System institution could include in total 
capital.71  The calculations for all limits will be based on 

                                                

71  In the proposed rule, third-party capital allowed in total capital 
was limited to the lesser of: 40 percent of total capital or 100 
percent of tier 1 capital outstanding.  FCA believes that the limiting 
factor in almost all cases will be the 40 percent of total capital 
limit.  Given the System’s current capital composition, the majority of 
capital instruments are tier 1 instruments.  In order for 100 percent 
of tier 1 to be lower than 40 percent of total capital, System 
institutions would need to substantially decrease tier 1 instruments 
and substantially increase tier 2 instruments.  As the regulatory 
minimum ratios (including capital conservation buffer) are 8 percent 
for tier 1 and 10.5 percent for total capital, as well as the leverage 
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the previous four quarters to ensure stability of the 
calculation and reduce the volatility associated with 
changes in total capital and common equity tier 1 amounts. 
 
 As previously stated, FCA believes it is prudent to 
set a limit on the amount of third-party capital a System 
institution includes in its regulatory capital ratios.  
This limit ensures that unallocated retained earnings and 
common cooperative equities are the dominant forms of 
capital in the System and that the cooperative principal of 
user-control is not undermined.  This increased limit 
provides increased flexibility for System institutions to 
manage its capital while ensuring that its member-
borrowers’ decisions are not heavily influenced by meeting 
third-party capital obligations.  Commenters asserted that 
the applicable cooperative principle is user-benefit, and 
we believe that the limits do not undermine this principle. 
 The formulas for calculating third-party capital 
limits are: 

1. 𝐶𝐶𝐶𝐶𝑇𝑇𝑇𝑇𝐶𝐶 =   𝑚𝑚𝑚𝑚𝑚𝑚 ��∑  
 

(𝑇𝑇1𝑛𝑛−𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑁𝑛𝑛)
4

4
𝑛𝑛=1 � ,    2/3�∑  

 
(𝑇𝑇𝑇𝑇𝑛𝑛−𝑇𝑇𝑁𝑁𝑇𝑇𝑛𝑛)

4

4
𝑛𝑛=1 �� 

where, 

CLTPC = current limit on all third-party capital 
(noncumulative perpetual preferred stock, term preferred 
stock, and subordinated debt) in total capital, calculated 
this quarter, 

T1 = tier 1 capital, 

NPPS = noncumulative perpetual preferred stock included in 
tier 1 capital, 

TC = total capital (tier 1 capital + tier 2 capital), and 

TPC = third-party capital included in total capital, and 

n = 4 previous quarters, 1-4 

                                                

ratio is based on tier 1 capital, the FCA believes it is unlikely that 
100 percent of tier 1 capital will ever be lower than 40 percent of 
total capital. 
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2.  𝐴𝐴𝐶𝐶𝑇𝑇𝑇𝑇𝐶𝐶 = max(𝐸𝐸𝐶𝐶𝑇𝑇𝑇𝑇𝐶𝐶,𝐶𝐶𝐶𝐶𝑇𝑇𝑇𝑇𝐶𝐶) 
where, 

ALTPC = Aggregate limit on third-party capital, 
 
ELTPC = existing limit on all third-party capital 
(noncumulative perpetual preferred stock, term preferred 
stock, and subordinated debt) in total capital, calculated 
the previous quarter, 
 
CLTPC = current limit on all third-party capital 
(noncumulative perpetual preferred stock, term preferred 
stock, and subordinated debt) in total capital, calculated 
this quarter. 
 
IV. Standardized Approach for Risk Weighted Assets 
 
A. Calculation of Standardized Total Risk Weighted Assets 

 
In general, commenters stated that they believed the 

risk weights we proposed were consistent with the 
implementation of Basel III by U.S. and foreign banking 
regulators, and they did not identify concerns with most of 
these risk weights.  Commenters did request changes to or 
clarifications of several proposed risk-weighting 
provisions, however.  We discuss those comments, and 
explain our response, in our discussion of those 
provisions.  All provisions are generally adopted as 
proposed, unless a change is discussed.72  

 
In addition to the revisions discussed below, we also 

adopt definitions of "qualifying master netting agreement," 
"collateral agreement," "eligible margin loan," and "repo-
style transaction" that are revised from what we proposed.  
The OCC and the Federal Reserve Board adopted similar 
revisions to these terms after they adopted their capital 
rules.73  These revisions are designed to ensure that the 
regulatory treatment of certain financial contracts is not 

                                                

72 We do not discuss changes from the proposed rule that are minor, 
technical, and nonsubstantive. 
73 Interim final rule with request for comment, 79 FR 78287, 
December 30, 2014.  The FDIC has proposed similar revisions, 
80 FR 5063, January 30, 2015, but has not finalized them. 
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affected by implementation of special resolution regimes in 
foreign jurisdictions or by the International Swaps and 
Derivatives Association Resolution Stay Protocol. 

 
Similar to the FCA's current risk-based capital rules, 

under these new rules a System institution must calculate 
its total risk weighted assets by adding together its on- 
and off-balance sheet risk weighted asset amounts and making 
any relevant adjustments to incorporate required capital 
deductions.74  Risk weighted asset amounts generally are 
determined by assigning on-balance sheet assets to broad 
risk-weight categories according to the asset type, the 
counterparty or, if relevant, the guarantor or collateral.  
Similarly, risk weighted asset amounts for off-balance sheet 
items are calculated using a two-step process: (1) 
Multiplying the amount of the off-balance sheet exposure75 
by a CCF to determine a credit equivalent amount; and (2) 
assigning the credit equivalent amount to a relevant risk-
weight category. 

 
A System institution must determine its standardized 

total risk weighted assets by calculating the sum of its 
risk weighted assets for general credit risk, cleared 
transactions, unsettled transactions, securitization 
exposures, and equity exposures, each as defined below, less  
the System institution's allowance for loan losses (ALL) 
that is not included in tier 2 capital (as described in 
§ 628.20 of the rule).  The sections below describe in more 
detail how a System institution must determine the risk 
weighted asset amounts for its exposures. 
 
B. Risk Weighted Assets for General Credit Risk 

 
Under the final rule, total risk weighted assets for 

general credit risk is the sum of the risk weighted asset 
amounts as calculated under § 628.31(a) of the rule.  
General credit risk exposures include a System institution's 
on-balance sheet exposures (other than cleared transactions, 
securitization exposures, and equity exposures, each as 
defined in § 628.2 of the final rule), exposures to over-

                                                

74 See generally the FCA's regulations at part 615, subpart H. 
75 The term "exposure," which is defined as an amount at risk, is used 
throughout the final rule and preamble. 
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the-counter (OTC) derivative contracts, off-balance sheet 
commitments, trade and transaction-related contingencies, 
guarantees, repo-style transactions, financial standby 
letters of credit, forward agreements, or other similar 
transactions.  Section 628.32 of the final rule describes 
the risk weights that apply to sovereign exposures; 
exposures to certain supranational entities and multilateral 
development banks (MDBs); exposures to Government-sponsored 
enterprises (GSEs); exposures to depository institutions, 
foreign banks, and credit unions (including certain 
exposures to other financing institutions (OFIs) owned or 
controlled by these entities); exposures to public sector 
entities (PSEs); corporate exposures (including certain 
exposures to OFIs); residential mortgage exposures; past due 
and nonaccrual exposures; and other assets (including cash, 
gold bullion, and certain MSAs and DTAs). 

 
Generally, the exposure amount for the on-balance sheet 

component of an exposure is the System institution's 
carrying value for the exposure as determined under 
generally accepted accounting principles (GAAP).  Because 
all System institutions use GAAP to prepare their financial 
statements, we believe that using GAAP to determine the 
amount and nature of an exposure provides a consistent 
framework that System institutions can easily apply. 

 
For purposes of the definition of exposure amount for 

available-for-sale (AFS) or held-to-maturity (HTM) debt 
securities and AFS preferred stock not classified as equity 
under GAAP, the exposure amount is the System institution's 
carrying value (including net accrued but unpaid interest 
and fees) for the exposure, less any net unrealized gains, 
and plus any net unrealized losses.  For purposes of the 
definition of exposure amount for AFS preferred stock 
classified as an equity security under GAAP, the exposure 
amount is the System institution's carrying value 
(including net accrued but unpaid interest and fees) for 
the exposure, less any net unrealized gains that are 
reflected in such carrying value but excluded from the 
System institution's regulatory capital.76  

                                                

76 Although System banks often classify their securities as AFS, 
associations almost always classify their securities, to the extent 
they hold any, as HTM.   
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In most cases, the exposure amount for an off-balance 
sheet component of an exposure would typically be determined 
by multiplying the notional amount of the off-balance sheet 
component by the appropriate CCF as determined under 
§ 628.33 of the final rule.  The exposure amount for an OTC 
derivative contract or cleared transaction that is a 
derivative would be determined under § 628.34 of the final 
rule, whereas exposure amounts for collateralized OTC 
derivative contracts, collateralized cleared transactions 
that are derivatives, repo-style transactions, and eligible 
margin loans would be determined under § 628.37 of the final 
rule. 
 
1. Exposures to Sovereigns 

 
Under the final rule, a sovereign is defined as a 

central government (including the U.S. Government) or an 
agency, department, ministry, or central bank of a central 
government (for the U.S. Government, the central bank is the 
Federal Reserve).  The final rule retains the current rules' 
risk weights for exposures to and claims directly and 
unconditionally guaranteed by the U.S. Government or its 
agencies.77  Accordingly, exposures to the U.S. Government, 
the Federal Reserve, or a U.S. Government agency, and the 
portion of an exposure that is directly and unconditionally 
guaranteed by the U.S. Government, the Federal Reserve, or a 
U.S. Government agency receive a 0-percent risk weight.78  
Consistent with the current risk-based capital rules, the 
portion of a deposit insured by the Federal Deposit 
Insurance Corporation (FDIC) or the National Credit Union 
Administration (NCUA) is also assigned a 0-percent risk 
weight.   

 

                                                

77 A U.S. Government agency is defined under the final rule as an 
instrumentality of the U.S. Government whose obligations are fully 
guaranteed as to the timely payment of principal and interest by the 
full faith and credit of the U.S. Government. 
78 Similar to the FCA's current risk-based capital rules, a claim is not 
considered unconditionally guaranteed by a central government if the 
validity of the guarantee is dependent upon some affirmative action by 
the holder or a third party.  
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An exposure conditionally guaranteed by the U.S. 
Government, the Federal Reserve, or a U.S. Government agency 
receives a 20-percent risk weight.  This includes an 
exposure that is conditionally guaranteed by the FDIC or the 
NCUA.79 

 
The FCA's existing risk-based capital rules generally 

assign risk weights to direct exposures to sovereigns and 
exposures directly guaranteed by sovereigns based on whether 
the sovereign is a member of the Organization for Economic 
Cooperation and Development (OECD) and, as applicable, 
whether the exposure is unconditionally or conditionally 
guaranteed by the sovereign.80 

 
The OECD assigns Country Risk Classifications (CRCs) 

to many countries as an assessment of their credit risk.  
CRCs are used to set interest rate charges for transactions 
covered by the OECD arrangement on export credits.  The 
OECD uses a scale of 0 to 7 with 0 being the lowest 
possible risk and 7 being the highest possible risk.  The 
OECD no longer assigns CRCs to certain high-income 
countries that are members of the OECD and that have 
previously received a CRC of 0.  These countries exhibit a 
similar degree of country risk as that of a jurisdiction 
with a CRC of 0.81 

 
Under the final rule, the risk weight for exposures to 

countries with CRCs is determined based on the CRCs.  
Exposures to OECD member countries that do not have CRCs are  
risk weighted at 0 percent.  Exposures to non-OECD members 
with no CRC are risk weighted at 100 percent.82  The OECD 
                                                

79 Because of the issues such an exposure would raise, the FCA will 
determine the risk-weight of any System institution exposure that has a 
FCSIC guarantee, whether conditional or unconditional, on a case-by-
case basis. 
80 Section 615.5211. 
81 For more information on the OECD country risk classification 
methodology, see generally OECD, "Country Risk Classification," 
available at http://www.oecd.org/tad/xcred/crc.htm.  
82 This final rule, like the U.S. rule, permits a lower risk weighting 
for sovereign exposures if certain conditions are met, including that 
the exposure is denominated in the sovereign's currency.  Although the 
investment eligibility regulation applicable to System institutions 
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regularly updates CRCs and makes the assessments publicly 
available on its Web site.  Accordingly, the FCA believes 
that the CRC approach should not represent undue burden to 
System institutions. 

 
The FCA believes that use of CRCs in the final rule is 

permissible under section 939A of the Dodd-Frank Act and 
that section 939A was not intended to apply to assessments 
of creditworthiness by organizations such as the OECD.  
Section 939A is part of subtitle C of title IX of the Dodd-
Frank Act, which, among other things, enhances regulation by 
the U.S. Securities and Exchange Commission (SEC) of credit 
rating agencies, including Nationally Recognized Statistical 
Rating Organizations (NRSROs) registered with the SEC. 
Section 939A requires agencies to remove references to 
credit ratings and NRSROs from Federal regulations.  In the 
introductory "findings" section to subtitle C, which is 
entitled "Improvements to the Regulation of Credit Ratings 
Agencies," Congress characterized credit rating agencies as 
organizations that play a critical "gatekeeper" role in the 
debt markets and perform evaluative and analytical services 
on behalf of clients, and whose activities are fundamentally 
commercial in character.83  Furthermore, the legislative 
history of section 939A focuses on the conflicts of interest 
of credit rating agencies in providing credit ratings to 
their clients, and the problem of government "sanctioning" 
of the credit rating agencies' credit ratings by having them 
incorporated into Federal regulations.  The OECD is not a 
commercial entity that produces credit assessments for fee-
paying clients, nor does it provide the sort of evaluative 
and analytical services as credit rating agencies.  
Additionally, the FCA notes that the use of the CRCs is 
limited in the rule.  The FCA considers CRCs to be a 
reasonable alternative to credit ratings for sovereign 
exposures and the proposed CRC methodology to be more 
granular and risk sensitive than the current risk-weighting 
methodology based solely on OECD membership. 

                                                

require that all investments must be denominated in U.S. dollars (see 
§ 615.5140(a) of our regulations), this lower risk weight could be used 
if a System institution were to foreclose on collateral in the form of 
such a sovereign exposure.  
83 See Dodd-Frank Act, section 931 (15 U.S.C. 78o-7 note). 



 

 

117 

 

 

The final rule also requires a System institution to 
apply a 150-percent risk weight to sovereign exposures 
immediately upon determining that an event of sovereign 
default has occurred or if an event of sovereign default has 
occurred during the previous 5 years.  Sovereign default is 
defined in the final rule as a noncompliance by a sovereign 
with its external debt service obligations or the inability 
or unwillingness of a sovereign government to service an 
existing loan according to its original terms, as evidenced 
by failure to pay principal or interest fully and on a 
timely basis, arrearages, or restructuring.  A default 
includes a voluntary or involuntary restructuring that 
results in a sovereign not servicing an existing obligation 
in accordance with the obligation's original terms. 

 

Table 3 – Risk Weights For Sovereign Exposures 

 Risk Weight 

(in percent) 

CRC 

0-1 0 

2 20 

3 50 

4-6 100 

7 150 

OECD Member with No CRC 0 

Non-OECD Member with No CRC 100 

Sovereign Default 150 

 

2. Exposures to Certain Supranational Entities and 
Multilateral Development Banks 

 
Under the FCA's existing risk-based capital rules, 

exposures to certain supranational entities and multilateral 
development banks (MDBs) receive a 20-percent risk weight.  
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Consistent with the Basel framework's treatment of exposures 
to supranational entities, the FCA's final rule applies a 0-
percent risk weight to exposures to the Bank for 
International Settlements, the European Central Bank, the 
European Commission, and the International Monetary Fund. 

 
Similarly, the final rule applies a 0-percent risk 

weight to exposures to an MDB.  The rule defines an MDB to 
include the International Bank for Reconstruction and 
Development, the Multilateral Investment Guarantee Agency, 
the International Finance Corporation, the Inter-American 
Development Bank, the Asian Development Bank, the African 
Development Bank, the European Bank for Reconstruction and 
Development, the European Investment Bank, the European 
Investment Fund, the Nordic Investment Bank, the Caribbean 
Development Bank, the Islamic Development Bank, the Council 
of Europe Development Bank, and any other multilateral 
lending institution or regional development bank in which 
the U.S. Government is a shareholder or contributing member 
or which the FCA determines poses comparable credit risk. 

 
The FCA believes this treatment is appropriate in light 

of the generally high credit quality of MDBs, their strong 
shareholder support, and a shareholder structure comprised 
of a significant proportion of sovereign entities with 
strong creditworthiness.  Exposures to regional development 
banks and multilateral lending institutions that are not 
covered under the definition of MDB generally are treated as 
corporate exposures and receive a 100-percent risk weight. 
 
3. Exposures to Government-Sponsored Enterprises 

 
Like the Federal banking regulatory agencies, we 

define GSE as an entity established or chartered by the 
U.S. Government to serve public purposes specified by the 
U.S. Congress but whose debt obligations are not explicitly 
guaranteed by the full faith and credit of the U.S. 
Government.  Because we believed it would make the 
regulations somewhat simpler, our proposed rule had 
excluded System institutions from this definition for the 
purpose of these capital rules. 

 
The System is, however, a GSE, and the System Comment 

Letter asserted that our proposed definition was 
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fundamentally incorrect and subject to misinterpretation.  
To alleviate any concerns about possible confusion 
regarding the System's GSE status, the final rule 
eliminates this exclusion.  Accordingly, under our final 
rule, as under the U.S. rule, GSEs include the Federal 
National Mortgage Association (Fannie Mae), the Federal Home 
Loan Mortgage Corporation (Freddie Mac), the System, the 
Federal Home Loan Bank System, and Farmer Mac.84  

 
The final rule assigns a 20-percent risk weight to 

exposures to GSEs that are not equity exposures or preferred 
stock; this includes loans from System banks to 
associations (direct loans).85 

 
The final rule assigns a 100-percent risk weight to 

preferred stock issued by a non-System GSE.  This risk 
weighting represents a change to the FCA's existing risk-
based capital rules, which currently allow a System 
institution to apply a 20-percent risk weight to GSE 
preferred stock.86 

 
Under final § 628.22, a System institution must deduct 

from regulatory capital all equity investments (including 
preferred stock) in another System institution, and 
therefore we do not provide a risk weighting for these 
investments.  These investments could include, for example, 
an association's investment in a System bank and a System 
bank's investment in an association.87  

 
System institutions have the authority to enter into 

loss-sharing agreements with other System institutions 

                                                

84 As discussed above, Farmer Mac is an institution of the System, but 
because this regulation does not apply to Farmer Mac, it is not 
included in references to the System or System institutions in this 
regulation or preamble.  
85 Because System institutions were not included within the proposed 
rule's definition of GSE, the proposed rule explicitly assigned a 20-
percent risk weight to System bank loans to associations.  In the final 
rule, these loans are included generally within the provision assigning 
a 20-percent risk weight to exposures to GSEs. 
86 Section 615.5211(b)(6). 
87 As discussed above, Farmer Mac's preferred stock is assigned a risk 
weight of 100 percent. 
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under § 614.4340.  If System institutions enter into a 
loss-sharing agreement in the future, the FCA would assign 
a risk weight for any associated exposures at that time, 
using our regulatory reservation of authority.  
 
4. Exposures to Depository Institutions, Foreign Banks, 
and Credit Unions 

 

The FCA's existing risk-based capital rules assign a 
20-percent risk weight to all exposures to U.S. depository 
institutions and foreign banks incorporated in an OECD 
country.  Short-term exposures to foreign banks 
incorporated in a non-OECD country receive a 20-percent risk 
weight and long-term exposures to such entities receive a 
100-percent risk weight. 

Under the final rule, exposures to U.S. depository 
institutions and credit unions are assigned a 20-percent 
risk weight.88  This risk weight applies to a System bank 
exposure to an OFI that is owned and controlled by a U.S. or 
state depository institution or credit union that guarantees 
the exposure.  If the OFI exposure does not satisfy these 
requirements, it is assigned a 50-percent or 100-percent 
risk weight as a corporate exposure pursuant to 
§ 628.32(f). 

 
Our existing OFI rules assign a 20-percent risk weight 

to a claim on an OFI that is an OECD bank or is owned and 
controlled by an OECD bank that guarantees the claim or if 
the OFI or its parent has a sufficiently high credit 
rating.89  This final rule imposes the same risk weight for 
OFI exposures of the same nature, except that we eliminate 
the credit rating alternative in accordance with section 
939A of the Dodd-Frank Act. 

 

                                                

88 A depository institution is defined in section 3 of the Federal 
Deposit Insurance Act (12 U.S.C. 1813(c)(1)). Under this final rule, a 
credit union refers to an insured credit union as defined under the 
Federal Credit Union Act (12 U.S.C. 1752(7)). 
89 Section 615.5211(b)((16). 
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Under this final rule, an exposure to a foreign bank 
receives a risk weight one category higher than the risk 
weight assigned to a direct exposure to the foreign bank's 
home country, based on the assignment of risk weights by 
CRC, as discussed above.90  Exposures to a foreign bank in a 
country that does not have a CRC but that is a member of the 
OECD receive a 20-percent risk weight.  A System institution 
must assign a 100-percent risk weight to an exposure to a 
foreign bank in a non-OECD member country that does not have 
a CRC, except that the institution may assign a 20-percent 
risk weight to self-liquidating, trade-related contingent 
items that arise from the movement of goods and that have a 
maturity of 3 months or less. 

 
A System institution must assign a 150-percent risk 

weight to an exposure to a foreign bank immediately upon 
determining that an event of sovereign default has occurred 
in the bank's home country, or if an event of sovereign 
default has occurred in the foreign bank's home country 
during the previous 5 years. 

 

Table 4 – Risk Weights For Exposures To Foreign Banks 

 Risk Weight 

 (i  t) Sovereign CRC 0-1 20 

2 50 

3 100 

4-7 150 

OECD Member with no CRC 20 

                                                

90 Foreign bank means a foreign bank as defined in § 211.2 of the 
Federal Reserve Board's Regulation K (12 CFR 211.2), that is not a 
depository institution. For purposes of this final rule, home country 
meant the country where an entity is incorporated, chartered, or 
similarly established. 



 

 

122 

 

 

Non-OECD Member with no CRC 100 

Sovereign Default 150 

 

Both the Basel capital framework and our existing 
regulation treat exposures to securities firms that meet 
certain requirements like exposures to depository 
institutions.91  However, like the Federal banking 
regulatory agencies, the FCA no longer believes that the risk 
profile of these firms is sufficiently similar to depository 
institutions to justify that treatment.  Accordingly, the 
final rule requires System institutions to treat exposures 
to securities firms as corporate exposures, with a 100-
percent risk weight. 
 
5. Exposures to Public Sector Entities 

 

The FCA's existing risk-based capital rules assign a 
20-percent risk weight to general obligations of states and 
other political subdivisions of OECD countries.92  Exposures 
that rely on repayment from specific projects (for example, 
revenue bonds) are assigned a risk weight of 50 percent.  
Other exposures to state and political subdivisions of OECD 
countries (including industrial revenue bonds) and exposures 
to political subdivisions of non-OECD countries receive a 
risk weight of 100 percent. The risk weights assigned to 
revenue obligations are higher than the risk weight assigned 
to general obligations because repayment of revenue 
obligations depends on specific projects, which present more 
risk relative to a general repayment obligation of a state 
or political subdivision of a sovereign. 

                                                

91 See § 615.5211(b)(14) and (15). 

92 Political subdivisions of the United States include states, counties, 
cities, towns or other municipal corporations, public authorities, and 
generally any publicly owned entities that are instruments of a state 
or municipal corporation. 
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The final rule applies the same risk weights to 
exposures to U.S. states and municipalities as the existing 
risk-based capital rules apply.  Under the final rule, 
these political subdivisions are included in the definition 
of "public sector entity" (PSE).  Consistent with both the 
current rules and the Basel capital framework, the final 
rule defines a PSE as a state, local authority, or other 
governmental subdivision below the level of a sovereign.  
This definition includes U.S. states and municipalities and 
does not include government-owned commercial companies that 
engage in activities involving trade, commerce, or profit 
that are generally conducted or performed in the private 
sector. 

 
Under the final rule, a System institution would assign 

a 20-percent risk weight to a general obligation exposure to 
a PSE that is organized under the laws of the United States 
or any state or political subdivision thereof and a 50-
percent risk weight to a revenue obligation exposure to such 
a PSE.  The final rule defines a general obligation as a 
bond or similar obligation that is backed by the full faith 
and credit of a PSE.  The final rule defines a revenue 
obligation as a bond or similar obligation that is an 
obligation of a PSE, but which the PSE is committed to repay 
with revenues from a specific project financed rather than 
general tax funds. 

 
Similar to the Basel framework's use of home country 

risk weights to assign a risk weight to a PSE exposure, the 
final rule requires a System institution to apply a risk 
weight to an exposure to a non-U.S. PSE based on (1) The CRC 
applicable to the PSE's home country or, if the home country 
has no CRC, whether it is a member of the OECD, and (2) 
whether the exposure is a general obligation or a revenue 
obligation, in accordance with Table 5. 

 
The risk weights assigned to revenue obligations are 

higher than the risk weights assigned to a general 
obligation issued by the same PSE, as set forth, for non-
U.S. PSEs, in Table 5.  Similar to exposures to a foreign 
bank, exposures to a non-U.S. PSE in a country that does not 
have a CRC rating receive a 100-percent risk weight.  
Exposures to a non-U.S. PSE in a country that has defaulted 
on any outstanding sovereign exposure or that has defaulted 
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on any sovereign exposure during the previous 5 years 
receive a 150-percent risk weight.  Table 5 illustrates the 
risk weights for exposures to non-U.S. PSEs.  
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Table 5 – Risk Weights for Exposures to Non-U.S. PSE 

General Obligations and Revenue Obligations (in percent) 

 Risk Weight for 
Exposures to Non-
U.S. PSE General 

Obligations 

Risk Weight for 
Exposures to Non-
U.S. PSE Revenue 

Obligations 

Sovereign CRC 

0-1 20 50 

2 50 100 

3 100 100 

4-7 150 150 

OECD Member with No CRC 20 50 

Non-OECD Member with No 
CRC 

100 100 

Sovereign Default 150 150 

 

The final rule allows a System institution to apply a 
risk weight to an exposure to a non-U.S. PSE according to 
the risk weight that the foreign banking organization 
supervisor allows to be assigned to it.  In no event, 
however, may the risk weight for an exposure to a non-U.S. 
PSE be lower than the risk weight assigned to direct 
exposures to that PSE's home country. 
 
6. Corporate Exposures 

 
Under the FCA's existing risk-based capital rules, 

credit exposures to companies that are not depository 
institutions or securitization vehicles generally are 
assigned to the 100-percent risk weight category.  A 20-
percent risk weight is assigned to claims on, or guaranteed 
by, a securities firm incorporated in an OECD country that 
satisfies certain conditions. 
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The requirements of the final rule are generally 
consistent with the existing risk-based capital rules and 
require System institutions generally to assign a 100-percent 
risk weight to all corporate exposures.93  The final rule 
defines a corporate exposure as an exposure to a company 
that is not an exposure to a sovereign, the Bank for 
International Settlements, the European Central Bank, the 
European Commission, the International Monetary Fund, an 
MDB, a depository institution, a foreign bank, or a credit 
union, a PSE, a GSE, a residential mortgage exposure, a 
cleared transaction, a securitization exposure, an equity 
exposure, or an unsettled transaction.  This definition 
captures all exposures that are not otherwise included in 
another specific exposure category and is not limited to 
exposures to corporations. 

 
Accordingly, this category includes borrower loans 

such as agricultural loans and consumer loans, regardless 
of the corporate form of the borrower, unless those loans 
qualify for different risk weights (such as a 50-percent 
risk weight for residential mortgage exposures) under other 
provisions.  This category also includes premises, fixed 
assets, and other real estate owned. 

 
Because they are corporate exposures, we proposed to 

include in this category all OFI exposures that do not 
qualify for the 20-percent depository institution/credit 
union risk weight provided in § 628.32(d) and discussed 
above.  Our existing rules also contain a default 100-
percent risk weight category.94  But our existing regulations 

                                                

93 For reasons discussed below, exposures to lower-risk OFIs that do not 
qualify for a 20-percent risk weight are assigned a 50-percent risk 
weight.  The U.S. rule would assign a 100-percent risk weight to these 
exposures, because they satisfy the definition of corporate exposure 
and do not qualify for a different risk weight.  The laws and 
regulations governing the banking organizations regulated by the 
Federal banking regulatory agencies do not contemplate the OFI 
relationship, as the Act does.  

94 Section 615.5211(d)(11). 
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also contain an intermediate, 50-percent risk weight 
category for claims on OFIs that do not satisfy the 
requirements for a 20-percent risk weight but that otherwise 
meet similar capital, risk identification and control, and 
operational standards or that carry an investment grade 
NRSRO rating.95  Only if an OFI does not satisfy these 
standards does a claim on it receive a 100-percent risk 
weighting.   

 
We proposed to eliminate the 50-percent risk weight for 

OFIs and to assign a 100-percent risk weight to exposures to 
non-depository institution/non-credit union OFIs.  In our 
proposal, we noted that this 50-percent risk weighting for 
what would otherwise be a corporate exposure is inconsistent 
with our treatment of other corporate exposures.  We also 
noted that the Federal banking regulatory agencies would 
assign a 100-percent risk weight to these exposures. 

 
We sought comment on our proposed capital treatment of 

exposures to OFIs and specifically on our proposal to 
eliminate the 50-percent risk weight.  We received comments 
on this proposal from several OFIs and in the System Comment 
Letter.  All commenters urged us to retain the 50-percent 
risk weight.  Moreover, the OFIs suggested that we eliminate 
the 100-percent risk weight entirely.   

 
In support of their request to retain the 50-percent 

risk weight, the OFIs stated that OFIs have historically 
been instrumental to the System and deserve recognition and 
fairness for their historical role.  They also stated that 
FCA's policies have always been designed to ensure that OFIs 
have competitive access to System bank funding and that 
increasing the risk weight requirements could impair this 
competitive access.  In addition, they stated that OFI 
borrowing is not risky because of the System banks' 
underwriting standards and loan terms and conditions and 
because the FCA oversees the banks' relationships with their 
OFIs and has the authority to examine OFIs.  

 
The System Comment Letter asserted that the current 

risk weight regime has worked effectively, as evidenced by 
                                                

95 Section 615.5211(c)(5). 
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the System's low loss experience on OFI loans.  According to 
this Letter, the underwriting requirements for OFIs found in 
FCA regulations at subpart P of part 614, coupled with the 
two levels of capital that support the exposure of System 
banks to OFIs (capital is held at the OFI level and at the 
individual OFI borrower level), make a higher risk weight 
inappropriate.  Moreover, the Letter stated that OFIs are 
unique to the System and the FCA's regulations are designed 
not to hinder these relationships. 

 

We believe the existing approach to risk weighting OFI 
exposures has worked well since it was adopted in 2004.  As 
we said at that time, when we first adopted a 50-percent 
risk weight for lower-risk non-depository institution/non-
credit union OFI exposures:   

Lowering the capital requirements for most OFI 
loans will lower the operating costs of the OFI 
program to Farm Credit banks. This, in turn, should 
lower the cost of funds to well-capitalized and 
well-managed OFIs. Lower funding costs should 
enable these OFIs to reduce interest rates charged 
to their borrowers. These results would advance the 
System's public policy mission to provide 
affordable credit on a consistent basis to 
agriculture and rural America. Greater flexibility 
for the risk weighting of OFI loans should provide 
the Farm Credit banks additional incentives to 
expand their lending to both existing and new 
OFIs.96 

 

These ideas continue to be true today.  Accordingly, 
the final rule retains a 50-percent risk weight for 
exposures to non-depository institution/non-credit union 
OFIs that meet capital, risk identification and control, 
and operational standards similar to regulated depository 
institutions and credit unions.  The final rule also 
retains a 50-percent risk weight for exposures to non-
depository institution/non-credit union OFIs that are 
                                                

96 69 FR 29852, 29862, May 26, 2004. 
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investment grade or are owned and controlled by an 
investment grade entity that guarantees the exposures.   

 
In accordance with the Dodd-Frank Act, "investment 

grade" in the final rule refers to the definition in the 
rule rather than to NRSRO ratings.  The final rule defines 
"investment grade," in pertinent part, to mean that the 
entity to which the System institution is exposed through a 
loan has adequate capacity to meet financial commitments 
for the projected life of the exposure.  Such an entity has 
adequate capacity to meet financial commitments if the risk 
of its default is low and the full and timely repayment of 
principal and interest is expected. 

 
We do not intend for the elimination of NRSRO ratings 

to change substantively the standards System institutions 
must follow when deciding whether an exposure is investment 
grade.  A System institution may, but is not required to, 
consider NRSRO ratings as part of its independent 
investment grade determination and due diligence.  An 
institution's consideration of NRSRO ratings must be 
supplemented by the institution's own independent analysis; 
an exposure does not automatically satisfy an investment 
grade standard by virtue of its NRSRO rating. 

 
We decline to eliminate the 100-percent risk weight 

for exposures to OFIs that do not satisfy the criteria for 
a more favorable risk weight.  The higher risk inherent in 
exposures to those OFIs warrants the 100-percent risk 
weight that is generally applicable to corporate exposures. 

 
Finally, in contrast to the FCA's existing risk-based 

capital rules, all securities firms are subject to the same 
treatment as corporate exposures. 
 
7. Residential Mortgage Exposures 

 
The FCA's existing risk-based capital rules assign 

"qualified residential loans" to the 50-percent risk-weight 
category.97  Qualified residential loans include both rural 
home loans authorized under § 613.3030 and single-family 
                                                

97 Section 615.5211(c)(2). 
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residential loans to bona fide farmers, ranchers, and 
producers and harvesters of aquatic products.  Qualified 
residential loans must have been approved in accordance 
with prudent underwriting standards suitable for 
residential property and must not be 90 days or more past 
due or carried in nonaccrual status.98  If the loan does not 
satisfy these safety and soundness standards, or the 
property is not characteristic of residential property, the 
loan receives a 100-percent risk weight. 

 
In general, although our existing rule is structured 

differently, our existing safety and soundness standards 
are very similar to the U.S. rule's risk-weighting 
requirements for residential mortgage exposures.99  The 
major differences between the two sets of rules are the 
FCA's criteria regarding the characteristics of residential 
property, which the U.S. rule does not have. 

 
In the interest of consistency, we now structure our 

final rule the same way as the Federal banking regulatory 
agencies do.  Moreover, we adopt the safety and soundness 
standards of the Federal banking regulatory agencies.  As 
mentioned above, and as discussed below, although these 
standards are already very similar, there are a few changes 
to our rule.  Finally, while we retain two of our existing 
requirements regarding the characteristics of residential 
property, the final rule eliminates the rest of these 
requirements as unnecessary and burdensome.100 

                                                

98 See definition of qualified residential loan in § 615.5201.  In 
addition to these credit risk standards, qualified residential loans 
must also satisfy a number of criteria designed to ensure that the 
property is residential in nature.  The conditions for a loan to be 
considered nonaccrual are set forth in § 621.6(a) of the FCA's 
regulations.  This final rule does not change that provision. 
99 These agencies retained their existing risk-weighting requirements 
for residential mortgage exposures when they adopted their new capital 
rules. 
100 Although the final rule deletes the specific requirements in this 
area, FCA examiners will continue to verify that residential property 
securing an exposure risk weighted as a residential mortgage exposure 
does in fact exhibit characteristics of residential rather than 
agricultural property.  If examiners determine that the property is 
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The final rule defines a residential mortgage exposure 
as an exposure (other than a securitization exposure or equity 
exposure) that is primarily secured by a first or subsequent 
lien on one-to-four family residential property, provided 
that the dwelling (including attached components such as 
garages, porches, and decks) represents at least 50 percent 
of the total appraised value of the collateral secured by 
the first or subsequent lien.101 

 
The final rule assigns a residential mortgage exposure 

to the 50-percent risk-weight category if the property is 
either owner-occupied or rented102 and if the exposure was 
made in accordance with prudent underwriting standards 
suitable for residential property, including standards 
relating to the loan amount as a percentage of the 
appraised value of the property;103 is not 90 days or more 
past due or carried in non-accrual status; and is not 
restructured or modified.104    
 
 A System institution must assign a 100-percent risk 
weight to all residential mortgage exposures that do not 
satisfy the criteria for a 50-percent risk weight. 

 
The final rule maintains the current risk-based capital 

treatment for residential mortgage exposures that are 
guaranteed by the U.S. Government or U.S. Government 
agencies.  Accordingly, residential mortgage exposures that 

                                                

agricultural in nature, they will require appropriate adjustment of the 
risk-based capital treatment. 

101 To ensure that the collateral is primarily residential rather than 
agricultural in nature, the final rule revises the definition adopted 
in the U.S. rule to include the requirement regarding the appraised 
value of the dwelling relative to the value of the collateral as a 
whole.  
102 The FCA's final risk-weighting provisions do not expand the lending 
authorities of System institutions. 
103 The requirement that the underwriting standards be suitable for 
residential property is the other requirement the final rule adds to 
ensure that the collateral is primarily residential rather than 
agricultural in nature. 
104 The FCA's existing regulation does not prohibit loans that have been 
restructured or modified from receiving a 50-percent risk weight.  The 
other requirements of the final rule carry over from our existing 
regulation. 
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are unconditionally guaranteed by the U.S. Government or a 
U.S. Government agency receive a 0-percent risk weight, and 
residential mortgage exposures that are conditionally 
guaranteed by the U.S. Government or a U.S. Government 
agency receive a 20-percent risk weight. 

 
Under the final rule, a residential mortgage exposure 

may be assigned to the 50-percent risk-weight category only 
if it is not restructured or modified.  We believe this new 
restriction on System institution risk weighting, which the 
Federal banking regulatory agencies adopted, is appropriate 
based on risk. 

 
However, a residential mortgage exposure modified or 

restructured on a permanent or trial basis solely pursuant 
to the U.S. Treasury's Home Affordable Mortgage Program 
(HAMP) is not considered to be restructured or modified and 
continues to receive a 50-percent risk weighting.  Treating 
mortgage loans modified pursuant to HAMP in this manner is 
appropriate in light of the special and unique incentive 
features of HAMP, and the fact that the program is offered 
by the U.S. Government to achieve the public policy 
objective of promoting sustainable loan modifications for 
homeowners at risk of foreclosure in a way that balances 
the interests of borrowers, servicers, and lenders.105 

 
System institutions should be mindful that the 

residential mortgage market is likely to change in the 
future, in part because of regulations the CFPB is adopting 
to improve the quality of mortgage underwriting and to 
reduce the associated credit risk and in part for market-
driven or other reasons.  The FCA may propose changes in 
the treatment of residential mortgage exposures in the 
future.  If so, we intend to take into consideration 
structural and product market developments, other relevant 
regulations, and potential issues with implementation 
across various product types. 
 
8. High Volatility Commercial Real Estate Exposures 

                                                

105 The U.S. rule establishes risk weights for "pre-sold residential 
construction loans" and "statutory multifamily mortgages."  These are 
loans that are authorized by statutes that do not apply to System 
institutions, and therefore we do not adopt risk weights for them.   
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We proposed to assign a 150-percent risk weight to 
HVCRE exposures, unless those exposures satisfied one or 
more of four specified exemptions.  Because the System 
Comment Letter identified this as one of its threshold 
issues, we discuss this issue above, in Section I.D.8. of 
this preamble.  As explained in that section, we are not 
finalizing the provisions governing HVCRE exposures at this 
time, but we expect that we will engage in additional 
rulemaking or issue guidance on HVCRE exposures in the 
future. 
 
9. Past Due and Nonaccrual Exposures  

 
Under the FCA's existing risk-based capital rules, the 

risk weight of a loan does not change if the loan becomes 
past due or enters nonaccrual status, with the exception of 
certain residential mortgage loans.  Like the Federal 
banking regulatory agencies, however, the FCA believes that 
a higher risk weight is appropriate for past due and 
nonaccrual exposures (such as past due or nonaccrual 
agricultural or other borrower loans) to reflect the 
increased risk associated with such exposures.  We adopt 
without modification the proposed treatment of past due and 
nonaccrual exposures, which reflects the impaired credit 
quality of such exposures. 

 
The final rule requires a System institution to assign 

a risk weight of 150 percent to an exposure that is not 
guaranteed or is not secured by financial collateral (and 
that is not a sovereign exposure or a residential mortgage 
exposure) if it is 90 days or more past due or recognized as 
nonaccrual.106  We believe this risk weight is appropriate 
and that any increased capital burden, potential rise in 
procyclicality, or impact on lending associated with the 
increased risk weight is justified given the overall 
objective of capturing the risk associated with the 
impaired credit quality of these exposures. 

 

                                                

106 FCA regulations at subpart C of part 621 govern loan performance and 
valuation assessment.  A loan is considered nonaccrual if it meets any 
of the conditions specified in § 621.6(a).  A loan may be reinstated to 
accrual status if it meets each of the criteria specified in § 621.9.   
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Moreover, the increased risk weight does not double-
count the risk of a past due or nonaccrual exposure, even 
though the ALL is already reflected in the risk-based 
capital numerator, because the ALL is intended to cover 
estimated, incurred losses as of the balance sheet date, 
not unexpected losses.  The higher risk weight on past due 
and nonaccrual exposures ensures sufficient regulatory 
capital for the increased probability of unexpected losses 
on these exposures.   

 
Rather than assigning a 150-percent risk weight under 

this section, a System institution is permitted to assign a 
risk weight pursuant to §§ 628.36 and 628.37 to the portion 
of a past due or nonaccrual exposure that is collateralized 
by financial collateral or that is guaranteed if the financial 
collateral, guarantee, or credit derivative meets the 
requirements for recognition described in those sections.107 

 
The System Comment Letter agreed that our proposed 

risk weight for past due exposures was consistent with that 
of the Federal banking regulatory agencies, but it 
expressed concern that the FCA, as a matter of examination 
practice, has been prescriptive and slow to recognize the 
performance of a loan that is in past due or nonaccrual 
status.  The Letter stated that the FCA's approach has 
resulted in a significant level of cash-basis nonaccrual 
loans, and it asked the FCA to provide improved examination 
direction for the movement of loans from nonaccrual to 
accrual. 

 
An association commented that System institutions are 

much more conservative than commercial banks in their 
willingness to move accounts into nonaccrual status even if 
the loans remain in compliance and are current, as 

                                                

107 Final § 628.2 defines financial collateral as collateral in the form 
of, in pertinent part, cash, investment grade debt instruments that are 
not resecuritization exposures, publicly traded equity securities and 
convertible bonds, and mutual fund (including money market fund) shares 
if a price is publicly quoted daily, in which the System institution 
has a perfected, first-priority security interest (except for cash).  
Financial collateral does not include collateral such as real estate 
(whether agricultural or not) or chattel. 
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evidenced by the high percentage of current nonaccrual 
loans.  This association asserted that requiring 50-percent 
additional capital for these loans will create an incentive 
to loosen these conservative standards, and it recommended 
that we revise the rule to apply only to exposures that are 
both 90 days past due and nonaccrual (rather than either 90 
days past due or nonaccrual, as in the proposed rule).  
Alternatively, the association requested that we delete the 
nonaccrual standard completely and retain only the 90 days 
past due standard. 

 
We decline to change, in this rulemaking, either our 

existing regulations governing nonaccrual status or the 
regulation governing risk weights for past due and 
nonaccrual loans that we now adopt.  FCA's standards for 
nonaccrual loans are generally similar, although not 
identical, to those of the Federal banking regulatory 
agencies.108  Although there may be some differences in 
standards that would result in some loans being considered 
nonaccrual in the System but not nonaccrual by a commercial 
bank, we believe nonaccrual exposures have more risk and 
therefore that a higher risk weight is warranted.109 

 

                                                

108 The Federal banking regulatory agencies do not appear to define 
nonaccrual standards by regulation.  In its Instructions for 
Preparation of Consolidated Reports of Condition and Income (call 
report instructions), however, the Federal Financial Institutions 
Examination Council (FFIEC) defines nonaccrual status and explains when 
an asset is to be reported as being in nonaccrual status.  The FFIEC is 
a formal interagency body established by law in 1979 and empowered, 
among other things, to prescribe uniform principles, standards, and 
report forms for the Federal examination of financial institutions by 
the Federal banking regulatory agencies.  The instructions for FFIEC 
031 (filed by banks with foreign offices) and FFIEC 041 (filed by banks 
without foreign offices) define "nonaccrual status" in the glossary 
(pp. A-59 – A-62) and explain when an asset is to be reported as being 
in nonaccrual status (pp. RC-N-2 – RC-N-3).  These call report 
instructions were last updated in June 2015.   
109 As discussed above, our existing capital rules assign a 50 percent 
risk weight to "qualified residential loans," the definition of which 
includes that such loans are not 90 days or more past due or carried in 
nonaccrual status, while all other residential loans are assigned a 100 
percent risk weight.  
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Nevertheless, we appreciate the comments we received 
on this issue.  The FCA's Spring 2016 Regulatory Projects 
Plan, adopted by the FCA Board on February 11, 2016, 
indicates that we are reviewing, through April 2016, a 
project that would consider amendments to the criteria for 
reinstating nonaccrual loans under § 621.9.110 
 
10. Other Assets 

 
Generally consistent with our existing risk-based 

capital rules, the final rule assigns the risk weights 
described below for the following exposures: 

 
(1) A 0-percent risk weight to cash owned and held in 

all offices of the System institution, in transit, or in 
accounts at a depository institution or a Federal Reserve 
Bank; to gold bullion held in a depository institution's 
vaults on an allocated basis to the extent gold bullion 
assets are offset by gold bullion liabilities; and to 
exposures that arise from the settlement of cash 
transactions (such as equities, fixed income, spot foreign 
exchange and spot commodities) with a central counterparty 
where there is no assumption of ongoing counterparty credit 
risk by the central counterparty after settlement of the 
trade; 

 
(2) A 20-percent risk weight to cash items in the 

process of collection;  
 
(3) A 100-percent risk weight to DTAs arising from 

temporary differences relating to net operating loss 
carrybacks; 

 

(4) A 100-percent risk weight to all MSAs; and  

(5) A 100-percent risk weight to all assets not 
specifically assigned a different risk weight under this 
rule (other than exposures that would be deducted from tier 
1 or tier 2 capital pursuant to § 628.22).  

                                                

110 http://www.fca.gov/Download/RegProjPlanSpring2016.pdf. 
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As discussed above, the FCA's final rule, unlike the 
U.S. rule, requires a System institution to deduct from 
capital all DTAs, other than those arising from temporary 
differences that relating to net operating loss carrybacks.  
In addition, because System institutions have such little 
exposure to MSAs, the final rule simplifies the capital 
treatment that would apply under the U.S. rule.  
Accordingly, we risk weight DTAs and MSAs as stated above 
rather than adopting the capital treatment, including the 
250-percent risk weight, adopted in the U.S. rule.111 
 
11. Exposures to Other System Institutions 

 
Under final § 628.22, as discussed above, a System 

institution must deduct from regulatory capital all equity 
investments (including preferred stock) in another System 
institution, and therefore we do not provide a risk 
weighting for these investments.  These investments could 
include, for example, an association's investment in a 
System bank and a System bank's investment in an 
association.  

 
System institutions have the authority to enter into 

loss-sharing agreements with other System institutions 
under § 614.4340.  If System institutions enter into a 
loss-sharing agreement in the future, the FCA would assign 
a risk weight for any associated exposures at that time, 
using our regulatory reservation of authority.  
 
12. Specialized Exposures 

 

By FCA Bookletter BL-052, dated January 25, 2006, the 
FCA permitted loans recorded before January 1, 2006 that 
were supported by Tobacco Buyout assignments to be risk 
weighted at 20 percent.112  FCA Bookletter BL-052 will 
remain in effect for the duration of these loans.  

                                                

111 If a System institution were to increase significantly its exposures 
to MSAs, we would consider exercising our authority to require a higher 
risk weight. 

112 Such loans recorded after this date were required to be risk weighted 
at 100 percent. 
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Accordingly, this capital treatment does not need to be 
addressed in this final rule, and no additional guidance is 
necessary.  

By FCA Bookletter BL-053, dated February 27, 2007, the 
FCA permitted System institutions to assign a lower risk 
weight than would otherwise apply to certain electrical 
cooperative assets, based on the unique characteristics and 
lower risk profile of this industry segment.113  We did not 
propose this favorable risk weighting for these exposures 
in this rule, but we sought comment as to whether we should 
retain this risk weighting.  Because the System Comment 
Letter identified this as one of its threshold issues, we 
discuss this issue above, in Section I.D.7. of this 
preamble.  As explained in that section, we do not include 
this lower risk weight for exposures to electric 
cooperative assets in this final rule, but FCA Bookletter 
BL-053 remains in effect.  We continue to evaluate the 
comments we have received and anticipate that we will issue 
further guidance on the capital treatment of these 
exposures in the future.    
 
C. Off-Balance Sheet Items 
 
1. Credit Conversion Factors (CCF) 

 
Under this final rule, as under our existing risk-based 

capital rules, a System institution calculates the exposure 
amount of an off-balance sheet item by multiplying the off-
balance sheet component, which is usually the contractual 
amount, by the applicable CCF.  This treatment applies to 
off-balance sheet items, such as commitments, contingent 
items, guarantees, certain repo-style transactions, 
financial standby letters of credit, and forward agreements. 

 
We proposed to impose the risk weight and CCF 

requirements on the unused commitment of a System bank to 
an association to fund the direct loan.114  The agreement by 
                                                

113 We authorized this treatment under our regulatory reservation of 
authority. 
114 Such a commitment is not unconditionally cancelable by the System 
bank.  Under the GFA that governs the commitment, a System bank must 



 

 

139 

 

 

a System bank to fund an association's direct loan 
satisfies the rule's definition of commitment, which is 
"any legally binding agreement that obligates a System 
institution to extend credit or to purchase assets."115  
Moreover, as discussed in the preamble to the proposed 
rule, we believe these commitments carry risk that warrants 
the holding of capital against them. 

 
Because the System Comment Letter identified this as 

one of its threshold issues, we discuss this issue above, 
in Section I.D.9. of this preamble.  We discuss several 
technical and mechanical issues in this section. 

 
This final rule clarifies that unused commitments on 

bank loans to OFIs are also subject to this capital 
treatment.  Although it was not stated explicitly in the 
proposed rule, it was clear from the definition of 
"commitment" that commitments from banks to OFIs were 
included in this provision.116 

 
We provide the clarification that several commenters 

sought on the mechanics of the capital calculation.  One 
commenter asked FCA to confirm that a 20-percent CCF would 
be applied to the wholesale unused commitment and that a 
20-percent risk weight would be applied to the association 
obligor.  With respect to associations, we confirm both of 
these interpretations.  Under final § 628.33(b)(2)(iii), a 
System bank's unused commitment to an association that is 
not unconditionally cancelable by the System bank is 
assigned a 20-percent CCF, regardless of maturity.  And 
final § 628.32(c) assigns a 20-percent risk weight to an 
exposure to a GSE (other than an equity exposure or 

                                                

continue to fund the direct loan as long as the association or OFI 
satisfies specified conditions. 
 
115 Section 628.2. 
116 We note that FCA regulation § 614.4560 requires System banks and OFIs 
to execute GFAs that are subject to the same regulations that bank-
association GFAs are subject to. 
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preferred stock), including direct loans from System banks 
to associations.117 

 
Another commenter presumed, since the GFA is usually a 

multi-year agreement, that a 50-percent CCF would be 
assigned to the commitment.  As discussed above, the final 
rule assigns a 20-percent CCF to the commitment, regardless 
of its term, whether it is to an association or to an OFI. 

 
A commenter asked how the commitment amount should be 

calculated, since the excess amount of the borrowing base 
changes on a daily basis.  As discussed above, FCA 
regulation § 614.4125(d), which requires the GFA or 
promissory note to establish a maximum credit limit 
determined by objective standards, requires the maximum 
credit limit to be a specific dollar amount rather than an 
amount based on the daily borrowing base.  Final 
§ 628.33(a)(5) provides that the exposure amount of a 
System bank's unused commitment to an association or OFI is 
the difference between the association's or OFI's maximum 
credit limit with the System bank (as established by the 
general financing agreement or promissory note, as required 
by § 614.4125(d)) and the amount the association or OFI has 
borrowed from the System bank.  For example, if a System 
bank has a $100 maximum credit limit to an association or 
OFI and the association or OFI has $80 outstanding on its 
direct loan, the System bank's exposure amount on its 
unused commitment would be $20.  

 
A commenter asked how frequently this calculation 

should be performed.  An institution must remain above the 
minimum capital requirements at all times, and it must 
therefore perform the calculation as often as is necessary 
to ensure compliance with these regulations. 

 
Similar to the current risk-based capital rules, under 

the final rule a System institution would apply a 0-percent 
CCF to the unused portion of commitments that are 

                                                

117 The unused commitment of a bank to an OFI that is not unconditionally 
cancelable by the System bank is also subject to a 20-percent CCF, 
regardless of maturity.  As discussed above, OFI exposures are assigned 
a risk weight of 20 percent, 50 percent, or 100 percent, depending on 
the OFI. 
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unconditionally cancelable by the institution.  
Unconditionally cancelable means a commitment that a System 
institution may, at any time, with or without cause, refuse 
to extend credit under the commitment (to the extent 
permitted under applicable law).  In the case of an 
operating line of credit, a System institution is deemed 
able to unconditionally cancel the commitment if it can, at 
its option, prohibit additional extensions of credit, reduce 
the credit line, and terminate the commitment to the full 
extent permitted by applicable law.  If a System 
institution provides a commitment that is structured as a 
syndication, it is required to calculate the exposure amount 
only for its pro rata share of the commitment. 

 
The final rule maintains the current 20-percent CCF for 

self-liquidating, trade-related contingencies with an 
original maturity of 14 months or less.118  In addition, the 
final rule increases the CCF from 0 percent to 20 percent 
for commitments with an original maturity of 14 months or 
less that are not unconditionally cancelable by a System 
institution. 

 
As under our existing risk-based capital rules, under 

the final rule a System institution would apply a 50-percent 
CCF to unused commitments with an original maturity of more 
than 14 months that are not unconditionally cancelable by 
the institution (except, as discussed above, commitments of 
System banks to fund direct loans to associations or OFIs, 
which have a CCF of 20 percent) and to transaction-related 
contingent items, including performance bonds, bid bonds, 
warranties, and performance standby letters of credit. 

 
Under this final rule, a System institution would be 

required to apply a 100-percent CCF to off-balance sheet 
guarantees, repurchase agreements, credit-enhancing 
representations and warranties that are not securitization 
                                                

118 As under our existing rules, we adopt a 14-month rather than a 12-
month original maturity because the agricultural production cycle and 
related marketing efforts typically extend beyond 12 months.  A 14-
month maturity allows a commitment for an operating loan to cover an 
entire cycle.  A new commitment would be issued for the next cycle.  
Allowing more favorable capital treatment for a 14-month rather than a 
12-month commitment does not materially raise risk in the portfolios of 
System institutions. 
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exposures, securities lending and borrowing transactions, 
financial standby letters of credit, forward agreements, and 
other similar exposures.  The off-balance sheet component of 
a repurchase agreement equals the sum of the current fair 
values of all positions the System institution has sold 
subject to repurchase.  The off-balance sheet component of 
a securities lending transaction is the sum of the current 
fair values of all positions the System institution has lent 
under the transaction.  For securities borrowing 
transactions, the off-balance sheet component is the sum of 
the current fair values of all non-cash positions the 
institution has posted as collateral under the transaction.  
In certain circumstances, a System institution may instead 
determine the exposure amount of the transaction as 
described in § 628.37 of the final rule. 

 

In contrast to our existing risk-based capital rules, 
which require capital for securities lending and borrowing 
transactions and repurchase agreements only if they generate 
an on-balance sheet exposure, the final rule requires a 
System institution to hold risk-based capital against all 
repo-style transactions (that is, repurchase agreements, 
reverse repurchase agreements, securities lending 
transactions, and securities borrowing transactions), 
regardless of whether they generate on-balance sheet 
exposures, as described in § 628.37 of the final rule.  For 
example, capital is required against the cash receivable 
that a System institution generates when it borrows a 
security and posts cash collateral to obtain the security.  
We adopt this approach because System institutions face 
counterparty credit risk when engaging in repo-style 
transactions, even if those transactions do not generate on-
balance sheet exposures, and thus these transactions should 
not be exempt from risk-based capital requirements. 

2. Credit-Enhancing Representations and Warranties 
 
Consistent with our existing risk-based capital rules, 

under the final rule a System institution is subject to a 
risk-based capital requirement when it provides credit-
enhancing representations and warranties on assets sold or 
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otherwise transferred to third parties, as such positions 
are considered recourse arrangements.119  

 
A System institution is required to hold capital only 

for the maximum contractual amount of its exposure under 
the representations and warranties, not against the value 
of the underlying loan.  Moreover, a System institution 
must hold capital for the life of a credit-enhancing 
representation and warranty, but not after its expiration, 
regardless of the maturity of the underlying loan.  
 
D. Over-the-Counter Derivative Contracts 

 

We proposed capital treatment that would require a 
System institution to hold risk-based capital for 
counterparty credit risk for an OTC derivative contract.  We 
received no comments on this proposed capital treatment, 
and we adopt it as proposed.   

As defined in final § 628.2, a derivative contract is a 
financial contract whose value is derived from the values 
of one or more underlying assets, reference rates, or 
indices of asset values or reference rates.  A derivative 
contract includes interest rate, exchange rate, equity, 
commodity, credit, and any other derivative contract that 
poses similar counterparty credit risks.  Derivative 
contracts also include unsettled securities, commodities, 
and foreign exchange transactions with a contractual 
settlement or delivery lag that is longer than the lesser of 
the market standard for the particular instrument or 5 
business days.  This applies, for example, to mortgage-
backed securities (MBS) transactions that the GSEs conduct 
in the To-Be-Announced market. 

 
Under the final rule, an OTC derivative contract does 

not include a derivative contract that is a cleared 
transaction, which is subject to a specific treatment as 
described elsewhere in this preamble. 

                                                

119 Sections 615.5201 and 615.5210. 
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The preamble to the proposed rule explains how to 
determine the risk weighted asset amount for a single OTC 
derivative contract that is not subject to a qualifying 
master netting agreement and for multiple OTC derivative 
contracts subject to a qualifying master netting 
agreement.120  It also explains how to recognize, in risk 
weighting OTC derivative contracts, the risk mitigation 
benefits of financial collateral and credit derivatives.121 

 
Rather than repeating the discussion of this capital 

treatment that we provided in the preamble to the proposed 
rule, we invite interested persons to review the discussion 
in that preamble.122 
 
E. Cleared Transactions 

 
Like the BCBS and the Federal banking regulatory 

agencies, the FCA supports incentives designed to encourage 

                                                

120  The Federal banking regulatory agencies and the Federal Housing 
Finance Administration, together with the FCA, have adopted a rule that 
establishes minimum margin requirements for covered swap entities.  80 
FR 74040, November 30, 2015.  That margin rule permits a covered swap 
entity to calculate variation margin requirements on an aggregate, net 
basis under an eligible master netting agreement with a counterparty.  
In order to minimize operational burden for a covered swap entity, 
which otherwise would have to make a separate determination as to 
whether its netting agreements meet the requirements of this capital 
rule as well as comply with the margin rule, the definition of eligible 
master netting agreement in the margin rule aligns with the definition 
of qualifying master netting agreement in this capital rule.  Like the 
proposed capital rule, however, this final capital rule uses the term 
"qualifying master netting agreement" to avoid confusion with and 
distinguish from the term used under the margin rules.  
121 Final § 628.2 defines financial collateral as collateral in the form 
of, in pertinent part, cash, investment grade debt instruments that are 
not resecuritization exposures, publicly traded equity securities and 
convertible bonds, and mutual fund (including money market fund) shares 
if a price is publicly quoted daily, in which the System institution 
has a perfected, first-priority security interest (except for cash).  
Financial collateral does not include collateral such as real estate 
(whether agricultural or not) or chattel. 
122 See Section IV.D. of the preamble to the proposed rule, 79 FR 52838 – 
52840, September 4, 2014. 
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clearing of derivative and repo-style transactions123 through 
a central counterparty (CCP) wherever possible in order to 
promote transparency, multilateral netting, and robust risk 
management practices.  Although there are some risks 
associated with CCPs, we believe that CCPs generally help 
improve the safety and soundness of the derivatives and 
repo-style transactions markets through the multilateral 
netting of exposures, establishment, and enforcement of 
collateral requirements, and the promotion of market 
transparency. 

 

We adopt without change the capital treatment that we 
proposed for cleared transactions.  We received one comment 
that supported this proposed capital treatment.124 

Under the final rule, a System institution, acting as a 
clearing member client, is required to hold risk-based 
capital for all of its cleared transactions.  The preamble 
to the proposed rule explains the definition of cleared 
transaction, as well as other relevant terms, such as 
clearing member client.  It also explains that derivative 
transactions must satisfy additional criteria to be cleared 
transactions and that derivative transactions that do not 
meet these additional criteria are OTC derivative 
transactions.  In addition, it explains the capital 
treatment for cleared transactions. 

                                                

123 See § 628.2 of the final rule for the definition of a repo-style 
transaction. 
124 The Federal banking regulatory agencies adopted regulatory provisions 
contemplating that their regulated banking organizations could act as 
clearing members as well as clearing member clients.  We did not 
propose comparable provisions based on our belief that System 
institutions would not want to act as clearing members because of the 
complexity, and we stated that in the absence of such regulations, we 
could address risk-weighting issues on a case-by-case basis.  In 
response to our specific invitation for comment on whether we should 
adopt such provisions, the System Comment Letter agreed with our 
omission, stating that the commenters applauded FCA's overall 
philosophical approach of not including complicated provisions that are 
not currently applicable and, as a result, are unnecessary.  
Accordingly, the final rule, like the proposed rule, contains no such 
provisions. 
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Rather than repeating the discussion of this capital 
treatment that we provided in the preamble to the proposed 
rule, we invite interested persons to review the discussion 
in that preamble.125 
 
F. Credit Risk Mitigation 

 
System institutions use a number of techniques to 

mitigate credit risks.  For example, a System institution 
may collateralize exposures with cash or securities; a third 
party may guarantee an exposure; a System institution may 
buy a credit derivative to offset an exposure's credit risk; 
or a System institution may net exposures with a 
counterparty under a netting agreement. 

 
The final rule adopts without change the proposed 

rule's approach to allowing System institutions to recognize 
the risk-mitigation effects of guarantees, credit 
derivatives, and collateral for risk-based capital purposes. 
We received one comment that supported this proposed 
capital treatment.126   

 
As the preamble to the proposed rule explains, a 

System institution generally may use a substitution 
approach to recognize the credit risk mitigation effect of 

                                                

125 See Section IV.E. of the preamble to the proposed rule, 79 FR 52840 – 
52842, September 4, 2014. 
126 Unlike the Federal banking regulatory agencies, we did not propose to 
permit System institutions to calculate market price volatility and 
foreign exchange volatility using their own internal estimates.  We 
explained that we believed, due to the complexity of developing and 
using these estimates, that no System institution would be likely to 
use its own estimates of haircuts, and we noted that even without such 
a provision, we would be able to permit a System institution to use its 
own estimates in the future on a case-by-case basis, using standards 
similar to those contained in the U.S. rule. 
In response to our request for comment on whether our regulation should 
permit the use of a System institution's own estimates, the System 
Comment Letter stated that it saw no need for a provision of this 
nature.  It stated that the provisions we had proposed appear currently 
workable for the System, and it applauded the FCA for not including 
provisions that are not currently applicable or expected to be needed 
any time soon.  Accordingly, like the proposed rule, the final rule 
does not permit System institutions to calculate market price 
volatility and foreign exchange volatility using their own internal 
estimates. 
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an eligible guarantee from an eligible guarantor and the 
simple approach to recognize the credit risk mitigation 
effect of collateral.  That preamble explains these 
approaches in detail. 

 
The preamble to the proposed rule also explains that 

although the use of credit risk mitigants may reduce or 
transfer credit risk, it simultaneously may increase other 
risks, including operational, liquidity, or market risk.  
Accordingly, a System institution is expected to employ 
robust procedures and processes to control risks, including 
roll-off and concentration risks, and monitor and manage the 
implications of using credit risk mitigants for the 
institution's overall credit risk profile. 
 

 Rather than repeating the discussion of this capital 
treatment that we provided in the preamble to the proposed 
rule, we invite interested persons to review the discussion 
in that preamble.127 

G. Unsettled Transactions 
 
The final rule provides for a separate risk-based 

capital requirement for transactions involving securities, 
foreign exchange instruments, and commodities that have a 
risk of delayed settlement or delivery.  This capital 
requirement does not, however, apply to certain types of 
transactions, including:  

 
(1) Cleared transactions that are marked-to-market 

daily and subject to daily receipt and payment of variation 
margin;  

 
(2) Repo-style transactions, including unsettled repo-

style transactions;  
 
(3) One-way cash payments on OTC derivative contracts; 

or  

                                                

127 See Section IV.F. of the preamble to the proposed rule, 79 FR 52842 – 
52846, September 4, 2014. 
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(4) Transactions with a contractual settlement period 
that is longer than the normal settlement period (which the 
rule defines as the lesser of the market standard for the 
particular instrument or 5 business days).128 

 
Under the final rule, in the case of a system-wide 

failure of a settlement, clearing system, or central 
counterparty, the FCA may waive risk-based capital 
requirements for unsettled and failed transactions until the 
situation is rectified. 

 
This capital treatment is unchanged from that in the 

proposal.  We received no comments on this proposed capital 
treatment. 

 
The preamble to the proposed rule explains that the 

rule provides separate treatments for delivery-versus-
payment (DvP) and payment-versus-payment (PvP) transactions 
with a normal settlement period, and non DvP/PvP 
transactions with a normal settlement period.  It explains 
these transactions and their capital treatments. 

 
Rather than repeating the discussion of this capital 

treatment that we provided in the preamble to the proposed 
rule, we invite interested persons to review the discussion 
in that preamble.129 

 
H. Risk Weighted Assets for Securitization Exposures 

 
Under the FCA's existing risk-based capital rules, a 

System institution may use external ratings issued by NRSROs 
to assign risk weights to certain recourse obligations, 
residual interests, direct credit substitutes, asset-backed 
securities (ABS), and MBS.  The final rule revises the risk-
based capital framework for securitization exposures.  
These revisions include removing references to and reliance 
on credit ratings to determine risk weights for these 
exposures and using alternative standards of 
creditworthiness, as required by section 939A of the Dodd-

                                                

128 Such transactions are treated as derivative contracts as provided in 
§ 628.34 or § 628.35 of the rule. 
129 See Section IV.G. of the preamble to the proposed rule, 79 FR 52846 – 
52847, September 4, 2014. 
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Frank Act.  In addition, we update the terminology for the 
securitization framework, include a definition of a 
securitization exposure that encompasses a wider range of 
exposures with similar risk characteristics, and implement 
new due diligence requirements for securitization 
exposures. 

 

The final rule adopts without change the proposed 
risk-based capital framework for securitization exposures.  
The final rule defines a securitization exposure as an on- 
or off-balance sheet credit exposure (including credit-
enhancing representations and warranties) that arises from a 
traditional or synthetic securitization (including a 
resecuritization), or an exposure that directly or 
indirectly references a securitization exposure. 

The preamble to the proposed rule (1) explains that 
the securitization framework is designed to address the 
credit risk of exposures that involve the tranching of the 
credit risk of one or more underlying financial exposures;130 
(2) provides an overview of the securitization framework 
and explains the definitions of terms used in the 
framework, such as traditional securitization, synthetic 
securitization, and resecuritization exposure; (3) explains 
the operational requirements for institutions using the 
securitization framework, including due diligence 
requirements; (4) explains that System institutions 
generally must calculate a risk weighted asset amount for a 
securitization exposure by applying either the simplified 
supervisory formula approach or a gross-up approach; 
(5) explains how to determine the exposure amount of a 
securitization exposure; and (6) explains exceptions under 
the securitization framework, alternative treatments for 
certain types of securitization exposures, and other 
important matters. 

                                                

130 Only those MBS that involve tranching of credit risk are considered 
securitization exposures.  Mortgage-backed pass-through securities (for 
example, those guaranteed by Freddie Mac or Fannie Mae) that feature 
various maturities but do not involve tranching of credit risk do not 
meet the definition of a securitization exposure.  These securities are 
risk weighted in accordance with the general risk-weighting provisions. 
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Rather than repeating the comprehensive discussion of 
this capital treatment that we provided in the preamble to 
the proposed rule, we invite interested persons to review 
the discussion in that preamble.131  We received two 
comments on this proposed capital treatment, which we now 
address. 

 
First, we received comments on the omission of 

references to asset-backed commercial paper (ABCP) programs 
in the proposed rule.  The U.S. rule excludes certain 
exposures to asset-backed commercial paper (ABCP) programs 
from the definition of resecuritization exposure.  That 
rule defines an ABCP program as a program established 
primarily for the purpose of issuing commercial paper that 
is investment grade and backed by underlying exposures held 
in a bankruptcy-remote special purpose entity. 

 
The System has access to the capital markets through 

the Funding Corporation; we believe it unlikely that a 
System institution would establish an ABCP program, because 
if the Funding Corporation's ability to issue debt ever was 
impeded, we believe the ability of an ABCP program to issue 
commercial paper would face the same difficulties.  
Accordingly, in the interest of simplifying our regulations 
where possible, we proposed to make no reference to ABCP 
programs. 

 
In response to our specific request for comment as to 

whether we should include provisions in our risk-based 
capital rules regarding ABCP programs that are comparable 
to those in the U.S. rule, the System Comment Letter stated 
that our reason for proposing to omit ABCP provisions 
seemed reasonable and logical, that it seemed unlikely that 
either the System or an individual System bank would seek 
to establish an ABCP program, and that in the unlikely 
event they did want to establish such a program, the FCA 
could address it on a case-by-case basis.  The Letter 
concluded, therefore, that ABCP provisions are unnecessary.  
Accordingly, the final rule, like the proposed rule, makes 
no reference to ABCP programs.    

                                                

131 See Section IV.H. of the preamble to the proposed rule, 79 FR 52847 – 
52854, September 4, 2014. 
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Second, we received comments on the due diligence 
requirements that we proposed for securitization exposures.  
Like the U.S. rule, our proposed due diligence requirements 
were designed to address the concern among regulators that 
during the recent financial crisis, many banking 
organizations relied exclusively on NRSRO ratings and did 
not perform their own credit analysis of the securitization 
exposures. 

 
Our proposed rule would have required a System 

institution to demonstrate, to the FCA's satisfaction, a 
comprehensive understanding of the features of a 
securitization exposure that would materially affect the 
exposure's performance.  The proposed rule would have 
required the System institution's analysis to be 
commensurate with the complexity of the exposure and the 
materiality of the exposure in relation to capital of the 
institution.  On an on-going basis (no less frequently than 
quarterly), the System institution would have been required to 
evaluate, review, and update as appropriate the analysis 
required under § 628.41(c)(1) for each securitization 
exposure.  The pre- and periodic post-acquisition analysis 
of the exposure's risk characteristics would have had to 
consider: 

 
(1) Structural features of the securitization that 

would materially affect the performance of the exposure, for 
example, the contractual cash flow waterfall, waterfall-
related triggers, credit enhancements, liquidity 
enhancements, fair value triggers, the performance of 
organizations that service the position, and deal-specific 
definitions of default; 

 
(2) Relevant information regarding the performance of 

the underlying credit exposure(s), for example, the 
percentage of loans 30, 60, and 90 days past due; default 
rates; prepayment rates; loans in foreclosure; property 
types; occupancy; average credit score or other measures of 
creditworthiness; average LTV ratio; and industry and 
geographic diversification data on the underlying 
exposure(s); 

 
(3) Relevant market data on the securitization, for 

example, bid-ask spread, most recent sales price and 
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historical price volatility, trading volume, implied market 
rating, and size, depth and concentration level of the 
market for the securitization; and 

 
(4) For resecuritization exposures, performance 

information on the underlying securitization exposures, for 
example, the issuer name and credit quality, and the 
characteristics and performance of the exposures underlying 
the securitization exposures.   

 
Under the proposed rule, if the System institution was 

not able to meet these due diligence requirements and 
demonstrate a comprehensive understanding of a 
securitization exposure to the FCA's satisfaction, the 
institution would have been required to assign a risk weight 
of 1,250 percent to the exposure. 

 
The System Comment Letter asserted that these due 

diligence requirements for "investment securities" 
contained in proposed § 628.41(c) significantly overlapped 
with the existing regulatory requirements on investment 
management in subpart E of part 615.  The result, according 
to the Letter, would be significant redundancy and 
regulatory burden.  The commenters asked us to make 
conforming changes to either the proposed capital rules or 
the existing investment management rules to eliminate 
duplication and potentially conflicting requirements. 

 
We note, contrary to the assertion of the System 

Comment Letter, that the new due diligence requirements 
contained in proposed § 628.41(c) do not apply to 
"investment securities".  Rather, this regulation applies 
to securitization exposures, the definition of which is 
discussed above.  In contrast, our investment management 
regulations in subpart E of part 615, including the due 
diligence requirements at § 615.5133(f), apply only to 
investments that System banks and associations are 
authorized to hold for specified purposes.  These 
investments must satisfy FCA's eligibility requirements or 
be specifically approved by FCA.132 

                                                

132 See §§ 615.5132, 615.5140, and 615.5142. 
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If a System institution has a securitization exposure 
that is subject to our investment management regulations, 
then both our investment management due diligence 
regulation and the new securitization exposure due 
diligence regulation would apply.  If, however, a System 
institution has a securitization exposure that is not 
subject to our investment management regulations, then only 
the securitization exposure due diligence regulation would 
apply, and not our investment management due diligence 
regulation.  And if a System institution has an investment 
subject to our investment management regulations that is 
not a securitization exposure, then only our investment 
management due diligence regulation would apply, and not 
the new securitization exposure due diligence regulation. 

 
Accordingly, for some exposures, only one due 

diligence regulation applies.  Securitization exposures 
that are subject to our investment management regulations, 
however, are subject to both due diligence regulations.  We 
do not believe these two due diligence regulations conflict 
with each other.  Some requirements are contained in one 
regulation but not the other.  For example, our investment 
management regulations require stress testing, while the 
securitization exposure regulation does not.  
Securitization exposures that are subject to our investment 
management regulations, therefore, like other investments, 
are subject to the investment management stress testing 
requirements. 

 
Some requirements, such as risk analysis or value 

determination, are set forth in both regulations.  For 
securitization exposures that are subject to our investment 
management regulations, institutions must fulfill the 
requirements of both regulations, but if one analysis or 
determination satisfies both regulations, they only need to 
perform it once, thus eliminating any potential 
duplication. 

 
Because any potential overlaps can be satisfied with a 

single analysis or determination, we do not believe it is 
burdensome for an institution to have to comply with both 
regulations.  Accordingly, we decline to change either of 
these regulations. 
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I. Equity Exposures 
 
As discussed above, under § 628.22, a System 

institution must deduct from regulatory capital all equity 
investments (including preferred stock) in another System 
institution.  Section 628.22 also requires a System 
institution to deduct from regulatory capital all equity 
investments in a service corporation or the Funding 
Corporation.  Accordingly, we do not assign a risk 
weighting for these equity investments. 

 
This final rule revises our existing risk-based capital 

rules' treatment for equity exposures that are not to other 
System institutions, service corporations, or the Funding 
Corporation.  Institutions could acquire such exposures, 
for example, by making equity investments in UBEs,133 by 
making equity investments in rural business investment 
companies (RBICs),134 by making equity investments that the 
FCA approves under § 615.5140(e), and by acquiring equity 
exposures pledged as collateral in a loan or derivative 
transaction. 

 
The rule requires a System institution to apply the 

Simple Risk-Weight Approach for equity exposures that are 
not exposures to an investment fund and to apply certain 
look-through approaches to assign risk weighted asset 
amounts to equity exposures to an investment fund. 

 
We received no comments on the capital treatment for 

equity exposures that we proposed.  We adopt this capital 
treatment without change, except for the following.  We do 
not adopt the provisions we proposed assigning risk weights 
to equity exposures authorized under FCA regulation 
§ 615.5140(e).  System institutions are authorized to 
acquire equity exposures under that regulation only with 
FCA's prior approval, and we assign a risk weight as a 

                                                

133 System institutions have the authority to invest in UBEs under FCA 
regulations at subpart J of part 611. 
134 Authority for System institutions to invest in RBICs is governed by 7 
U.S.C. 2009cc et seq.; these investments do not require the FCA's 
approval.  However, a System institution that wishes to invest in a UBE 
organized for investing in an RBIC must comply with FCA's UBE 
regulations at subpart J of part 611.   
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condition of that approval.  Accordingly, it is unnecessary 
to assign a risk weight to such exposures by regulation.  

 
The preamble to the proposed rule explains the 

definition of equity exposure and exposure measurement.  It 
explains how to calculate the risk weight for various 
equity exposures, including those that form effective hedge 
pairs.  It also explains the three methods of assigning 
risk weights to equity exposures to investment funds.  
Rather than repeating the discussion of this capital 
treatment that we provided in the preamble to the proposed 
rule, we invite interested persons to review the discussion 
in that preamble.135 
 
V. Market Discipline and Disclosure Requirements 

 
Meaningful public disclosure by banking organizations 

is one of the three pillars of the Basel framework.  Public 
disclosure complements the minimum capital requirements and 
the supervisory review process by encouraging market 
discipline.  The other Federal banking regulatory agencies 
adopted disclosure requirements for the banking 
organizations that they regulate with $50 billion or more 
in assets. 

 
We proposed similar disclosure requirements for System 

banks on a bank-only basis (not on a consolidated, 
district-wide basis).  In our proposal, we explained that 
the disclosure requirements are appropriate for all System 
banks -- even those that currently have less than $50 
billion in assets -- because they are jointly and severally 
liable for the Systemwide debt obligations that they 
issue.136  We further explained that a System bank's exposure 
to risks and the techniques that it uses to identify, 
measure, monitor, and control those risks are important 
factors that market participants consider in their 

                                                

135 See Section IV.I. of the preamble to the proposed rule, 79 FR 52854 – 
52857, September 4, 2014. 
136 Nothing in this proposed regulation or preamble would change any of 
our existing regulatory requirements, including those in part 620 or 
part 621. 
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assessment of the bank.  We made clear that a System bank 
would not have to make any disclosures that do not apply to 
it.137 

 
The proposal required each System bank to make these 

disclosures in its quarterly and annual reports to 
shareholders that are required in part 620 of our 
regulations.138  We specifically addressed potential 
concerns about duplicative disclosures by stating that 
System banks would not be required to make the disclosures 
in the exact format set out in the proposed regulations, or 
in the same location in the report, as long as they provide 
a summary table specifically indicating the location(s) of 
all disclosures.  

 
We believed the proposal struck the proper balance 

between the market benefits of disclosure and the burden of 
providing the disclosures, and we invited comment on the 
appropriate application of the proposed disclosure 
requirements to System banks.  

 
We received comments in the System Comment Letter and 

from several individual System institutions on the proposed 
disclosure requirements.  The commenters objected to these 
requirements because the disclosures would not be 
harmonized across the System; associations would have one 
set of disclosures, banks would have another, combined 
district disclosures would be different from those of the 
bank, and the System-wide disclosure would be different yet 
again.  They stated that this disclosure regime is not a 
good fit for the federated cooperative structure of the 
System.  They asked the FCA to work with System banks on 
appropriate enhancements to the existing required 

                                                

137 For example, Table 1 requires a System bank to make certain 
disclosures about subsidiaries.  If a System bank has no subsidiaries, 
it does not have to make those disclosures. 
138 Sections 620.2 and 620.4 of the FCA's regulations require each System 
institution to prepare, provide to the FCA and shareholders, and make 
available to the public an annual report after the end of each fiscal 
year.  Sections 620.2 and 620.10 require each System institution to 
prepare, provide to the FCA and shareholders, and make available to the 
public a quarterly report after the end of each fiscal quarter (except 
the fiscal quarter that coincides with the end of the System 
institution's fiscal year).   
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disclosures in part 620 through other guidance, such as an 
Informational Memorandum, stating that this approach would 
be more flexible and not encumber the regulations with 
excessive requirements that apply to only four entities. 

 
These comments do not persuade us to change the 

disclosure requirements we proposed.  As discussed above, 
our existing regulations in part 620 require each System 
institution to prepare annual and quarterly reports.  The 
regulations we proposed and that we now adopt without 
substantive change require System banks to disclose 
additional information that is particularly relevant to 
market participants as they assess the System's risk, 
providing a more transparent picture of System 
institutions' capital to the investment-banking sector. 

 
We understand that any change in disclosure 

requirements may increase burden, as parties are required 
to disclose information they have never previously had to 
disclose.  We believe, however, that the benefit of these 
additional disclosures outweighs any burden that might 
result.  The disclosure requirements are similar to those 
adopted by the Federal banking regulatory agencies.  As 
discussed above and in the preamble to our proposed rule, 
the System urged the FCA to adopt a capital framework that 
was as similar as possible to the U.S. rule, asserting that 
consistency and transparency would allow investors, 
shareholders, and others to better understand the financial 
strength and risk-bearing capacity of the System.  We 
believe this rule accomplishes that objective. 

 
A System bank also commented that the requirement is 

unfair because the four System banks are independent 
institutions with separate boards of directors, different 
charters, and diverse business models, and the total assets 
of two of the banks are below the $50 billion threshold 
that would trigger the requirement under the U.S. rule.  
Even though the banks are directed and managed 
independently of each other, we believe that all four of 
them -- even those that currently have less than $50 
billion in assets -- should be required to make these 
disclosures.  Each bank is jointly and severally liable for 
the System-wide debt obligations that they issue; market 
participants would be unable to assess the risk in the debt 
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without having access to this information from all four 
banks. 

 
Accordingly, we adopt as final our proposal to require 

all System banks to make disclosures, without substantive 
change other than to reflect differences from the proposed 
capital requirements.  Rather than repeating the discussion 
of these disclosure requirements that we provided in the 
preamble to the proposed rule, we invite interested persons 
to review the discussion that preamble.139 
 
VI. Conforming and Clarifying Changes 

 
The proposed rule contained a number of conforming 

changes to current FCA regulations.  Except for a 
modification of the proposed change to § 614.4351 as 
discussed below, we adopted the proposed changes in the 
final rule.  We also added numerous additional 
nonsubstantive clarifying and conforming changes that were 
not in the proposed rule, primarily adding references in 
existing rules to the new part 628.  The changes include: 
 
 In § 607.2(b), which defines "average risk-adjusted 
asset base" for purposes of the FCA's assessment and 
apportionment of administrative expenses, we replaced the 
reference to § 615.5210 with a reference to § 615.5201. 
 
 In § 611.1265(e), which pertains to an institution in 
the process of terminating Farm Credit status, we deleted a 
reference to subpart K of part 615 and added a reference to 
part 628. 
 
 In proposed § 614.4351(a)(3), which describes the 
lending and leasing limit base for System institutions, we 
proposed to replace the reference to total surplus with a 
reference to tier 2 capital.  The System Comment Letter 
pointed out that our proposed change had the potential 
effect of excluding third-party preferred stock from an 
institution's lending and leasing limit base if such stock 
is excluded under new § 628.23 from the institution's tier 
1 and tier 2 capital.  We agree with the System that our 
                                                

139 See Section V. of the preamble to the proposed rule, 79 FR 52857 – 
52859, September 4, 2014. 
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proposed change could have had this unintended effect.  In 
the final rule, we have modified the language to ensure the 
inclusion of excess third-party capital under § 628.23 in 
the lending and leasing limit base, provided such preferred 
stock is otherwise includible in tier 1 or tier 2 capital. 
 
 In § 615.5143(a) and (b), pertaining to the management 
of ineligible investments, we removed references to net 
collateral. 
 
 In § 615.5200, which contains capital planning 
requirements, we removed references to total capital, 
surplus, core surplus, total surplus, and unallocated 
surplus; we added references to CET1, tier 1 capital, total 
capital, and tier 1 leverage ratio and made other minor 
nonsubstantive and technical changes.  We also made a 
number of substantive changes in § 615.5200 that are 
described above in Section D.3. of this preamble. 
 
 In § 615.5201, we removed of definitions that are no 
longer used in revised part 615, subpart H, including 
"bank," "commitment," "credit conversion factor," "credit 
derivative," "credit-enhancing interest-only strip," 
"credit-enhancing representations and warranties," 
"deferred-tax assets that are dependent on future income or 
future events," "direct credit substitute," "direct lender 
institution," "externally rated," "face amount," "financial 
asset," "financial standby letter of credit," "Government 
agency," "Government-sponsored agency," "institution," 
"nationally recognized statistical rating organization," 
"non-OECD bank," "OECD," "OECD bank," "performance-based 
standby letter of credit," "qualified residential loan," 
"qualifying bilateral netting contract," "qualifying 
securities firm," "recourse," "residual interest," "risk 
participation," "Rural Business Investment Company," 
"securitization," "servicer cash advance," "total capital," 
"traded position," and "U.S. depository institution"; we 
revised the definitions of "permanent capital" and "risk-
adjusted asset base"; and we added definitions of "deferred 
tax assets," "System bank," and "System institution."  We 
also added back the definition of "allocated investment," 
which was inadvertently transferred to part 628 definitions 
in the proposed rule. 
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 In §§ 615.5206 and 615.5208, we removed references to 
the defunct Farm Credit System Financial Assistance 
Corporation (FAC) in § 615.5206(a); we removed §§ 
615.5206(d) and 615.5208(c), which pertain to the FAC; and 
we made other minor nonsubstantive and technical changes. 
 
 In § 615.5207, which pertains to adjustments in the 
permanent capital computation, we made revisions in 
paragraph (f) to require deduction of an investment in the 
Funding Corporation and in paragraph (j) to eliminate the 
exclusion of AOCI and to require the exclusion of any 
defined benefit pension fund net asset, in order to make 
the deductions from the numerator of the permanent capital 
calculation consistent with the deductions from the 
denominator. 
 
 We removed §§ 615.5209 through 615.5212, which pertain 
to risk-weighting for the permanent capital ratio.  Under 
the final rule, the denominator of the permanent capital 
ratio will be computed using the risk weightings in part 
628. 
 
 In § 615.5220, which pertains to the capitalization 
bylaws, we made minor nonsubstantive and technical changes. 
 
 In § 615.5240, which sets forth a number of permanent 
capital requirements, we added a reference to the 
regulatory capital standards in proposed part 628. 
 
 In § 615.5250, which contains disclosure requirements 
for borrower stock, we added references to the regulatory 
capital standards in part 628. 
 
 In § 615.5255, which contains disclosure and review 
requirements for other equities, we added a reference to 
the new part 628 capital standards as suggested by the 
System Comment Letter and made minor nonsubstantive and 
technical changes.  We did not make other changes requested 
by the System.  In the event a disclosure statement is 
deemed to be cleared 60 days after receipt by the FCA of a 
proposed disclosure statement under paragraph (f), we did 
not add a reference to new part 628 that would have 
permitted the institution to treat the proposed issuance as 
CET1, additional tier 1, or tier 2 capital.  This is 
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consistent with the existing regulation's approach to core 
surplus, total surplus, and net collateral.  We also did 
not shorten the FCA review period from 30 days to 5 days in 
paragraph (h) or the review period from 60 days to 30 days 
in paragraph (f).  The suggested timeframes are not 
adequate for the agency's review procedures.  In the case 
of third-party capital issuances, we are sensitive to the 
fact that institutions often have tight timeframes related 
to market expectations and timing, and we believe that we 
have been able to accommodate requests to expedite our 
review procedures whenever feasible. 
 
 We revised § 615.5270, pertaining to the retirement of 
equities other than eligible (protected) borrower stock, to 
incorporate restrictions and limits on redemptions of 
equities that are included in tier 1 and tier 2 capital. 
 
 In § 615.5290, pertaining to the retirement of capital 
stock and participation certificates in the event of 
restructuring, we made minor nonsubstantive and technical 
changes. 
 
 In § 615.5295, which pertains to the payment of 
dividends, we added a reference to part 628. 
 
 We removed part 615, subpart K, which contained the 
requirements for the core surplus, total surplus, and net 
collateral standards. 
 
 In §§ 615.5350, 615.5352, and 615.5355, pertaining to 
the establishment of minimum capital ratios for an 
individual institution, we replaced references to core 
surplus, total surplus, and net collateral with references 
to tier 1 and tier 2 capital.  
  

In § 620.5, which lists the required contents of a 
System institution's annual report, we replaced references 
to core surplus, total surplus, and net collateral with 
references to the new part 628 regulatory capital 
requirements (including initial compliance plans under § 
628.301) in paragraphs (d)(1)(ix), (f)(2) and (3), and 
(g)(4).  In addition, we added a new paragraph (4) in § 
620.5(f) to require disclosure of the core surplus, total 
surplus, and net collateral ratios in System institutions' 
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annual reports for the years 2017-2021 for as long as these 
years are part of the "previous 5 fiscal years" for which 
disclosures are required. 
 
 We revised § 620.17, pertaining to notifying 
stockholders when a System institution falls below minimum 
capital requirements, to expand the notification 
requirement to include the regulatory capital standards in 
part 628. 
 
 In § 624.12, pertaining to the margin and capital 
requirements for covered swap entities, we added a 
reference to part 628 in paragraph (b). 
  

In § 627.2710, which sets forth the grounds for 
appointing a conservator or receiver, we deleted references 
to the total surplus and net collateral ratios. 
 
VII. Timeframe for Implementation 

 
Our proposed rule provided for an effective date of 

January 1, 2016.  In the final rule, we are adopting an 
effective date of January 1, 2017. 

 
We also proposed a 3-year phase-in period for the 

capital conservation buffer but without any transition or 
phase-in periods for regulatory adjustments to or 
deductions in the regulatory capital calculations.  By 
contrast, Basel III and the U.S. rule have, in addition to 
the capital conservation buffer, numerous phase-in and 
transition periods for the capital regulations lasting from 
2014 (2015 for banking organizations not using the advanced 
approaches rules) until 2019 or after.  Many of the 
transition provisions pertain to regulatory deductions and 
adjustments, minority interests, and temporary inclusion of 
non-qualifying instruments.  We have determined that most 
of the transition and phase-in periods are not needed to 
give System institutions sufficient time to come into 
compliance with the new standards. 

 
We have analyzed every System institution's call 

report data for September 30, 2015.  In our analysis, we 
first assumed that all institutions would extend their 
redemption and revolvement programs to 7 years and would 
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adopt required bylaw provisions or an annual board 
resolution for inclusion in CET1 capital.  Under this 
scenario, we concluded that all System institutions would 
meet all the minimum amounts including the buffers for the 
final CET1, tier 1 and total capital risk-based ratios if 
those requirements were in effect today.  We then assumed, 
alternatively, that those institutions that redeem 
allocated equities would not extend their revolvement 
periods to 7 years and could not include them under CET1.  
Under this scenario as well, these institutions would still 
exceed the minimum capital requirements.  Therefore, based 
on current information, all System institutions should 
exceed the minimum regulatory ratios on the effective date 
of the rule.  The FCA believes that most, if not all, 
System institutions would adopt a bylaw provision or annual 
board resolution to ensure that the non-qualified allocated 
equities they do not redeem will meet the definition of URE 
equivalents, and that those equities that are routinely 
redeemed will be included in CET1. 

 
For the risk weightings, we used current risk weights 

under FCA’s existing capital regulations.  For System 
associations, we assumed the final risk weightings would 
not be materially different from existing risk weightings 
in existing regulations.  The most significant change to 
risk weights for associations would be past-due and non-
accrual exposures, as well as the credit conversation 
factors for certain unused commitments.  As just stated, we 
believe the changes in risk weights for associations would 
result in a negligible impact to current risk weighted 
asset amounts and that it is appropriate to use existing 
risk weights in our analysis. 

 
For System banks, we believe that certain new risk 

weights or conversion factors could have a material 
impact.  For instance, System banks will need to hold 
additional capital for their unconditionally cancelable 
unused commitments, as well as the unused commitments on 
the direct loans to their affiliated associations.  To 
account for the new risk weights, our analysis increased 
risk-adjusted assets by 20 percent for each bank.  With 
this increase, all banks still exceeded the minimum amounts 
(including the buffers) for the final CET1, tier 1 and 
total capital risk-based ratios.  Our existing core surplus 
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rules require both banks and associations to exclude shared 
capital; however, under the Tier 1/Tier 2 Capital 
Framework, System banks will be able to count the stock and 
equities they have issued or allocated to System 
associations in their regulatory capital ratios.  

 
All System institutions would meet the 4.0 percent 

minimum tier 1 leverage ratio and 1 percent leverage buffer 
(including the 1.5-percent component of the ratio for URE 
and equivalents) if the final requirements were effective 
today.  Our analysis indicates that the leverage ratio 
would not be a constraining ratio for System associations 
because total assets closely parallel risk-adjusted assets 
and the associations have strong tier 1 capital levels.  
The leverage ratios for associations will be similar to 
their tier 1 capital risk-based ratios.  If the final rule 
were effective today, all System banks would exceed the 4.0 
percent minimum tier 1 leverage ratio and 1-percent 
leverage buffer; however, one bank, which had a 5.4-percent 
tier 1 leverage ratio on September 30, 3015, would be near 
the leverage buffer requirement.  Additionally, all System 
banks would significantly exceed the 1.5-percent URE and 
URE equivalents component of the minimum leverage ratio.  
This analysis assumed that System banks would be able to 
include all their non-qualified allocated surplus as URE 
equivalents.  The System banks' tier 1 leverage ratios 
would be significantly lower than their tier 1 risk-based 
ratios because a large portion of their loans are to their 
affiliated associations and are risk weighted at 20 
percent. 

 

The final rule includes a phase-in period for the 
capital conservation buffer beginning January 1, 2017, with 
the buffer fully phased-in beginning January 1, 2020.  
Unlike the U.S. rule's adjustments and deductions 
transitions, the calculation of our capital conservation 
buffer will not change over the phase-in period, and there 
will be no additional burden on System institutions to 
revise how it is calculated each year.  Rather, the amount 
of the minimum capital conservation buffer increases every 
year until fully phased-in.  The transition period for the 
U.S. rule began in 2015 and will be fully phased in as of 
January 1, 2019.  As noted above, the FCA's final rule will 
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become effective for the reporting periods beginning in 
2017. 

In the event that some System institutions do not meet 
the tier 1 and tier 2 minimum capital ratios as of the 
effective date, the final rule permits them to comply by 
submitting a capital restoration plan.  The plan requires 
FCA approval, and the institution will be required to 
submit its proposed plan within 20 days of the quarter-end 
during which the new capital standards become effective—
i.e., March 31, 2017.  The plan must describe how the 
institution proposes to achieve and maintain compliance 
with the new requirements, demonstrating progress towards 
meeting that goal.  If the FCA does not approve the plan, 
the institution must revise and re-submit the plan.  There 
is a list of factors in the final rule that the FCA will 
consider in evaluating a plan.  They include: (1) 
Circumstances leading to the institution's decrease in 
capital and whether they were caused by the institution or 
by circumstances beyond the institution's control; (2) the 
institution's financial ratios (e.g., capital, adverse 
assets, ALL) compared to those of its peers or industry 
norms; (3) the institution's previous compliance practices; 
and (4) the views of the institution's directors and 
managers regarding the plan.  If the capital restoration 
plan is adopted by the institution and approved by the FCA 
within 180 days of the quarter-end in which the tier 1 and 
tier 2 capital requirements become effective, the 
institution will be deemed to be in compliance with the 
requirements.140 

VIII.  Abbreviations 

ABCP  Asset-Backed Commercial Paper 

ABS  Asset-backed Security 

ADC   Acquisition, Development, or Construction 

AFS   Available For Sale 

                                                

140 This final rule is modeled after current § 615.5336, which was 
adopted in 1997 at the time the FCA adopted the core surplus, total 
surplus and net collateral requirements.  Several System institutions 
achieved initial compliance with those requirements. 
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ALL   Allowance for Loan Losses  

AOCI  Accumulated Other Comprehensive Income  

BCBS  Basel Committee on Banking Supervision  

BHC   Bank Holding Company 

CCF   Credit Conversion Factor 

CCP   Central Counterparty 

CDS   Credit Default Swap 

CEIO  Credit-Enhancing Interest-Only Strip 

CEM   Current Exposure Method 

CFR   Code of Federal Regulations 

CFPB  Consumer Financial Protection Bureau 

CFTC   Commodity Futures Trading Commission 

CPSS  Committee on Payment and Settlement Systems 

CRC   Country Risk Classifications 

CUSIP  Committee on Uniform Securities Identification 
Procedures 

DAC   Deferred Acquisition Cost 

DCO   Derivatives Clearing Organizations 

DTA   Deferred Tax Asset 

DTL   Deferred Tax Liability 

DvP   Delivery-versus-Payment  

E   Measure of Effectiveness 

EE    Expected Exposure 

ERISA  Employee Retirement Income Security Act of 1974 

FCA  Farm Credit Administration 

FDIC  Federal Deposit Insurance Corporation 
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FDICIA  Federal Deposit Insurance Corporation Improvement 
Act of 1991 

FFIEC  Federal Financial Institutions Examination Council 

FHA   Federal Housing Authority 

FHLB  Federal Home Loan Bank 

FHLMC  Federal Home Loan Mortgage Corporation 

FIRREA  Financial Institutions, Reform, Recovery and 
Enforcement Act 

FMU   Financial Market Utility 

FNMA  Federal National Mortgage Association 

FR   Federal Register 

GAAP  Generally Accepted Accounting Principles (U.S.) 

GNMA  Government National Mortgage Association 

GSE   Government-Sponsored Enterprise 

HAMP  Home Affordable Mortgage Program 

HOLA  Home Owners' Loan Act 

HTM   Held to Maturity 

HVCRE  High-Volatility Commercial Real Estate 

IFRS  International Financial Reporting Standards 

IOSCO  International Organization of Securities 
Commissions 

LTV   Loan-to-Value Ratio 

MBS   Mortgage-backed Security 

MDB   Multilateral Development Bank 

MHC   Mutual Holding Company 

MSA   Mortgage Servicing Assets 
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NRSRO  Nationally Recognized Statistical Rating 
Organization 

OCC   Office of the Comptroller of the Currency 

OECD  Organization for Economic Cooperation and 
Development 

OFI   Other Financing Institution 

OMB   Office of Management and Budget 

OTC   Over-the-Counter 

OTTI   Other Than Temporary Impairment 

PFE   Potential Future Exposure 

PMI   Private Mortgage Insurance 

PMSR  Purchased Mortgage Servicing Right 

PSE   Public Sector Entities 

PvP   Payment-versus-Payment 

QCCP  Qualifying Central Counterparty 

QIS   Quantitative Impact Study 

QM   Qualified Mortgage 

RBA   Ratings-Based Approach 

RBC   Risk-Based Capital 

REIT   Real Estate Investment Trust 

Re-REMIC Resecuritization of Real Estate Mortgage 
Investment Conduit 

SAP Statutory Accounting Principles 

SEC   Securities and Exchange Commission 

SFA   Supervisory Formula Approach  

SLHC  Savings and Loan Holding Company  

SPE   Special Purpose Entity 
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SRWA  Simple Risk-Weight Approach 

SSFA  Simplified Supervisory Formula Approach 

U.S.C. United States Code 

VA   Department of Veterans Affairs 

VOBA  Value of Business Acquired 

WAM   Weighted Average Maturity 

IX. Regulatory Flexibility Act 
 
Pursuant to section 605(b) of the Regulatory 

Flexibility Act (RFA) (5 U.S.C. 601 et seq.), the FCA 
hereby certifies that the final rule will not have a 
significant economic impact on a substantial number of 
small entities.  Each of the banks in the Farm Credit 
System, considered together with its affiliated 
associations, has assets and annual income in excess of the 
amounts that would qualify them as small entities.  
Therefore, Farm Credit System institutions are not "small 
entities" as defined in the Regulatory Flexibility Act.141 
 
Addendum: Discussion of the Final Rule 

                                                

141 The System Comment Letter questioned our RFA certification.  In the 
proposed rule, we certified that the rule would not have a significant 
economic impact on a large number of small entities.  Our certification 
considered each System bank together with “its affiliated 
associations.”  The System objected to our combining associations with 
System banks, stating that because each institution has to comply with 
the regulatory requirements each should be considered individually for 
purposes of identifying economic impact.  

As we stated in the preamble to the final merger rule published 
August 24, 2015 (80 FR 51113), the RFA definition of a small entity 
incorporates the Small Business Administration (SBA) definition of a 
“small business concern,” including its size standards.  A small 
business concern is one independently owned and operated, and not 
dominant in its field of operation.  For purposes of the RFA, the 
interrelated ownership, supervisory control, and contractual 
relationship between associations and their funding banks are the basis 
for FCA’s conclusion to treat them as a single entity.  Therefore, 
System institutions do not satisfy the RFA definition of “small 
entities.”  See 80 FR 51113 (August 24, 2015). 
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Overview 
 
The FCA is adopting this final rule (final rule or rule) 

to update the regulatory capital rules for the System to 
include provisions consistent with those suggested by the 
Basel Committee on Banking Supervision (BCBS) to the 
international regulatory capital framework, the U.S. rule, 
and the requirements of the Dodd-Frank Act.  Among other 
things, the final rule: 

 
• Establishes a minimum risk-based common equity tier 

1 (CET1) risk-based ratio of 4.5 percent; 
• Establishes a minimum tier 1 risk-based ratio of 6 

percent; 
• Establishes a minimum total capital risk-based ratio 

of 8 percent; 
• Establishes a minimum tier 1 leverage ratio of 4 

percent, of which at least 1.5 percent must consist 
of unallocated retained earnings (URE) and URE 
equivalents; 

• Establishes a capital conservation buffer of 2.5 
percent and a leverage buffer of 1 percent below 
which an institution's discretionary capital 
distributions and bonuses would be limited or 
prohibited without FCA approval;  

• Increases capital requirements for past-due and 
nonaccrual loans and certain short-term unused loan 
commitments; 

• Expands the recognition of collateral and guarantors 
in determining risk weighted assets; 

• Removes references to credit ratings;  
• Establishes due diligence requirements for 

securitization exposures; and 
• Increases required regulatory capital disclosures of 

System banks.  
 
This addendum summarizes the final rule.  The FCA 

intends for this addendum to act as a guide for System 
institutions to navigate the rule and identify the 
provisions that may be most relevant to them, but it is not 
comprehensive.  The FCA expects and encourages all System 
institutions to review the final rule in its entirety. 



 

 

171 

 

 

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. 
 
A. Capital Components 
 
1. Common Equity Tier 1 Capital (CET1) 

 

(a) Common cooperative equities (purchased member 
stock, purchased participation certificates, and allocated 
equities) with the following key criteria (among others): 

• Borrower stock (regardless of redemption or 
revolvement period) up to the statutory minimum of 
$1000 or 2 percent of the loan amount, whichever is 
less; 

• Equities are perpetual; 
• Equities subject to discretionary revolvement or 

redemption are not retired for at least 7 years 
after issuance; 

• Equities can be retired only with FCA prior approval 
(unless it is the statutory minimum borrower stock 
requirement or unless the distribution meets "safe 
harbor" standards) and the System institution has a 
capitalization bylaw or board of directors 
resolution (which must be re-affirmed annually) 
providing that it must obtain FCA approval prior to 
redeeming or revolving any equities it includes in 
CET1 before the end of the 7-year period; 

• Equities represent a claim subordinated to all 
preferred stock, all subordinated debt, and all 
liabilities of the institution in a receivership, 
liquidation, or similar proceeding;  

(b) Unallocated retained earnings (URE); and 
 
(c) Paid-in capital resulting from a merger of System 

institutions or repurchase of third-party capital. 
 
In the final rule, System institutions are not 

required to include accumulated other comprehensive income 
in CET1. 
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2.  Additional Tier 1 Capital (AT1) 
  
 Equities other than common cooperative equities (i.e., 
equities issued primarily to third-party investors) that 
meet most of the CET1 criteria, except that AT1 capital 
equities represent a claim that ranks senior to all common 
cooperative equities in a receivership, liquidation, or 
similar proceeding. 
 
3.  Tier 2 Capital 
 
 (a) Equities, which may be common cooperative equities 
or equities held by third parties, not includable in Tier 1 
with the following key criteria: 
 

• Equities are perpetual or have an original maturity 
of at least 5 years;  

• Equities subject to discretionary revolvement or 
redemption are not retired for at least 5 years 
after issuance; and 

• Equities may not be redeemed or revolved prior to 
maturity or the end of the stated revolvement period 
without FCA prior approval (unless the distribution 
meets "safe harbor" standards); 

  
 (b) Subordinated debt that is not callable for at 
least 5 years and not subject to acceleration except in the 
event of a receivership, liquidation, or similar 
proceeding; and 
  
 (c) Allowance for losses (ALL) up to 1.25 percent of 
total risk weighted assets. 
 
4. Regulatory Adjustments and Deductions 
  
 (a) Deductions from CET1 Capital 

• Goodwill, intangible assets, gains-on-sale in 
connection with a securitization exposure, 
defined benefit pension fund net assets, and 
deferred tax assets due to net operating loss 
carryforwards, all of which are net of associated 
deferred tax liabilities; and 
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• The System institution's allocated equity 
investments in another System institution.   

  
 (b)  Deductions from regulatory capital using the 
corresponding deduction approach 

A System institution's purchased equity investments in 
other System institutions must be deducted using the 
corresponding deduction approach.   This means that a System 
institution would make deductions from the component of 
capital for which the underlying instrument qualified if it 
were issued by the System institution itself. 
 
5.  FCA Prior Approval of Cash Patronage Refunds, Cash 
Dividend Payments, and Allocated Equity Redemptions; "Safe 
Harbor" Treatment for Certain Such Payments 
 
 FCA prior approval would be required for redemption of 
equities included in tier 1 and tier 2, comparable to Basel 
III and the banking agencies' rule.  Prior approval is also 
required for cash dividends and cash patronage payments in 
excess of a specified level, comparable to U.S. banking law 
and regulations.  Exceptions to the FCA prior approval 
requirement are that System institutions can redeem member 
stock up to an amount equal to the Farm Credit Act's minimum 
member-borrower stock requirement of $1,000 or 2 percent of 
the member's loan, whichever is less.  In addition, this 
amount of borrower stock would not have to be outstanding 
for a minimum period of 7 years in order for the institution 
to include it in CET1.  However, redemptions of such amounts 
of stock would be included in the calculation for the "safe 
harbor" in proposed § 628.22(f)(5). 
 
 Under the proposed "safe harbor," FCA prior approval 
is deemed to be granted (i.e., a request for approval does 
not have to be made to the FCA) for cash distributions to 
pay dividend, patronage payments, or redemptions or 
revolvements of common cooperative equities provided that: 
 
 (a) For revolvements or redemptions of common 
cooperative equities included in CET1 capital, such 
equities were issued or allocated at least 7 years before 
the revolvement or redemption (except the equities are not 
subject to the 7-year minimum if they are held by the 
estate of a deceased former borrower, if the institution is 
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required to redeem or revolve the equities under a § 
615.5290 restructuring, or if a court order requires the 
institution to redeem or revolve the equities); 
 
 (b) For redemptions or revolvements of common 
cooperative equities included in Tier 2 capital, such 
equities were issued or allocated at least 5 years before 
the redemption or revolvement (except the equities are not 
subject to the 5-year minimum if they are held by the 
estate of a deceased former borrower, if the institution is 
required to redeem or revolve the equities under a § 
615.5290 restructuring, or if a court order requires the 
institution to redeem or revolve the equities); 
 
 (c) After such cash payments, the dollar amount of the 
System institution's CET1 capital equals or exceeds the 
dollar amount of CET1 capital on the same date of the 
previous calendar year; and 
  
 (d) After such cash payments, the System institution 
continues to comply with all minimum regulatory capital 
requirements and supervisory or enforcement actions. 
 
6.  Capital Buffer Amounts 
  
 The capital conservation buffer of 2.5 percent and the 
leverage buffer of 1 percent provide a cushion above 
regulatory capital minimums.  The buffers' purpose is to 
restrict an institution's discretionary capital 
distributions of earnings before that institution reaches 
the minimum capital requirements.  
 
 If a System institution's CET1, tier 1 and total 
capital risk-based ratios exceed minimum requirements, the 
capital conservation buffer is the lowest of the following: 
 

• The System institution's CET1 capital ratio minus 
the System institution's minimum CET1 capital ratio 
of 4.5 percent;  

• The System institution's tier 1 capital ratio minus 
the System institution's minimum tier 1 capital 
ratio of 6 percent; and 
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• The System institution's total capital ratio minus 
the System institution's minimum total capital ratio 
of 8 percent. 

  
 If the CET1 ratio, tier 1 ratio, or total capital 
ratio does not exceed minimum requirements, then the 
capital conservation buffer is zero. 
  
 A System institution's leverage buffer is the 
institution's tier 1 leverage ratio minus the minimum tier 
1 leverage ratio of 4 percent.  If the tier 1 leverage 
ratio is below 4 percent, the leverage buffer is zero. 
 
B.  Risk Weightings 
 
1.  Zero-Percent (0%) Risk Weighted Exposures 
 

• An exposure to the U.S. Government, its central 
bank, or a U.S. Government agency -- 
§ 628.32(a)(1)(i)(A); 

• The portion of an exposure that is directly and 
unconditionally guaranteed by the U.S. Government, 
its central bank, or a U.S. Government agency -- 
§ 628.32(a)(1)(i)(B); 

• An exposure to a sovereign entity that meets certain 
criteria (as discussed below) -- § 628.32(a) and 
Table 1; 

• Exposures to certain supranational entities and 
multilateral development banks -- § 628.32(b); 

• Cash -- § 628.32(l); 
• Certain gold bullion -- § 628.32(l); 
• Certain exposures that arise from the settlement of 

cash transactions with a central counterparty -- 
§ 628.32(l); 

• An exposure to an OTC derivative contract that meets 
certain criteria -- § 628.37(b)(3)(i); 

• The collateralized portion of an exposure with 
respect to which the financial collateral meets 
certain criteria -- § 628.37(b)(3)(iii); and 

• An equity exposure to any entity whose credit 
exposures receive a 0-percent risk weight -- 
§ 628.52(b)(1). 
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2. Twenty-Percent (20%) Risk Weighted Exposures 
 

• The portion of an exposure that is conditionally 
guaranteed by the U.S. Government, its central bank, 
or a U.S. Government agency -- § 628.32(a)(1)(ii); 

• An exposure to a sovereign entity that meets certain 
criteria (as discussed below) -- § 628.32(a) and 
Table 1; 

• An exposure to a GSE, other than an equity exposure 
or preferred stock -- § 628.32(c)(1); 

• Most exposures to U.S.- or state-organized 
depository institutions or credit unions, including 
those that are OFIs -- § 628.32(d)(1); 

• An exposure to a foreign bank that meets certain 
criteria (as discussed below) -- § 628.32(d)(2) and 
Table 2; 

• A general obligation exposure to a U.S. or state PSE 
-- § 628.32(e)(1)(i); 

• An exposure to a non-U.S. PSE that meets certain 
criteria (as discussed below) -- § 628.32(e)(2), 
(e)(3), and (e)(4)(i) and Table 3; 

• Cash items in the process of collection -- 
§ 628.32(l)(2); 

• A loan that a System bank makes to an association (a 
direct loan) -- § 628.32(m); and 

• An equity exposure to a PSE or the Federal 
Agricultural Mortgage Corporation (Farmer Mac) -- 
§ 628.52(b)(2). 

 
3.  Fifty-Percent (50%) Risk Weighted Exposures 
 

• An exposure to a sovereign entity that meets certain 
criteria (as discussed below) -- § 628.32(a) and 
Table 1; 

• An exposure to a foreign bank that meets certain 
criteria (as discussed below) -- § 628.32(d)(2) and 
Table 2; 

• A revenue obligation exposure to a U.S. or state PSE 
-- § 628.32(e)(1)(ii); 

• An exposure to a non-U.S. PSE that meets certain 
criteria (as discussed below) -- § 628.32(e)(2), 
(e)(3), (e)(4)(ii) and Tables 3 and 4; 
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• An exposure to an OFI that is not a depository 
institution or credit union but that is investment 
grade or that meets capital, risk identification and 
control, and operational standards similar to 
depository institutions and credit unions; and 

• First lien residential mortgage exposures that meet 
certain criteria -- § 628.32(g). 

 
4.  One Hundred-Percent (100%) Risk Weighted Exposures 
 

• An exposure to a sovereign entity that meets certain 
criteria (as discussed below) -- § 628.32(a) and 
Table 1; 

• Preferred stock issued by a non-System GSE -- 
§ 628.32(c)(2); 

• An exposure to a foreign bank that meets certain 
criteria (as discussed below) -- § 628.32(d)(2) and 
Table 2; 

• An exposure to a non-U.S. PSE that meets certain 
criteria (as discussed below) -- § 628.32(e)(2), 
(e)(3), (e)(5) and Tables 3 and 4;  

• All corporate exposures -- § 628.32(f).  This 
category would include the following: 

o Borrower loans such as agricultural loans and 
consumer loans, regardless of the corporate 
form of the borrower, unless those loans 
qualify for different risk weights under other 
risk-weighting provisions; 

o System bank exposures to OFIs that do not 
satisfy the criteria for a 20-percent or a 50-
percent risk weight; and 

o Premises, fixed assets, and other real estate 
owned; 

• All residential mortgage exposures that do not 
satisfy the criteria for a 50-percent risk weight -- 
§ 628.32(g); 

• Deferred tax assets arising from temporary 
differences that could be realized through net 
operating loss carrybacks -- § 628.32(l)(3); 

• All mortgage servicing assets -- § 628.32(l)(4);  
• All assets that are not specifically assigned a 

different risk weight and that are not deducted from 



 

 

178 

 

 

tier 1 or tier 2 capital pursuant to § 628.22 -- 
§ 628.32(l)(5); 

• The effective portion of a hedge pair -- 
§ 628.52(b)(3)(ii); and 

• Non-significant equity exposures -- 
§ 628.52(b)(3)(iii). 

 
5.  One Hundred Fifty-Percent (150%) Risk Weighted 
Exposures 
 

• An exposure to a sovereign entity that meet certain 
criteria (as discussed below) -- § 628.32(a) and 
Table 1; 

• A sovereign exposure, if an event of sovereign 
default has occurred during the previous 5 years -- 
§ 628.32(a)(6) and Table 1; 

• An exposure to a foreign bank, if an event of 
sovereign default has occurred during the previous 5 
years in the foreign bank's home country -- 
§ 628.32(d)(2)(iv) and Table 2; 

• An exposure to a non-U.S. PSE that meets certain 
criteria (as discussed below) -- § 628.32(e)(2), 
(e)(3), (e)(5) and Tables 3 and 4; 

• An exposure to a PSE, if an event of sovereign 
default has occurred during the previous 5 years in 
the PSE's home country -- § 628.32(e)(6) and Tables 
3 and 4; and 

• The portion of a past due or nonaccrual exposure 
that is not guaranteed or that is not secured by 
financial collateral (except for a sovereign 
exposure or a residential mortgage exposure, both 
risk weighted as discussed above) -- § 628.32(k). 

 
6. Six Hundred-Percent (600%) Risk Weighted Exposures 
 

• An equity exposure to an investment firm, provided 
that the investment firm meets specified conditions -
- § 628.52(b). 
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7.  One Thousand Two Hundred Fifty-Percent (1,250%) Risk 
Weighted Exposures 
 

• Certain high-risk securitization exposures, such as 
CEIO strips -- §§ 628.41 – 628.45.    

 
8.  Past Due Exposures (90 days or more past due or in 
nonaccrual status) 
 

• One hundred percent (100%) -- residential mortgage 
exposures -- § 628.32(g); 

• A System institution may assign a risk weight to the 
guaranteed portion of a past due or nonaccrual 
exposure based on the risk weight that applies under 
§ 628.36 if the guarantee or credit derivative meets 
the requirements of that section -- § 628.32(k)(2); 

• A System institution may assign a risk weight to the 
portion of a past due or nonaccrual exposure that is 
collateralized by financial collateral based on the 
risk weight that applies under § 628.37 if the 
financial collateral meets the requirements of that 
section -- § 628.32(k)(3); and 

• One hundred fifty percent (150%) -- all other past 
due and nonaccrual exposures -- § 628.32(k) 

 
9.  Conversion Factors for Off-Balance Sheet Items -- 
§ 628.33 
 

• Zero percent (0%) – commitment that is 
unconditionally cancellable by the System 
institution; 

• Twenty percent (20%) – 
o Commitment, other than a System bank's 

commitment to an association or OFI, with an 
original maturity of 14 months or less that is 
not unconditionally cancellable by the System 
institution; 

o Self-liquidating, trade-related contingent 
items that arise from the movement of goods, 
with an original maturity of 14 months or less; 
and 
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o A System bank's commitment to an association or 
OFI that is not unconditionally cancelable by 
the System bank, regardless of maturity. 

• Fifty percent (50%) – 
o Commitments, other than a System bank's 

commitment to an association or OFI, with an 
original maturity of more than 14 months that 
are not unconditionally cancellable by the 
System institution; and 

o Transaction-related contingent items, including 
performance bonds, bid bonds, warranties, and 
performance standby letters of credit; 

• One hundred percent (100%) – 
o Guarantees; 
o Repurchase agreements (the off-balance sheet 

component of which equals the sum of the 
current fair values of all positions the System 
institution has sold subject to repurchase);  

o Credit-enhancing representations and warranties 
that are not securitization exposures; 

o Off-balance sheet securities lending 
transactions (the off-balance sheet component 
of which equals the sum of the current fair 
values of all positions the System institution 
has lent under the transaction); 

o Off-balance sheet securities borrowing 
transactions (the off-balance sheet component 
of which equals the sum of the current fair 
values of all non-cash positions the System 
institution has posted as collateral under the 
transaction); 

o Financial standby letters of credit; and 
o Forward agreements. 

 
10.  Over-the-Counter (OTC) Derivative Contracts -- 
§ 628.34  
 

A System institution determines the risk-based capital 
requirement for a derivative contract by determining the 
exposure amount and then assigning a risk weight based on 
the counterparty or collateral.  The exposure amount is the 
sum of current exposure plus potential future credit 
exposure (PFE).  The current credit exposure is the greater 
of 0 or the mark-to-fair value of the derivative contract.  
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The PFE is generally the notional amount of the derivative 
contract multiplied by a credit conversion factor for the 
type of derivative contract.  Table 1 to § 628.34 shows the 
credit conversion factors for derivative contracts. 
 
11.  Treatment of Cleared Transactions -- § 628.35 
 

The rule introduces a specific capital treatment for 
exposures to central counterparties (CCPs), including 
certain transactions conducted through clearing members by 
System institutions that are not themselves clearing members 
of a CCP.  Section 628.35 describes the capital treatment of 
cleared transactions and of default fund exposures to CCPs, 
including more favorable capital treatment for cleared 
transactions through CCPs that meet certain criteria. 
 
12.  Treatment of Guarantees -- § 628.36 
 

The rule allows a System institution to substitute the 
risk weight of an eligible guarantor for the risk weight 
otherwise applicable to the guaranteed exposure. This 
treatment applies only to eligible guarantees and eligible 
credit derivatives, and it provides certain adjustments for 
maturity mismatches, currency mismatches, and situations 
where restructuring is not treated as a credit event.  To be 
an eligible guarantee, the guarantee must be from an 
eligible guarantor (as defined in the rule) and must satisfy 
the definitional requirements of eligible guarantee. 
 
13.  Treatment of Collateralized Transactions -- § 628.37 

 
The rule allows System institutions to recognize the 

risk-mitigating benefits of financial collateral (as 
defined) in risk weighted assets.  In all cases, the System 
institution must have a perfected, first priority interest 
in the financial collateral. 
 
 Where the collateral satisfies specified criteria, a 
System institution may use the simple approach – that is, 
it may apply a risk weight to the portion of an exposure 
that is secured by the fair value of financial collateral 
by using the risk weight of the collateral.  There is a 
general risk weight floor of 20 percent. 
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For repo-style transactions, eligible margin loans, 
collateralized derivative contracts, and single-product 
netting sets of such transactions, a System institution may 
instead use the collateral haircut approach – that is, it 
may reduce the amount of exposure to be risk weighted 
(rather than substituting the risk weight of the 
collateral). 

 
A System institution must use the same approach for 

similar exposures or transactions. 
 
14.  Unsettled Transactions -- § 628.38 
 

The rule provides for a separate risk-based capital 
requirement for transactions involving securities, foreign 
exchange instruments, and commodities that have a risk of 
delayed settlement or delivery.  This capital requirement 
does not, however, apply to certain types of transactions, 
including cleared transactions that are marked-to-market 
daily and subject to daily receipt and payment of variation 
margin.  The rule contains separate treatments for 
delivery-versus-payment (DvP) and payment-versus-payment 
(PvP) transactions with a normal settlement period, and non-
DvP/non-PvP transactions with a normal settlement period. 
 
15.  Securitization Exposures -- §§ 628.41 – 628.45 

 
The rule introduces due diligence and other 

requirements for System institutions that own, originate, or 
purchase securitization exposures and introduces a new 
definition of securitization exposure.  Under the rule, a 
System institution that originates the underlying exposures 
included in a securitization could have a securitization 
exposure and, if so, would be subject to the requirements. 

 
Note that mortgage-backed pass-through securities (for 

example, those guaranteed by the Federal Home Loan Mortgage 
Corporation or the Federal National Mortgage Association) 
do not meet the definition of a securitization exposure 
because they do not involve a tranching of credit risk.  
Rather, only those MBS that involve tranching of credit risk 
are securitization exposures. 

 



 

 

183 

 

 

16.  Equity Exposures -- §§ 628.51 – 628.52  
 
A System institution must apply a simple risk-weight 

approach (SRWA) to determine the risk weight for equity 
exposures that are not exposures to an investment fund.  
 
17.  Equity Exposures to Investment Funds -- § 628.53 

 
The approaches described in this section apply to 

equity exposures to investment funds such as mutual funds, 
but not to hedge funds or other leveraged investment funds.  
For exposures to investment funds, a System institution must 
use one of three risk-weighting approaches:  the full-look 
through approach; the simple modified look-through 
approach; or the alternative modified look-through 
approach. 
 
18.  Foreign Exposures –- § 628.32(a), (d), and (e), and 
Tables 1, 2, 3, and 4  
 
 A System institution must risk weight an exposure to a 
foreign government, foreign public sector entity (PSE), and 
a foreign bank based on the Country Risk Classification 
(CRC) that is applicable to the foreign government, or the 
home country of the foreign PSE or foreign bank.  If a 
foreign country does not have a CRC, the risk weighting for 
its government, PSEs, and banks depends on whether or not 
the country is a member of the Organization for Economic 
Cooperation and Development (OECD).  A sovereign exposure is 
assigned a 150-percent risk weight immediately upon 
determining that an event of sovereign default has occurred, 
or if an event of sovereign default has occurred during the 
previous 5 years. 

 
The risk weights for foreign sovereigns, foreign banks, 

and foreign PSEs are shown in the tables below: 
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TABLE 1 – RISK WEIGHTS FOR FOREIGN 
SOVEREIGN EXPOSURES 
 Risk Weight 

(in percent) 

Sovereign CRC 

0-1 0 
2 20 
3 50 
4-6 100 
7 150 

OECD Member with no 
CRC 

0 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
 

TABLE 2 – RISK WEIGHTS FOR EXPOSURES TO 
FOREIGN BANKS 

 Risk Weight 

(in percent) 

Sovereign CRC 

0-1 20 

2 50 

3 100 

4-7 150 

OECD Member with no 
CRC 

20 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 

 



 

 

185 

 

 

TABLE 3 – RISK WEIGHTS FOR FOREIGN PSE 
GENERAL OBLIGATIONS 

 Risk Weight 

(in percent) 

Sovereign CRC 
0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with no 
CRC 

20 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
 

 

TABLE 4 – RISK WEIGHTS FOR FOREIGN PSE 
REVENUE OBLIGATIONS 

 Risk Weight 

  
Sovereign CRC 

0-1 50 
2-3 100 
4-7 150 

OECD Member with no 
CRC 

50 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
 

19. Summary Comparison of Current Risk-Weighting Rules 
versus Revised Risk-Weighting Rules 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Risk Weights for On-Balance Sheet Exposures Under Current and Revised Rules 

Cash  0% 0%  

Direct exposures to 
or unconditionally 
guaranteed by the 
U.S. Government, its 
central bank, or a U.S. 
Government agency 

0% 0%  

Exposures to certain 
supranational 
entities and 
multilateral 
development banks 

20% 0%  

Cash items in the 
process of collection 

20% 20%  

Conditional exposures 
to the U.S. 
Government 

20% 20% A conditional 
exposure is one 
that requires the 
satisfaction of 
certain conditions, 
for example, 
servicing 
requirements 

Exposures to 
Government-sponsored 
entities (GSEs) 

20% (including  
preferred stock) 

 

20% -- exposures 
other than preferred 
stock and equity 
exposures 

 

100% -- preferred 
stock of non-System 
GSEs 

 

All System equities, 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Most exposures to 
U.S. depository 
institutions or 
credit unions 
(including those that 
are OFIs) 

20% 

 

 

20% 

 

 

 

Exposures to U.S. 
public sector 
entities (PSEs) 

20% -- general 
obligations 

50% -- revenue 
obligations 

20% -- general 
obligations 

50% -- revenue 
obligations 

 

Exposures to other 
System institutions 
that are not deducted 
from tier 1 or tier 2 
capital 

20% 20%  

Corporate exposures 
(including exposures 
to agricultural 
borrowers and to OFIs 
that do not satisfy 
the criteria for a 
lower risk weight). 

100% -- generally 

50% -- lower risk OFIs 
that do not satisfy 
the criteria for 20% 

100% -- generally 

50% -- lower risk 
OFIs that do not 
satisfy the criteria 
for 20% 

 

    

Past due and 
nonaccrual exposures 

Generally no change 
when an exposure is 
past due or in 
nonaccrual status 

 

Past due or nonaccrual 
residential loans -- 
100% 

100% -- residential 
mortgage exposures 

 

150% -- all other 
exposures, for the 
portion that is not 
guaranteed or 
secured by financial 
collateral 

90 days or more 
past due or in 
nonaccrual 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Servicing assets 100% (not specifically 
addressed) --  
mortgage servicing 
assets (MSAs) and non-
MSAs 

100% -- MSAs 

 

(Non-MSAs deducted 
from capital) 

 

Deferred tax assets  Certain DTAs deducted 
from capital 

 

Other DTAs -- 100% (not 
specifically addressed)  

 

100% -- DTAs arising 
from temporary 
differences relating 
to net operating 
carrybacks. 

 

DTAs deducted from 
CET1 arise from net 
operating 
carryforwards. 

 

 

Assets not 
specifically assigned 
to a risk-weight 
category and not 
deducted from tier 1 
or tier 2 capital 

100% 100% Includes: 

--borrower loans 
such as 
agricultural loans 
and consumer loans, 
unless qualify for 
50% risk weighting 

 

--premises, fixed 
assets, and other 
real estate owned 



 

 

189 

 

Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Exposures to foreign 
governments and their 
central banks 

0% for direct and 
unconditional claims 
on OECD governments 

 

20% for conditional 
claims on OECD 
governments  

 

100% for claims on 
non-OECD governments.  

Risk weight depends 
on Country Risk 
Classification (CRC) 
applicable to the 
sovereign.  If there 
is no CRC, depends 
on OECD membership.  
Risk weights range 
between 0% and 150%. 

150% for a sovereign 
that has defaulted 
within the previous 
5 years. 

 

Exposures to foreign 
banks 

20% for claims on 
banks in OECD 
countries 

 

20% for short-term 
claims on banks in 
non-OECD countries 

 

100% for long-term 
claims on banks in 
non-OECD countries 

Risk weight depends 
on home country's 
CRC rating.  If 
there is no CRC, 
depends on OECD 
membership of home 
country.  Risk 
weights range 
between 20% and 
150%. 

 

150% in the case of 
a sovereign default 
in the bank's home 
country 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Claims on foreign 
PSEs 

20% for general 
obligations of states 
and political 
subdivisions of OECD 
countries 

 

50% for revenue 
obligations of states 
and political 
subdivisions of OECD 
countries 

 

100% for all 
obligations of states 
and political 
subdivisions of non-
OECD countries 

Risk weight depends 
on the home 
country's CRC.  If 
there is no CRC, 
risk depends on OECD 
membership of home 
country.  Risk 
weights range 
between 20% and 150% 
for general 
obligations and 
between 50% and 150% 
for revenue 
obligations. 

 

150% for a PSE in a 
home country with a 
sovereign default. 
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MBS, ABS, and 
structured securities 

Ratings-based approach 

 

 

Deduction for the 
after-tax gain-on-
sale of a 
securitization 

 

1,250% risk weight 
for a CEIO 

 

100% for interest- 
only MBS that are 
not credit- 
enhancing 

 

System institutions 
may elect to follow 
a gross up approach 
– senior 
securitization 
tranches are 
assigned the risk 
weight associated 
with the underlying 
exposures. 

 

System institutions 
may instead elect to 
follow the 
simplified 
supervisory formula 
approach (SSFA) – 
requires various 
data inputs to a 
supervisory formula. 

exposure. 

 

 

  Alternatively, 
System institutions 
may apply a 1,250% 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

risk weight to any 
securitization. 

Unsettled 
transactions 

Not addressed. 100%, 625%, 937.5%, 
and 1,250% for DvP 
or PvP transactions 
depending on the 
number of business 
days past the 
settlement date. 

 

1,250% for non-DvP, 
non-PvP transactions 
more than 5 days 
past the settlement 
date. 

 

The proposed capital 
requirement for 
unsettled 
transactions would 
not apply to cleared 
transactions that 
are marked-to-market 
daily and subject to 
daily receipt and 
payment of variation 
margin. 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Equity exposures 100%  0% risk weight: 
equity exposures to 
any entity whose 
credit exposures 
receive a 0% risk 
weight 

 

20%: Equity 
exposures to a PSE 
or Farmer Mac 

 

100%: Equity 
exposures to 
effective portions 
of hedge pairs and 
equity exposures to 
non-significant 
equity investments 

 

 

600%: Equity 
exposures to 
investment firms 
that satisfy certain 
conditions 

 

Equity exposures to 
investment funds 

There is a 20% risk 
weight floor on mutual 
fund holdings. 

 

 

Choose among three 
approaches:  full 
look-through; simple 
modified look-
through; and 
alternative modified 
look-through. 

 

Full look-through: 
Risk weight the 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

assets of the fund 
(as if owned 
directly) multiplied 
by the System 
institution's 
proportional 
ownership in the 
fund. 

 

Simple modified 
look-through: 
Multiply the System 
institution's 
exposure by the risk 
weight of the 
highest risk weight 
asset in the fund. 

 

Alternative modified 
look- through: 
Assign risk weight 
on a pro rata basis 
based on the 
investment limits in 
the fund's 
prospectus. 

 

For certain equity 
exposures authorized 
under § 615.5140(e), 
risk weighted asset 
amount = adjusted 
carrying value. 

Credit Conversion Factors (CCF) Under the Current and Revised Rules 

CCF for off-balance 
sheet items 

0% for the unused 
portion of a 

0% for the unused 
portion of a 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

commitment with an 
original maturity of 
14 months or less, or 
which is 
unconditionally 
cancellable by the 
System institution at 
any time. 

 

20% for short-term, 
self-liquidating, 
trade-related 
contingent items. 

 

50% for the unused 
portion of a 
commitment with an 
original maturity of 
more than 14 months 
that is not 
unconditionally 
cancellable by the 
System institution. 

 

50% for transaction-
related contingent 
items (performance 
bonds, bid bonds, 
warranties, and 
standby letters of 
credit). 

 

100% for guarantees, 
repurchase agreements, 
securities lending and 
borrowing 

commitment that is 
unconditionally 
cancellable by the 
System institution. 

 

20% for the unused 
portion of a 
commitment with an 
original maturity of 
14 months or less 
that is not 
unconditionally 
cancellable by the 
System institution. 

 

20% for self- 
liquidating trade- 
related contingent 
items that arise 
from the movement of 
goods, with an 
original maturity of 
14 months or less. 

 

20% for a System 
bank's commitment to 
an association or 
OFI that is not 
unconditionally 
cancelable by the 
System bank, 
regardless of 
maturity. 

 

50% for the unused 
portion of a 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

transactions, 
financial standby 
letters of credit, and 
forward agreements. 

commitment, other 
than a System bank's 
commitment to an 
association or OFI, 
over 14 months that 
is not 
unconditionally 
cancellable by the 
System institution. 

 

50% for transaction-
related contingent 
items (performance 
bonds, bid bonds, 
warranties, and 
standby letters of 
credit). 

 

100% for guarantees, 
repurchase 
agreements, 
securities lending 
and borrowing 
transactions, 
financial standby 
letters of credit, 
and forward 
agreements. 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

OTC derivative 
contracts (except 
cleared transactions) 

Calculation of off-
balance sheet credit 
equivalents based on 
current exposure plus 
potential future 
exposure and a set of 
conversion factors. 

Calculation of off- 
balance sheet credit 
equivalents amount 
based on current 
exposure plus 
potential future 
exposure and a 
revised set of 
conversion factors. 

 

Recognition of 
credit risk 
mitigation of 
collateralized OTC 
derivative 
contracts. 

 

Cleared transactions Not specifically 
addressed. 

If collateral posted 
with a qualified 
central 
counterparty, and 
subject to specific 
requirements, then 
assign 2 percent; or 

 

If requirements not 
met, then assign 4 
percent. 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Credit Risk Mitigation Under the Current and Revised Rules 

Guarantees Generally recognizes 
guarantees provided by 
central governments, 
GSEs, PSEs in OECD 
countries, 
multilateral lending 
institutions, regional 
development 
institutions, U.S. 
depository 
institutions, foreign 
banks, and qualifying 
securities firms in 
OECD countries. 

 

 

Recognizes 
guarantees from 
eligible guarantors, 
as defined.  

 

Substitution 
treatment allows the 
System institution 
to substitute the 
risk weight of the 
protection provider 
for the risk weight 
ordinarily assigned 
to the exposure.  

 

Applies only to 
eligible guarantees 
and eligible credit 
derivatives, and 
adjusts for maturity 
mismatches, currency 
mismatches, and 
where restructuring 
is not treated as a 
credit event. 

Claims 
conditionally 
guaranteed by the 
U.S. government 
receive a risk 
weight of 20 
percent. 
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Category Current Risk Weight 
(in general) 

Revised Risk Weight 
under Final Rules 

 

Comments 

Collateralized 
transactions 

No recognition For financial 
collateral only, the 
rule provides two 
approaches: 

 

1. Simple approach 

A System institution 
may apply a risk 
weight to the 
portion of an 
exposure that is 
secured by the fair 
value of collateral 
by using the risk 
weight of the 
collateral – with a 
general risk weight 
floor of 20%. 

 

2. Collateral 
haircut approach 

A System institution 
may use standard 
supervisory haircuts 
for eligible margin 
loans, repo- style 
transactions, and 
collateralized 
derivative 
contracts. 

Financial 
collateral does not 
include collateral 
such as real estate 
or chattel.  In all 
cases the System 
institution must 
have a perfected, 
1st priority 
interest. 

 

For the simple 
approach there must 
be a collateral 
agreement for at 
least the life of 
the exposure; 
collateral must be 
revalued at least 
every 6 months; 
collateral other 
than gold must be 
in the same 
currency. 

 

20. Disclosure Requirements -- §§ 628.61 – 628.63 
(including Tables 1 – 10) 
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The rule requires each System bank, generally on a 
quarterly basis, to make public disclosures related to its 
capital requirements.  Disclosures are required as follows: 

 
Table 1 – Scope of Application – Provides the basic 

context underlying regulatory capital calculations. 
 
Table 2 – Capital Structure – Provides summary 

information on the terms and conditions of the main 
features of regulatory capital instruments.  Also requires 
disclosure of the total amount of CET1, tier 1, and total 
capital, with separate disclosures for deductions and 
adjustments to capital. 

 
Table 3 – Capital Adequacy – Provides information on a 

System bank's approach for categorizing and risk-weighting 
its exposures, as well as the amount of total risk weighted 
assets. 

 
Table 4 – Capital Buffers – Requires a System bank to 

disclosure the capital conservation buffer and leverage 
buffer, the eligible retained income and any limitations on 
capital distributions and certain discretionary bonus 
payments, as applicable. 

 
Table 5 – Credit Risk:  General Disclosures – Requires 

a System bank to disclose information pertaining to its 
general credit risk. 

 
Table 6 – General Disclosure for Counterparty Credit 

Risk-Related Exposures – Requires a System bank to disclose 
information pertaining to its counterparty credit risk. 

 
Table 7 – Credit Risk Mitigation – Requires a System 

bank to disclose information pertaining to credit risk 
mitigation. 

 
Table 8 – Securitization – Provides information to 

market participants on the amount of credit risk transferred 
and retained by a System bank through securitization 
transactions, the types of products involved in the System 
bank's securitizations, the risks inherent in the System 
bank's securitized assets, the System bank's policies 
regarding credit risk mitigation, and the names of any 
entities that provide external credit assessments of a 
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securitization.142  Securitization transactions in which the 
originating System bank does not retain any securitization 
exposure are shown separately and are reported only for the 
year of inception of the transaction.143 

 
Table 9 – Equities – Provides market participants with 

an understanding of the types of equity securities held by 
the System bank and how they are valued.  Also provides 
information on the capital allocated to different equity 
products and the amount of unrealized gains and losses. 

 
Table 10 – Interest Rate Risk for Non-Trading 

Activities – Requires a System bank to provide certain 
quantitative and qualitative disclosures regarding the 
System bank's management of interest rate risks. 

 
List of Subjects 
 
12 CFR Part 607 

Accounting, Agriculture, Banks, banking, Reporting and 
recordkeeping requirements, Rural areas. 

 
12 CFR Part 611 

Agriculture Banks, banking, Rural areas. 
 
12 CFR Part 614 

Agriculture, Banks, banking, Foreign trade, Reporting 
and recordkeeping requirements, Rural areas. 

 
12 CFR Part 615 

Accounting, Agriculture, Banks, banking, Government 
securities, Investments, Rural areas. 

 
12 CFR Part 620 

Accounting, Agriculture, Banks, banking, Reporting and 
recordkeeping requirements, Rural areas. 

 
                                                

142 For purposes of these disclosures (and these capital regulations), a 
System bank is considered to have securitized assets if assets that it 
originated or purchased from third parties are included in a 
securitization. 
143 A System bank is authorized to act as an "originating System 
institution," which the regulation defines as a System institution that 
directly or indirectly originated the underlying exposures included in a 
securitization.  
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12 CFR Part 624 
Accounting, Agriculture, Banks, Banking, Capital, 

Cooperatives, Credit, Margin requirements, Reporting and 
recordkeeping requirements, Risk, Rural areas, Swaps. 

 
12 CFR Part 627 

Agriculture, Banks, banking, Claims, Rural areas. 
 

12 CFR Part 628 
 

Accounting, Agriculture, Banks, banking, Capital, 
Government securities, Investments, Rural areas. 

 
For the reasons stated in the preamble, parts 607, 

611, 614, 615, 620, 624, 627, and 628 of chapter VI, title 
12 of the Code of Federal Regulations are amended as 
follows: 

 
PART 607—ASSESSMENT AND APPORTIONMENT OF ADMINISTRATIVE 
EXPENSES 
 

1. The authority citation for part 607 continues to 
read as follows: 

 
 Authority:  Secs. 5.15, 5.17 of the Farm Credit Act 
(12 U.S.C. 2250, 2252) and 12 U.S.C. 3025. 

 
2. Section 607.2 is amended by revising paragraph (b) 

introductory text to read as follows: 
 
§ 607.2   Definitions. 
*  *  *  *  * 

(b) Average risk-adjusted asset base means the 
average of the risk-adjusted asset base (as defined in 
§ 615.5201 of this chapter) of banks, associations, and 
designated other System entities, calculated as follows: 
*  *  *  *  * 
 
PART 611—ORGANIZATION 
 

3. The authority citation for part 611 continues to 
read as follows: 

 
 Authority:  Secs. 1.2, 1.3, 1.4, 1.5, 1.13, 2.0, 2.1, 
2.2, 2.10, 2.11, 2.12, 3.0, 3.1, 3.2, 3.21, 4.12, 4.12A, 
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4.15, 4.20, 4.21, 5.9, 5.17, 6.9, 6.26, 7.0-7.13, 8.5(e) of 
the Farm Credit Act (12 U.S.C. 2002, 2011, 2012, 2013, 
2021, 2071, 2072, 2073, 2091, 2092, 2093, 2121, 2122, 2123, 
2142, 2183, 2184, 2203, 2208, 2209, 2243, 2252, 2278a-9, 
2278b-6, 2279a-2279f-1, 2279aa-5(e)); secs. 411 and 412 of 
Pub. L. 100-233, 101 Stat. 1568, 1638; sec. 414 of Pub. L. 
100-399, 102 Stat. 989, 1004. 

 
4. Section 611.1265 is amended by revising paragraph 

(e) to read as follows: 
 
§ 611.1265 Retirement of a terminating association’s 
investment in its affiliated bank. 
*  *  *  *  * 
 (e)  Exclusion of equities from capital ratios.  If 
another Farm Credit institution makes an agreement to 
retire equities you hold in that institution after 
termination, we may require that institution to exclude 
part or all of those equities from assets and capital when 
the institution calculates its regulatory capital under 
parts 615 and 628 of this chapter. 
 
PART 614--LOAN POLICIES AND OPERATIONS 
 

5. The authority citation for part 614 continues to 
read as follows: 

 
Authority:  42 U.S.C. 4012a, 4104a, 4104b, 4106, and 

4128; secs. 1.3, 1.5, 1.6, 1.7, 1.9, 1.10, 1.11, 2.0, 2.2, 
2.3, 2.4, 2.10, 2.12, 2.13, 2.15, 3.0, 3.1, 3.3, 3.7, 3.8, 
3.10, 3.20, 3.28, 4.12, 4.12A, 4.13B, 4.14, 4.14A, 4.14C, 
4.14D, 4.14E, 4.18, 4.18A, 4.19, 4.25, 4.26, 4.27, 4.28, 
4.36, 4.37, 5.9, 5.10, 5.17, 7.0, 7.2, 7.6, 7.8, 7.12, 
7.13, 8.0, 8.5 of the Farm Credit Act (12 U.S.C. 2011, 
2013, 2014, 2015, 2017, 2018, 2019, 2071, 2073, 2074, 2075, 
2091, 2093, 2094, 2097, 2121, 2122, 2124, 2128, 2129, 2131, 
2141, 2149, 2183, 2184, 2201, 2202, 2202a, 2202c, 2202d, 
2202e, 2206, 2206a, 2207, 2211, 2212, 2213, 2214, 2219a, 
2219b, 2243, 2244, 2252, 2279a, 2279a-2, 2279b, 2279c-1, 
2279f, 2279f-1, 2279aa, 2279aa-5); sec. 413 of Pub. L. 100-
233, 101 Stat. 1568, 1639. 

 
6. Section 614.4351 is amended by removing paragraph 

(a)(2), redesignating paragraph (a)(3) as paragraph (a)(2), 
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and revising newly redesignated paragraph (a)(2) to read as 
follows: 
 
§ 614.4351 Computation of lending and leasing limit base. 
 (a)  *  *  * 

(2)  Any amounts of preferred stock not eligible to be 
included in total capital as defined in § 628.2 of this 
chapter must be deducted from the lending limit base, 
except that otherwise eligible third-party capital that is 
required to be excluded from total capital under § 628.23 
of this chapter may be included in the lending limit base. 
*  *  *  *  * 
 
PART 615--FUNDING AND FISCAL AFFAIRS, LOAN POLICIES AND 
OPERATIONS, AND FUNDING OPERATIONS 
 

7. The authority citation for part 615 is revised to 
read as follows: 

 Authority:  Secs. 1.5, 1.7, 1.10, 1.11, 1.12, 2.2, 
2.3, 2.4, 2.5, 2.12, 3.1, 3.7, 3.11, 3.25, 4.3, 4.3A, 4.9, 
4.14B, 4.25, 5.9, 5.17, 6.20, 6.26, 8.0, 8.3, 8.4, 8.6, 
8.7, 8.8, 8.10, 8.12 of the Farm Credit Act (12 U.S.C. 
2013, 2015, 2018, 2019, 2020, 2073, 2074, 2075, 2076, 2093, 
2122, 2128, 2132, 2146, 2154, 2154a, 2160, 2202b, 2211, 
2243, 2252, 2278b, 2278b-6, 2279aa, 2279aa-3, 2279aa-4, 
2279aa-6, 2279aa-7, 2279aa-8, 2279aa-10, 2279aa-12); sec. 
301(a), Pub. L. 100-233, 101 Stat. 1568, 1608; sec. 939A, 
Pub. L. 111-203, 124 Stat. 1326, 1887 (15 U.S.C. 78o-7 
note). 

8. Section 615.5143 is amended by revising paragraphs 
(a)(3) and (b)(4) to read as follows: 

 
§ 615.5143 Management of ineligible investments and 
reservation of authority to require divestiture. 

(a)  *  *  * 
(3) It must be excluded as collateral under 

§ 615.5050. 
(b)  *  *  * 

 (4) You may continue to hold the investment as 
collateral under § 615.5050 at the lower of cost or market 
value; and 
*  *  *  *  * 
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9. Sections 615.5200 and 615.5201 are revised to read 
as follows: 

 
§ 615.5200 Capital planning. 
 (a) The Board of Directors of each System institution 
shall determine the amount of regulatory capital needed to 
assure the System institution's continued financial 
viability and to provide for growth necessary to meet the 
needs of its borrowers.  The minimum capital standards 
specified in this part and part 628 of this chapter are not 
meant to be adopted as the optimal capital level in the 
System institution's capital adequacy plan.  Rather, the 
standards are intended to serve as minimum levels of 
capital that each System institution must maintain to 
protect against the credit and other general risks inherent 
in its operations. 
 (b) Each Board of Directors shall establish, adopt, 
and maintain a formal written capital adequacy plan as a 
part of the financial plan required by § 618.8440 of this 
chapter.  The plan shall include the capital targets that 
are necessary to achieve the System institution's capital 
adequacy goals as well as the minimum permanent capital, 
common equity tier 1 (CET1) capital, tier 1 capital, total 
capital, and tier 1 leverage ratios (including the 
unallocated retained earnings (URE) and URE equivalents 
minimum) standards.  The plan shall address any projected 
dividend payments, patronage payments, equity retirements, 
or other action that may decrease the System institution's 
capital or the components thereof for which minimum amounts 
are required by this part and part 628 of this chapter.  
The plan shall set forth the circumstances and minimum 
timeframes in which equities may be redeemed or revolved 
consistent with the System institution's applicable bylaws 
or board of directors resolutions.  Such bylaws or 
resolutions must include the information described in 
paragraph (d) of this section. 
 (c) In addition to factors that must be considered in 
meeting the minimum standards, the board of directors shall 
also consider at least the following factors in developing 
the capital adequacy plan: 
 (1) Capability of management and the board of 
directors (the assessment of which may be a part of the 
assessments required in paragraphs (b)(2)(ii) and (b)(7)(i) 
of § 618.8440 of this chapter); 
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 (2) Quality of operating policies, procedures, and 
internal controls; 
 (3) Quality and quantity of earnings; 
 (4) Asset quality and the adequacy of the allowance 
for losses to absorb potential loss within the loan and 
lease portfolios; 
 (5) Sufficiency of liquid funds; 
 (6) Needs of a System institution's customer base; 
and 
 (7) Any other risk-oriented activities, such as 
funding and interest rate risks, potential obligations 
under joint and several liability, contingent and off-
balance-sheet liabilities or other conditions warranting 
additional capital. 

(d)  In order to include otherwise eligible purchased 
and allocated equities in tier 1 capital and tier 2 capital 
under part 628 of this chapter, a System institution must 
adopt a capitalization bylaw, or its board of directors 
must adopt a resolution, which resolution must be re-
affirmed by the board on an annual basis in the capital 
adequacy plan, in which the institution undertakes the 
following: 

(1) The institution shall obtain prior FCA approval 
under § 628.20(f) of this chapter before: 

(i)  Redeeming or revolving equities included in CET1 
capital; 

(ii)  Redeeming or calling equities included in 
additional tier 1 capital; and 

(iii)  Redeeming, revolving, or calling instruments 
included in tier 2 capital other than limited life 
preferred stock or subordinated debt on the maturity date. 

(2) The institution shall have a minimum redemption or 
revolvement period of 7 years for equities included in CET1 
capital, a minimum no-call or redemption period of 5 years 
for additional tier 1 capital, and a minimum no-call, 
redemption, or revolvement period of 5 years for tier 2 
capital. 

(3)  The institution shall obtain prior FCA approval 
before: 

(i) Redesignating URE equivalents as equities that the 
institution may exercise its discretion to redeem other 
than upon dissolution or liquidation; 

(ii) Removing equities or other instruments from CET1, 
additional tier 1, or tier 2 capital other than through 
repurchase, cancellation, redemption or revolvement; and 
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(iii) Redesignating equities included in one component 
of regulatory capital (CET1 capital, additional tier 1 
capital, or tier 2 capital) for inclusion in another 
component of regulatory capital. 

(4) The institution shall not exercise its discretion 
to revolve URE equivalents except upon dissolution or 
liquidation and shall not offset URE equivalents against a 
loan in default except as required under final order of a 
court of competent jurisdiction or if required under 
§ 615.5290 in connection with a restructuring under part 
617 of this chapter. 

 
§ 615.5201 Definitions. 
 For the purpose of this subpart, the following 
definitions apply: 

Allocated investment means earnings allocated but not 
paid in cash by a System bank to an association or other 
recipient. 
 Deferred tax assets (DTAs) means an amount of income 
taxes refundable or recoverable in future years as a result 
of temporary differences and net operating loss or tax 
credit carryforwards that exist at the reporting 
date.  There are three types of DTAs and they arise from:  

(1) A temporary difference that a System institution 
could realize through a net loss carryback; 

(2) A temporary difference that a System institution 
could not realize through net loss carryback; and 

(3) An operating loss and tax credit carryforward. 
Nonagreeing association means an association that does 

not have an allotment agreement in effect with a Farm 
Credit Bank or agricultural credit bank pursuant to 
§ 615.5207(b)(2). 

Permanent capital, subject to adjustments as described 
in § 615.5207, includes: 
 (1)  Current year earnings; 
 (2)  Allocated and unallocated earnings (which, in the 
case of earnings allocated in any form by a System bank to 
any association or other recipient and retained by the 
bank, must be considered, in whole or in part, permanent 
capital of the bank or of any such association or other 
recipient as provided under an agreement between the bank 
and each such association or other recipient); 
 (3)  All surplus; 
 (4)  Stock issued by a System institution, except: 
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 (i)  Stock that may be retired by the holder of the 
stock on repayment of the holder's loan, or otherwise at 
the option or request of the holder; 
 (ii) Stock that is protected under section 4.9A of the 
Act or is otherwise not at risk; 
 (iii)  Farm Credit Bank equities required to be 
purchased by Federal land bank associations in connection 
with stock issued to borrowers that is protected under 
section 4.9A of the Act; 
 (iv) Capital subject to revolvement, unless: 
 (A)  The bylaws of the System institution clearly 
provide that there is no express or implied right for such 
capital to be retired at the end of the revolvement cycle 
or at any other time; and  
 (B)  The System institution clearly states in the 
notice of allocation that such capital may only be retired 
at the sole discretion of the board of directors in 
accordance with statutory and regulatory requirements and 
that the institution does not grant any express or implied 
right to have such capital retired at the end of the 
revolvement cycle or at any other time; 
 (5) [Reserved] 
 (6)  Financial assistance provided by the Farm Credit 
System Insurance Corporation that the FCA determines 
appropriate to be considered permanent capital; and 
 (7)  Any other debt or equity instruments or other 
accounts the FCA has determined are appropriate to be 
considered permanent capital.  The FCA may permit one or 
more System institutions to include all or a portion of 
such instrument, entry, or account as permanent capital, 
permanently or on a temporary basis, for purposes of this 
part. 

Preferred stock means stock that is permanent capital 
and has dividend and/or liquidation preference over common 
stock. 

Risk-adjusted asset base means "standardized total 
risk-weighted assets" as defined in § 628.2 of this 
chapter, adjusted in accordance with § 615.5207 and 
excluding the deduction in paragraph (2) of that definition 
for the amount of the System institution's allowance for 
loan losses that is not included in tier 2 capital. 

Stock means stock and participation certificates. 
System bank means a Farm Credit bank as defined in 

§ 619.9140 of this chapter, which includes Farm Credit 
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Banks, agricultural credit banks, and banks for 
cooperatives. 

System institution means a System bank, an association 
of the Farm Credit System, Farm Credit Leasing Services 
Corporation, and their successors, and any other 
institution chartered by the FCA that the FCA determines 
should be considered a System institution for the purposes 
of this subpart. 
 Term preferred stock means preferred stock with an 
original maturity of at least 5 years and on which, if 
cumulative, the board of directors has the option to defer 
dividends, provided that, at the beginning of each of the 
last 5 years of the term of the stock, the amount that is 
eligible to be counted as permanent capital is reduced by 
20 percent of the original amount of the stock (net of 
redemptions). 
 

10. Sections 615.5206, 615.5207, and 615.5208 are 
revised to read as follows: 

 
§ 615.5206 Permanent capital ratio computation. 
 (a)  The System institution's permanent capital ratio 
is determined on the basis of the financial statements of 
the System institution prepared in accordance with 
generally accepted accounting principles. 
 (b)  The System institution's asset base and permanent 
capital are computed using average daily balances for the 
most recent 3 months. 
 (c)  The System institution's permanent capital ratio 
is calculated by dividing the System institution's 
permanent capital, adjusted in accordance with § 615.5207 
(the numerator), by the risk-adjusted asset base (the 
denominator) as defined in § 615.5201, to derive a ratio 
expressed as a percentage. 
 
§ 615.5207 Capital adjustments and associated reductions to 
assets. 

For the purpose of computing the System institution's 
permanent capital ratio, the following adjustments must be 
made prior to assigning assets to risk-weight categories 
and computing the ratio: 
 (a)  Where two System institutions have stock 
investments in each other, such reciprocal holdings must be 
eliminated to the extent of the offset.  If the investments 
are equal in amount, each System institution must deduct 
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from its assets and its permanent capital an amount equal 
to the investment.  If the investments are not equal in 
amount, each System institution must deduct from its 
permanent capital and its assets an amount equal to the 
smaller investment.  The elimination of reciprocal holdings 
required by this paragraph must be made prior to making the 
other adjustments required by this section. 
 (b)  Where an association has an equity investment in 
a System bank, the double counting of capital is eliminated 
in the following manner: 
 (1)  For a purchased investment, each association must 
deduct its investment in a System bank from its permanent 
capital.  Each System bank will consider all purchased 
stock investments as its permanent capital. 
 (2)  For an allocated investment, each System bank and 
each of its affiliated associations may enter into an 
agreement that specifies, for computing permanent capital 
only, a dollar amount and/or percentage allotment of the 
association's allocated investment between the bank and the 
association.  Section 615.5208 provides conditions for 
allotment agreements or defines allotments in the absence 
of such agreements. 
 (c)  A Farm Credit Bank or agricultural credit bank 
and a recipient, other than an affiliated association, of 
allocated earnings from such bank may enter into an 
agreement specifying a dollar amount and/or percentage 
allotment of the recipient's allocated earnings in the bank 
between the bank and the recipient.  Such agreement must 
comply with § 615.5208, except that, in the absence of an 
agreement, the allocated investment must be allotted 100 
percent to the allocating bank and 0 percent to the 
recipient.  All equities of the bank that are purchased by 
a recipient are considered as permanent capital of the 
issuing bank. 
 (d)  A bank for cooperatives and a recipient of 
allocated earnings from such bank may enter into an 
agreement specifying a dollar amount and/or percentage 
allotment of the recipient's allocated earnings in the bank 
between the bank and the recipient.  Such agreement must 
comply with § 615.5208, except that, in the absence of an 
agreement, the allocated investment must be allotted 100 
percent to the allocating bank and 0 percent to the 
recipient.  All equities of a bank that are purchased by a 
recipient shall be considered as permanent capital of the 
issuing bank. 
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 (e)  Where a System institution has an equity 
investment in another System institution to capitalize a 
loan participation interest, the investing System 
institution must deduct from its permanent capital an 
amount equal to its investment in the participating System 
institution. 
 (f)  Each System institution must deduct from 
permanent capital any equity investment in a service 
corporation chartered under section 4.25 of the Act or the 
Funding Corporation chartered under section 4.9 of the Act. 
 (g)  Each System institution must deduct from its 
permanent capital an amount equal to all goodwill, whenever 
acquired. 
 (h)  Each System institution must deduct from its 
risk-adjusted asset base any item deducted from permanent 
capital under this section. 
 (i)  Where a System bank and an association have an 
enforceable written agreement to share losses on 
specifically identified assets on a predetermined 
quantifiable basis, such assets must be counted in each 
System institution's risk-adjusted asset base in the same 
proportion as the System institutions have agreed to share 
the loss. 
 (j)  The permanent capital of a System institution 
must exclude any accumulated other comprehensive income 
(loss) as reported under GAAP. 
 (k)  For purposes of calculating capital ratios under 
this part, deferred-tax assets are subject to the 
conditions, limitations, and restrictions described in 
§ 628.22(a)(3) of this chapter. 
 (l) [Reserved] 
 
§ 615.5208   Allotment of allocated investments. 
 (a)  The following conditions apply to agreements that 
a System bank enters into with an affiliated association 
pursuant to § 615.5207(b)(2): 
 (1)  The agreement must be for a term of 1 year or 
longer.  
 (2)  The agreement must be entered into on or before 
its effective date.  
 (3)  The agreement may be amended according to its 
terms, but no more frequently than annually except in the 
event that a party to the agreement is merged or 
reorganized. 
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 (4)  On or before the effective date of the agreement, 
a certified copy of the agreement, and any amendments 
thereto, must be sent to the field office of the Farm 
Credit Administration responsible for examining the System 
institution.  A copy must also be sent within 30 calendar 
days of adoption to the bank's other affiliated 
associations. 
 (5)  Unless the parties otherwise agree, if the System 
bank and the association have not entered into a new 
agreement on or before the expiration of an existing 
agreement, the existing agreement will automatically be 
extended for another 12 months, unless either party 
notifies the Farm Credit Administration in writing of its 
objection to the extension prior to the expiration of the 
existing agreement. 
 (b)  In the absence of an agreement between a System 
bank and one or more associations, or in the event that an 
agreement expires and at least one party has timely 
objected to the continuation of the terms of its agreement, 
the following formula applies with respect to the allocated 
investments held by those associations with which there is 
no agreement (nonagreeing associations), and does not apply 
to the allocated investments held by those associations 
with which the bank has an agreement (agreeing 
associations): 
 (1)  The allotment formula must be calculated 
annually. 
 (2)  The permanent capital ratio of the System bank 
must be computed as of the date that the existing agreement 
terminates, using a 3-month average daily balance, 
excluding the allocated investment from nonagreeing 
associations but including any allocated investments of 
agreeing associations that are allotted to the bank under 
applicable allocation agreements.  The permanent capital 
ratio of each nonagreeing association must be computed as 
of the same date using a 3-month average daily balance, and 
must be computed excluding its allocated investment in the 
bank. 
 (3)  If the permanent capital ratio of the System bank 
calculated in accordance with paragraph (b)(2) of this 
section is 7 percent or above, the allocated investment of 
each nonagreeing association whose permanent capital ratio 
calculated in accordance with paragraph (b)(2) of this 
section is 7 percent or above must be allotted 50 percent 
to the bank and 50 percent to the association. 
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 (4)  If the permanent capital ratio of the System bank 
calculated in accordance with paragraph (b)(2) of this 
section is 7 percent or above, the allocated investment of 
each nonagreeing association whose capital ratio is below 7 
percent must be allotted to the association until the 
association's capital ratio reaches 7 percent or until all 
of the investment is allotted to the association, whichever 
occurs first.  Any remaining unallotted allocated 
investment must be allotted 50 percent to the bank and 50 
percent to the association. 
 (5)  If the permanent capital ratio of the System bank 
calculated in accordance with paragraph (b)(2) of this 
section is less than 7 percent, the amount of additional 
capital needed by the bank to reach a permanent capital 
ratio of 7 percent must be determined, and an amount of the 
allocated investment of each nonagreeing association must 
be allotted to the System bank, as follows: 
 (i)  If the total of the allocated investments of all 
nonagreeing associations is greater than the additional 
capital needed by the bank, the allocated investment of 
each nonagreeing association must be multiplied by a 
fraction whose numerator is the amount of capital needed by 
the bank and whose denominator is the total amount of 
allocated investments of the nonagreeing associations, and 
such amount must be allotted to the bank.  Next, if the 
permanent capital ratio of any nonagreeing association is 
less than 7 percent, a sufficient amount of unallotted 
allocated investment must then be allotted to each 
nonagreeing association, as necessary, to increase its 
permanent capital ratio to 7 percent, or until all such 
remaining investment is allotted to the association, 
whichever occurs first.  Any unallotted allocated 
investment still remaining must be allotted 50 percent to 
the bank and 50 percent to the nonagreeing association. 
 (ii)  If the additional capital needed by the bank is 
greater than the total of the allocated investments of the 
nonagreeing associations, all of the remaining allocated 
investments of the nonagreeing associations must be 
allotted to the bank. 
 
§§ 615.5209, 615.5210, 615.5211, and 615.5212 [Removed and 
reserved] 
 
 11. Sections 615.5209, 615.5210, 615.5211, and 
615.5212 are removed and reserved. 
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 12.  Section 615.5220 is revised to read as follows: 
 
§ 615.5220 Capitalization bylaws. 
 (a)  The board of directors of each System bank and 
association shall, pursuant to section 4.3A of the Farm 
Credit Act of 1971 (Act), adopt capitalization bylaws, 
subject to the approval of its voting shareholders, that 
set forth: 
 (1)  Classes of equities and the manner in which they 
shall be issued, transferred, converted and retired; 
 (2)  For each class of equities, a description of the 
class(es) of persons to whom such stock may be issued, 
voting rights, dividend rights and preferences, and 
priority upon liquidation, including rights, if any, to 
share in the distribution of the residual estate; 
 (3)  The number of shares and par value of equities 
authorized to be issued for each class of equities.  
However, the bylaws need not state a number or value limit 
for these equities: 
 (i)  Equities that are required to be purchased as a 
condition of obtaining a loan, lease, or related service. 
 (ii)  Non-voting stock resulting from the conversion 
of voting stock due to repayment of a loan. 
 (iii)  Non-voting equities that are issued to an 
association's funding bank in conjunction with any 
agreement for a transfer of capital between the association 
and the bank. 
 (iv)  Equities resulting from the distribution of 
earnings. 
 (4)  For Farm Credit Banks, agricultural credit banks 
(with respect to loans other than to cooperatives), and 
associations, the percentage or dollar amount of equity 
investment (which may be expressed as a range within which 
the board of directors may from time to time determine the 
requirement) that will be required to be purchased as a 
condition for obtaining a loan, which amount shall be not 
less than 2 percent of the loan amount or $1,000, whichever 
is less; 
 (5)  For banks for cooperatives and agricultural 
credit banks (with respect to loans to cooperatives), the 
percentage or dollar amount of equity or guaranty fund 
investment (which may be expressed as a range within which 
the board may from time to time determine the requirement) 
that serves as a target level of investment in the bank for 
patronage-sourced business, which amount shall not be less 
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than, 2 percent of the loan amount or $1,000, whichever is 
less; 
 (6)  The manner in which equities will be retired, 
including a provision stating that equities other than 
those protected under section 4.9A of the Act are 
retireable at the sole discretion of the board, provided 
minimum capital adequacy standards established in subpart H 
of this part, part 628 of this chapter, and the capital 
requirements established by the board of directors of the 
System institution, are met; 
 (7)  The manner in which earnings will be allocated 
and distributed, including the basis on which patronage 
will be paid, which shall be in accord with cooperative 
principles; and 
 (8)  For System banks, the manner in which the 
capitalization requirements of the Farm Credit bank shall 
be allocated and equalized from time to time among its 
owners. 
 (b)  The board of directors of each service 
corporation (including the Farm Credit Leasing Services 
Corporation) shall adopt capitalization bylaws, subject to 
the approval of its voting shareholders, that set forth the 
requirements of paragraphs (a)(1), (2), and (3) of this 
section to the extent applicable.  Such bylaws shall also 
set forth the manner in which equities will be retired and 
the manner in which earnings will be distributed. 
 
 13.  Section 615.5240 is revised to read as follows: 
 
§ 615.5240 Regulatory capital requirements. 
 (a)  The capitalization bylaws shall enable the 
institution to meet the capital adequacy standards 
established under subpart H of this part, part 628 of this 
chapter, and the capital requirements established by the 
board of directors of the System institution. 
 (b)  In order to qualify as permanent capital, 
equities issued under the bylaws must meet the following 
requirements: 
 (1)  Retirement must be solely at the discretion of 
the board of directors and not upon a date certain (other 
than the original maturity date of preferred stock) or upon 
the happening of any event, such as repayment of the loan, 
and not pursuant to any automatic retirement or revolvement 
plan; 
 (2)  Retirement must be at not more than book value; 
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 (3)  The institution must have made the disclosures 
required by this subpart; 
 (4)  For common stock and participation certificates, 
dividends must be noncumulative and payable only at the 
discretion of the board; and 
 (5)  For cumulative preferred stock, the board of 
directors must have discretion to defer payment of 
dividends. 

 
14.  Sections 615.5250 and 615.5255 are revised to 

read as follows: 
 

§ 615.5250 Disclosure requirements for sales of borrower 
stock. 
 (a)  For sales of borrower stock, which for this 
subpart means equities purchased as a condition for 
obtaining a loan, a System institution must provide a 
prospective borrower with the following documents prior to 
loan closing: 
 (1)  The institution's most recent annual report filed 
under part 620 of this chapter; 
 (2)  The institution's most recent quarterly report 
filed under part 620 of this chapter, if more recent than 
the annual report; 
 (3)  A copy of the institution's capitalization 
bylaws; and 
 (4)  A written description of the terms and conditions 
under which the equity is issued.  In addition to specific 
terms and conditions, the description must disclose: 
 (i)  That the equity is an at-risk investment and not 
a compensating balance; 
 (ii)  That the equity is retireable only at the 
discretion of the board of directors consistent with the 
institution's bylaws and only if minimum capital standards 
established under subpart H of this part and part 628 of 
this chapter are met and that such retirement may also 
require the approval of the FCA; 
 (iii)  Whether the institution presently meets its 
minimum capital standards established under subpart H of 
this part and part 628 of this chapter; 
 (iv)  Whether the institution knows of any reason the 
institution may not meet its capital standards on the next 
earnings distribution date; and 
 (v)  The rights, if any, to share in patronage 
payments. 
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 (b)  Notwithstanding the provisions of paragraph (a) 
of this section, no materials previously provided to a 
purchaser (except the disclosures required by paragraph 
(a)(4) of this section) need be provided again unless the 
purchaser requests such materials. 
 
§ 615.5255 Disclosure and review requirements for sales of 
other equities. 
 (a)  A bank, association, or service corporation must 
submit a proposed disclosure statement to the Farm Credit 
Administration (FCA) for review and clearance prior to the 
proposed sale of any other equities, which for this subpart 
means equities not purchased as a condition for obtaining a 
loan. 
 (b)  An institution may not offer to sell other 
equities until a disclosure statement is reviewed and 
cleared by the FCA. 
 (c)  A disclosure statement must include: 
 (1)  All of the information required by parts 620 and 
628 of this chapter in the annual report to shareholders as 
of a date within 135 days of the proposed sale.  An 
institution may satisfy this requirement by referring to 
its most recent annual report to shareholders and the most 
recent quarterly report filed with the FCA, provided such 
reports contain the required information; 
 (2)  The information required by § 615.5250(a)(3) and 
(4); and 
 (3)  A discussion of the intended use of the sale 
proceeds. 
 (d)  An institution is not required to provide the 
materials identified in paragraphs (c)(1) and (2) of this 
section to a purchaser who previously received them unless 
the purchaser requests it. 
 (e)  For any class of stock where each purchaser and 
each subsequent transferee acquires at least $250,000 of 
the stock and meets the definition of "accredited investor" 
or "qualified institutional buyer" contained in 17 CFR 
230.501 and 230.144A, a disclosure statement submitted 
pursuant to this section is deemed reviewed and cleared by 
the FCA and an institution may treat stock that meets all 
requirements of this part as permanent capital for the 
purpose of meeting the minimum permanent capital standards 
established under subpart H of this part, unless the FCA 
notifies the institution to the contrary within 30 days of 
receipt of a complete disclosure statement submission.  A 
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complete disclosure statement submission includes the 
proposed disclosure statement plus any additional materials 
requested by the FCA. 
 (f)  For all other issuances, a disclosure statement 
submitted pursuant to this section is deemed cleared by the 
FCA, and an institution may treat stock that meets all 
requirements of this part as permanent capital for the 
purpose of meeting the minimum permanent capital standards 
established under subpart H unless the FCA notifies the 
institution to the contrary within 60 days of receipt of a 
complete disclosure statement submission.  A complete 
disclosure statement submission includes the proposed 
disclosure statement plus any additional materials 
requested by the FCA. 
 (g)  Upon request, the FCA will inform the institution 
how it will treat the proposed issuance for other 
regulatory capital ratios or computations. 
 (h)  No institution, officer, director, employee, or 
agent shall, in connection with the sale of equities, make 
any disclosure, through a disclosure statement or 
otherwise, that is inaccurate or misleading, or omit to 
make any statement needed to prevent other disclosures from 
being misleading. 
 (i)  Each bank and association must establish a method 
to disclose and make information on insider preferred stock 
purchases and retirements readily available to the public.  
At a minimum, each institution offering preferred stock 
must make this information available upon request. 
 (j)  The requirements of this section do not apply to 
the sale of Farm Credit System institution equities to: 
 (1)  Other Farm Credit System institutions; 
 (2)  Other financing institutions in connection with a 
lending or discount relationship; or 
 (3)  Non-Farm Credit System lenders that purchase 
equities in connection with a loan participation 
transaction. 
 (k)  In addition to the requirements of this section, 
each institution is responsible for ensuring its compliance 
with all applicable Federal and state securities laws. 
  

15.  Section 615.5270 is revised to read as follows: 
 
§ 615.5270 Retirement of other equities. 
 (a) Equities other than eligible borrower stock shall 
be retired at not more than their book value. 
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 (b) Subject to the redemption restrictions in part 
628 of this chapter, no equities shall be retired, except 
pursuant to §§ 615.5280 and 615.5290 or term stock at its 
stated maturity, unless after retirement the institution 
would continue to meet the minimum permanent capital 
standards established under subpart H of this part, part 
628 of this chapter, and the capital requirements 
established by the board of directors of the System 
institution. 
 (c)  A System bank, association, or service 
corporation board of directors may delegate authority to 
retire at-risk stock to institution management if: 
 (1)  The board has determined that the institution's 
capital position is adequate; 
 (2)  All retirements are in accordance with applicable 
provisions of part 628 of this chapter and the 
institution's capital adequacy plan or capital restoration 
plan; 
 (3)  After any retirements, the institution's 
permanent capital ratio will be in excess of 9 percent, its 
capital conservation buffer set forth in § 628.11 of this 
chapter will be above 2.5 percent, and its leverage buffer 
set forth in § 628.11 of this chapter will be above 1.0 
percent; 
 (4)  The institution will continue to satisfy all 
applicable regulatory capital standards after any 
retirements; and 
 (5)  Management reports the aggregate amount and net 
effect of stock purchases and retirements to the board of 
directors each quarter. 
 (d)  Each board of directors of a System bank, 
association, or service corporation that issues preferred 
stock must adopt a written policy covering the retirement 
of preferred stock that complies with this paragraph and 
part 628 of this chapter.  The policy must, at a minimum: 
 (1)  Establish any delegations of authority to retire 
preferred stock and the conditions of delegation, which 
must meet the requirements of paragraph (c) of this section 
and include minimum levels for regulatory capital standards 
as applicable and commensurate with the volatility of the 
preferred stock. 
 (2)  Identify limitations on the amount of stock that 
may be retired during a single quarterly (or shorter) time 
period; 



 

 

220 

 

 (3)  Ensure that all stockholder requests for 
retirement are treated fairly and equitably; 
 (4)  Prohibit any insider, including institution 
officers, directors, employees, or agents, from retiring 
any preferred stock in advance of the release of material 
non-public information concerning the institution to other 
stockholders; and 
 (5)  Establish when insiders may retire their 
preferred stock. 
 (e)  The institution's board must review its policy at 
least annually to ensure that it continues to be 
appropriate for the institution's current financial 
condition and consistent with its long-term goals 
established in its capital adequacy plan. 
 

16. Section 615.5290 is revised to read as follows: 
 

§ 615.5290 Retirement of capital stock and participation 
certificates in event of restructuring. 
 (a)  If a Farm Credit Bank or agricultural credit bank 
forgives and writes off, under § 617.7415 of this 
chapter, any of the principal outstanding on a loan made 
to any borrower, where appropriate the Federal land bank 
association of which the borrower is a member and 
stockholder shall cancel the same dollar amount of borrower 
stock held by the borrower in respect of the loan, up to 
the total amount of such stock, and to the extent provided 
for in the bylaws of the Bank relating to its 
capitalization, the Farm Credit Bank or agricultural credit 
bank shall retire an equal amount of stock owned by the 
Federal land bank association. 
 (b)  If an association forgives and writes off, under 
§ 617.7415 of this chapter, any of the principal 
outstanding on a loan made to any borrower, the association 
shall cancel the same dollar amount of borrower stock held 
by the borrower in respect of the loan, up to the total 
amount of such loan. 
 (c)  Notwithstanding paragraphs (a) and (b) of this 
section, the borrower shall be entitled to retain at least 
one share of stock to maintain the borrower's membership 
and voting interest. 
 

17. Section 615.5295 is amended by revising paragraph 
(c) to read as follows: 
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§ 615.5295 Payment of dividends. 
*  *  *  *  * 
 (c) Each System bank, association, and service 
corporation must exclude any accrued but unpaid dividends 
from regulatory capital computations under this part and 
part 628 of this chapter. 
 
Subpart K [Removed and reserved] 
 
 18. Subpart K, consisting of §§ 615.5301, 615.5330, 
615.5335, and 615.5336, is removed and reserved. 
 
 19. Section 615.5350 is amended by revising 
paragraph (a) to read as follows: 
 
§ 615.5350 General—Applicability. 

(a) The rules and procedures specified in this 
subpart are applicable to a proceeding to establish 
required minimum capital ratios that would otherwise be 
applicable to an institution under §§ 615.5205 and 628.10 
of this chapter.  The Farm Credit Administration is 
authorized to establish such minimum capital requirements 
for an institution as the Farm Credit Administration, in 
its discretion, deems to be necessary or appropriate in 
light of the particular circumstances of the institution.  
Proceedings under this subpart also may be initiated to 
require an institution having capital ratios greater than 
those set forth in § 615.5205 or § 628.10 of this chapter 
to continue to maintain those higher ratios. 
*  *  *  *  * 
 

20. Section 615.5352 is amended by revising 
paragraph (a) to read as follows: 

 
§ 615.5352 Procedures. 

(a) Notice.  When the Farm Credit Administration 
determines that minimum capital ratios greater than those 
set forth in § 615.5205 or § 628.10 of this chapter are 
necessary or appropriate for a particular institution, the 
Farm Credit Administration will notify the institution in 
writing of the proposed minimum capital ratios and the date 
by which they should be reached (if applicable) and will 
provide an explanation of why the ratios proposed are 
considered necessary or appropriate for the institution. 
*  *  *  *  * 
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21. Section 615.5354 is revised to read as follows: 
 

§ 615.5354 Enforcement. 
An institution that does not have or maintain the 

minimum capital ratios applicable to it, whether required 
in subpart H of this part or part 628 of this chapter, in 
a decision pursuant to this subpart, in a written agreement 
or temporary or final order under part C of title V of the 
Act, or in a condition for approval of an application, or 
an institution that has failed to submit or comply with an 
acceptable plan to attain those ratios, will be subject to 
such administrative action or sanctions as the Farm Credit 
Administration considers appropriate.  These sanctions may 
include the issuance of a capital directive pursuant to 
subpart M of this part or other enforcement action, 
assessment of civil money penalties, and/or the denial or 
condition of applications. 

 
22. Section 615.5355 is amended by revising paragraph 

(a) introductory text to read as follows: 
 

§ 615.5355 Purpose and scope. 
(a) This subpart is applicable to proceedings by the 

Farm Credit Administration to issue a capital directive 
under sections 4.3(b) and 4.3A(e) of the Act.  A capital 
directive is an order issued to an institution that does 
not have or maintain capital at or greater than the minimum 
ratios set forth in § 615.5205 or § 628.10 of this 
chapter; or established for the institution under subpart 
L of this part, by a written agreement under part C of 
title V of the Act, or as a condition for approval of an 
application.  A capital directive may order the institution 
to: 
*  *  *  *  * 
 
PART 620—DISCLOSURE TO SHAREHOLDERS 
 

23. The authority citation for part 620 continues to 
read as follows: 

 
 Authority:  Secs. 4.3, 4.3A, 4.19, 5.9, 5.17, 5.19 of 
the Farm Credit Act (12 U.S.C. 2154, 2154a, 2207, 2243, 
2252, 2254); sec. 424 of Pub. L. 100-233, 101 Stat. 1568, 
1656; sec. 514 of Pub. L. 102-552, 106 Stat. 4102. 
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24. Section 620.5 is amended by revising 
paragraphs (d)(1)(ix), (f)(2)(ii) through (iv), (f)(3)(ii) 
and (iii), and (g)(4)(ii) and adding paragraphs (f)(2)(v), 
(f)(3)(iv), and (f)(4) to read as follows: 

 
§ 620.5 Contents of the annual report to shareholders. 
*  *  *  *  * 
 (d)  *  *  * 
 (1)  *  * * 

(ix)  The statutory and regulatory restrictions 
regarding retirement of stock and distribution of earnings 
pursuant to § 615.5215 of this chapter, and any 
requirements to add capital under a plan approved by the 
Farm Credit Administration pursuant to § 615.5350, § 
615.5351, § 615.5353, § 615.5357, or § 628.301 of this 
chapter. 
*  *  *  *  * 
 (f)  *  *  * 
 (2)  *  * * 

(ii)  CET1 capital ratio. 
(iii)  Tier 1 capital ratio. 
(iv)  Total capital ratio. 
(v)  Tier 1 leverage ratio.  

 (3)  *  * * 
(ii) CET1 capital ratio. 
(iii)  Tier 1 capital ratio. 
(iv)  Total capital ratio. 
(4)  The annual report for each fiscal year ending in 

2017 through 2021 shall also include in comparative 
columnar form for each fiscal year ending in 2012 through 
2016, the following ratios: 
 (i) Core surplus ratio. 
 (ii) Total surplus ratio. 
 (iii) For banks only, net collateral ratio. 

(iv)  Tier 1 leverage ratio.   
 (g)  *  *  * 
 (4)  *  * * 

(ii) Describe any material trends or changes in the 
mix and cost of debt and capital resources.  The discussion 
shall consider changes in permanent capital, CET1 capital, 
tier 1 capital, total capital, the tier 1 leverage ratio, 
debt, and any off-balance-sheet financial arrangements. 
*  *  *  *  * 
 

25. Section 620.17 is revised to read as follows: 
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§ 620.17 Special notice provisions for events related to 
noncompliance with minimum regulatory capital ratios. 
 (a)  For purposes of this section, "regulatory capital 
ratios" include the capital ratios specified in § 628.10 of 
this chapter and the permanent capital standard prescribed 
under § 615.5205 of this chapter. 
 (b) When a Farm Credit bank or association determines 
that it is not in compliance with one or more applicable 
minimum regulatory capital ratios, that institution must 
prepare and provide to its shareholders and the FCA a 
notice stating that the institution has initially 
determined it is not in compliance with the minimum 
regulatory capital ratio or ratios.  Such notice must be 
given within 30 days following the month end. 
 (c) When notice is given under paragraph (b) of this 
section, the institution must also notify its shareholders 
and the FCA when the regulatory capital ratio or ratios 
that are the subject of such notice decrease by one half of 
1 percent or more from the level reported in the original 
notice, or from that reported in a subsequent notice 
provided under this paragraph (c).  This notice must be 
given within 45 days following the end of every quarter at 
which the institution's regulatory capital ratio or ratios 
decrease as specified. 
 (d) Each institution required to prepare a notice 
under paragraph (b) or (c) of this section shall provide 
the notice to shareholders or publish it in any publication 
with circulation wide enough to be reasonably assured that 
all of the institution's shareholders have access to the 
information in a timely manner.  The information required 
to be included in this notice must be conspicuous, easily 
understandable, and not misleading. 
 (e) A notice, at a minimum, shall include: 
 (1) A statement that: 
 (i) Briefly describes the minimum regulatory capital 
ratios established by the FCA and the notice requirement of 
paragraph (b) of this section; 
 (ii) Indicates the institution's current level of 
capital; and 
 (iii) Notifies shareholders that the institution's 
capital is below the FCA minimum regulatory capital ratio 
or ratios. 
 (2) A statement of the effect that noncompliance has 
had on the institution and its shareholders, including 
whether the institution is currently prohibited by statute 
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or regulation from retiring stock or distributing earnings 
or whether the FCA has issued a capital directive or other 
enforcement action to the institution. 
 (3) A complete description of any event(s) that may 
have significantly contributed to the institution's 
noncompliance with the minimum regulatory capital ratio or 
ratios. 

(4) A statement that the institution is required by 
regulation to provide another notice to shareholders within 
45 days following the end of any subsequent quarter at 
which the regulatory capital ratio or ratios decrease by 
one half of 1 percent or more from the level reported in 
the notice. 

 
PART 624—MARGIN AND CAPITAL REQUIREMENTS FOR COVERED SWAP 
ENTITIES 
 

26.  The authority citation for part 624 continues to 
read as follows: 

 
 Authority:  7 U.S.C. 6s(e), 15 U.S.C. 78o-10(e), 12 
U.S.C. 2154, 12 U.S.C. 2243, 12 U.S.C. 2252, and 12 U.S.C. 
2279bb-1. 
 
 27.  Section 624.12 is amended by revising paragraph 
(b) to read as follows: 
 
§ 624.12 Capital. 
*  *  *  *  *  
 (b)  In the case of any Farm Credit System institution 
other than the Federal Agricultural Mortgage Corporation, 
the capital regulations set forth in parts 615 and 628 of 
this chapter. 
 
PART 627—TITLE V CONSERVATORS, RECEIVERS, AND VOLUNTARY 
LIQUIDATIONS 
 

28.  The authority citation for part 627 continues to 
read as follows: 

 
 Authority:  Secs. 4.2, 5.9, 5.17, 5.51,5.58, 5.61 of 
the Farm Credit Act (12 U.S.C. 2183, 2243, 2244, 2252, 
2277a, 2277a-7, 2277a-10). 
 
§ 627.2710 [Amended] 
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29. Section 627.2710 is amended by removing and 
reserving paragraphs (b)(3)(i) and (iv). 

 
 30. Part 628 is added to read as follows: 
 
PART 628--CAPITAL ADEQUACY OF SYSTEM INSTITUTIONS 
 
Subpart A--General Provisions 
Sec. 
628.1 Purpose, applicability, and reservations of 

authority. 
628.2  Definitions. 
628.3  Operational requirements for certain exposures. 
628.4 -- 628.9 [Reserved] 
 
Subpart B--Capital Ratio Requirements and Buffers  
 
628.10 Minimum capital requirements. 
628.11 Capital buffer amounts. 
628.12 -- 628.19 [Reserved] 
 
Subpart C--Definition of Capital 
  
628.20 Capital components and eligibility criteria for tier 

1 and tier 2 capital instruments. 
628.21 [Reserved] 
628.22 Regulatory capital adjustments and deductions. 
628.23 Limit on inclusion of third-party capital in total 

(tier 1 and tier 2) capital. 
628.24 -- 628.29 [Reserved] 
 
Subpart D--Risk-Weighted Assets – Standardized Approach 
628.30 Applicability. 
 
Risk-Weighted Assets for General Credit Risk 
628.31 Mechanics for calculating risk-weighted assets for 

general credit risk. 
628.32 General risk weights. 
628.33 Off-balance sheet exposures. 
628.34 OTC derivative contracts. 
628.35 Cleared transactions. 
628.36 Guarantees and credit derivatives: substitution 

treatment. 
628.37 Collateralized transactions. 
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Risk-Weighted Assets for Unsettled Transactions 
628.38 Unsettled transactions. 
628.39 through 628.40 [Reserved] 
 
Risk-Weighted Assets for Securitization Exposures 
628.41 Operational requirements for securitization 

exposures. 
628.42 Risk-weighted assets for securitization exposures. 
628.43 Simplified supervisory formula approach (SSFA) and 

the gross-up approach. 
628.44 Securitization exposures to which the SSFA and 

gross-up approach do not apply. 
628.45 Recognition of credit risk mitigants for 

securitization exposures. 
628.46 -- 628.50 [Reserved] 
 
Risk-Weighted Assets for Equity Exposures 
628.51 Introduction and exposure measurement. 
628.52 Simple risk-weight approach (SRWA). 
628.53 Equity exposures to investment funds.  
628.54 through 628.60 [Reserved] 
 
Disclosures 
628.61 Purpose and scope. 
628.62 Disclosure requirements. 
628.63 Disclosures. 
628.64 through 628.99 [Reserved] 
 
Subpart E—[Reserved] 
 
Subpart F—[Reserved] 
 
Subpart G--Transition Provisions 
628.300 Transitions. 
628.301 Initial compliance and reporting requirements. 
 
 Authority:  Secs. 1.5, 1.7, 1.10, 1.11, 1.12, 2.2, 
2.3, 2.4, 2.5, 2.12, 3.1, 3.7, 3.11, 3.25, 4.3, 4.3A, 4.9, 
4.14B, 4.25, 5.9, 5.17, 6.20, 6.26, 8.0, 8.3, 8.4, 8.6, 
8.7, 8.8, 8.10, 8.12 of the Farm Credit Act (12 U.S.C. 
2013, 2015, 2018, 2019, 2020, 2073, 2074, 2075, 2076, 2093, 
2122, 2128, 2132, 2146, 2154, 2154a, 2160, 2202b, 2211, 
2243, 2252, 2278b, 2278b-6, 2279aa, 2279aa-3, 2279aa-4, 
2279aa-6, 2279aa-7, 2279aa-8, 2279aa-10, 2279aa-12); sec. 
301(a), Pub. L. 100-233, 101 Stat. 1568, 1608; sec. 939A,  
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Pub. L. 111-203, 124 Stat. 1326, 1887 (15 U.S.C. 78o-7 
note). 
 
Subpart A--General Provisions 
 
§ 628.1 Purpose, applicability, and reservations of 
authority. 

(a) Purpose.  This part establishes minimum capital 
requirements and overall capital adequacy standards for 
System institutions.  This part includes methodologies for 
calculating minimum capital requirements, public disclosure 
requirements related to the capital requirements, and 
transition provisions for the application of this part. 

(b) Limitation of authority.  Nothing in this part 
limits the authority of FCA to take action under other 
provisions of law, including action to address unsafe or 
unsound practices or conditions, deficient capital levels, 
or violations of law or regulation under part C of title V 
of the Farm Credit Act. 

(c) Applicability.  Subject to the requirements in 
paragraph (d) of this section: 

(1) Minimum capital requirements and overall capital 
adequacy standards.  Each System institution must calculate 
its minimum capital requirements and meet the overall 
capital adequacy standards in subpart B of this part. 

(2) Regulatory capital.  Each System institution must 
calculate its regulatory capital in accordance with subpart 
C of this part. 

(3) Risk-weighted assets. (i)  Each System institution 
must use the methodologies in subpart D of this part to 
calculate total risk-weighted assets. 

(ii) [Reserved] 
(4) Disclosures.  (i)  All System banks must make the 

public disclosures described in subpart D of this part. 
(ii) [Reserved] 
(iii) [Reserved] 
(d) Reservation of authority--(1) Additional capital 

in the aggregate.  FCA may require a System institution to 
hold an amount of regulatory capital greater than otherwise 
required under this part if FCA determines that the System 
institution's capital requirements under this part are not 
commensurate with the System institution's credit, market, 
operational, or other risks according to part 615, subparts 
L and M, of this chapter. 
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(2) Regulatory capital elements. (i)  If FCA determines 
that a particular common equity tier 1 (CET1), additional 
tier 1 (AT1), or tier 2 capital element has characteristics 
or terms that diminish its permanence or its ability to 
absorb losses, or otherwise present safety and soundness 
concerns, FCA may require the System institution to exclude 
all or a portion of such element from CET1 capital, AT1 
capital, or tier 2 capital, as appropriate. 

(ii)  Notwithstanding the criteria for regulatory 
capital instruments set forth in subpart C of this part, FCA 
may find that a capital element may be included in a System 
institution's CET1 capital, AT1 capital, or tier 2 capital 
on a permanent or temporary basis consistent with the loss 
absorption capacity of the element and in accordance with 
§ 628.20(e). 

(3) Risk-weighted asset amounts.  If FCA determines 
that the risk-weighted asset amount calculated under this 
part by the System institution for one or more exposures is 
not commensurate with the risks associated with those 
exposures, FCA may require the System institution to assign 
a different risk-weighted asset amount to the exposure(s) or 
to deduct the amount of the exposure(s) from its regulatory 
capital. 

(4) Total leverage.  If FCA determines that the 
leverage exposure amount, or the amount reflected in the 
System institution's reported average total consolidated 
assets, for a balance sheet exposure calculated by a System 
institution under § 628.10 is inappropriate for the 
exposure(s) or the circumstances of the System institution, 
FCA may require the System institution to adjust this 
exposure amount in the numerator and the denominator for 
purposes of the leverage ratio calculations. 

(5) [Reserved] 
(6) Other reservation of authority.  With respect to 

any deduction or limitation required under this part, FCA 
may require a different deduction or limitation, provided 
that such alternative deduction or limitation is 
commensurate with the System institution's risk and 
consistent with safety and soundness. 

(e) Notice and response procedures.  In making a 
determination under this section, FCA will apply notice and 
response procedures in the same manner as the notice and 
response procedures in § 615.5352 of this chapter. 

(f) [Reserved] 
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§ 628.2 Definitions. 
As used in this part: 
Additional tier 1 capital (AT1) is defined in 

§ 628.20(c). 
Allocated equities means stock or surplus representing 

a patronage payment to a member-borrower that a System 
institution has retained for the benefit of its membership.1 
Allocated equities include qualified allocated equities and 
nonqualified allocated equities.  Allocated equities are 
redeemable at the System institution board's discretion.  
Allocated equities contain no voting rights and are 
generally subordinated to borrower stock in receivership, 
insolvency, liquidation, or similar proceeding. 

Allowances for loan losses (ALL) means valuation 
allowances that have been established through a charge 
against earnings to cover estimated credit losses on loans, 
lease financing receivables, or other extensions of credit 
as determined in accordance with generally accepted 
accounting principles (GAAP).  For purposes of this part, 
ALL includes allowances that have been established through 
a charge against earnings to cover estimated credit losses 
associated with off-balance sheet credit exposures as 
determined in accordance with GAAP. 

Bank holding company means a bank holding company as 
defined in section 2 of the Bank Holding Company Act. 

Bank Holding Company Act means the Bank Holding 
Company Act of 1956, as amended (12 U.S.C. 1841 et seq.). 

Bankruptcy remote means, with respect to an entity or 
asset, that the entity or asset would be excluded from an 
insolvent entity's estate in receivership, insolvency, 
liquidation, or similar proceeding. 

Borrower stock means the capital investment a borrower 
holds in a System institution in connection with a loan. 

Call Report means reports of condition and 
performance, as described in subpart D of part 621 of this 
chapter. 

Carrying value means, with respect to an asset, the 
value of the asset on the balance sheet of the System 
institution, determined in accordance with GAAP. 

                                                

1 System institutions as cooperatives are required to send borrowers a 
written notice of allocation specifying the amount of patronage 
payments retained as equity pursuant to the Internal Revenue Code 
section 1388.   
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Central counterparty (CCP) means a counterparty (for 
example, a clearinghouse) that facilitates trades between 
counterparties in one or more financial markets by either 
guaranteeing trades or novating contracts. 

CFTC means the U.S. Commodity Futures Trading 
Commission. 

Clean-up call means a contractual provision that 
permits an originating System institution or servicer to 
call securitization exposures before their stated maturity 
or call date. 

Cleared transaction means an exposure associated with 
an outstanding derivative contract or repo-style 
transaction that a System institution or clearing member 
has entered into with a central counterparty (that is, a 
transaction that a central counterparty has accepted). 

(1) The following transactions are cleared 
transactions: 

(i) [Reserved]  
(ii) [Reserved]  
(iii) A transaction between a clearing member client 

System institution and a clearing member where the clearing 
member acts as a financial intermediary on behalf of the 
clearing member client and enters into an offsetting 
transaction with a CCP, provided that the requirements set 
forth in § 628.3(a) are met; or 

(iv) A transaction between a clearing member client 
System institution and a CCP where a clearing member 
guarantees the performance of the clearing member client 
System institution to the CCP and the transaction meets the 
requirements of § 628.3(a)(2) and (3). 

(2) [Reserved] 
Clearing member means a member of, or direct 

participant in, a CCP that is entitled to enter into 
transactions with the CCP. 

Clearing member client means a party to a cleared 
transaction associated with a CCP in which a clearing 
member either acts as a financial intermediary with respect 
to the party or guarantees the performance of the party to 
the CCP. 

Collateral agreement means a legal contract that 
specifies the time when, and circumstances under which, a 
counterparty is required to pledge collateral to a System 
institution for a single financial contract or for all 
financial contracts in a netting set and confers upon the 
System institution a perfected, first-priority security 
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interest (notwithstanding the prior security interest of 
any custodial agent), or the legal equivalent thereof, in 
the collateral posted by the counterparty under the 
agreement.  This security interest must provide the System 
institution with a right to close-out the financial 
positions and liquidate the collateral upon an event of 
default of, or failure to perform by, the counterparty 
under the collateral agreement.  A contract would not 
satisfy this requirement if the System institution's 
exercise of rights under the agreement may be stayed or 
avoided under applicable law in the relevant jurisdictions, 
other than: 

(1) In receivership, conservatorship, or resolution 
under the Federal Deposit Insurance Act, title II of the 
Dodd-Frank Act, or under any similar insolvency law 
applicable to GSEs, or laws of foreign jurisdictions that 
are substantially similar to the U.S. laws referenced in 
this paragraph (1) in order to facilitate the orderly 
resolution of the defaulting counterparty; or 

(2) Where the agreement is subject by its terms to 
any of the laws referenced in paragraph (1) of this 
definition. 

Commitment means any legally binding arrangement that 
obligates a System institution to extend credit or to 
purchase assets. 

Commodity derivative contract means a commodity-linked 
swap, purchased commodity-linked option, forward commodity-
linked contract, or any other instrument linked to 
commodities that gives rise to similar counterparty credit 
risks. 

Commodity Exchange Act means the Commodity Exchange 
Act of 1936 (7 U.S.C. 1 et seq.). 

Common cooperative equity or equities means common 
equities in the form of member-borrower stock, 
participation certificates, and allocated equities issued 
or allocated by a System institution to its current and 
former members. 

Common equity tier 1 capital (CET1) is defined in 
§ 628.20(b). 

Company means a corporation, partnership, limited 
liability company, depository institution, business trust, 
special purpose entity, System institution, association, or 
similar organization. 

Corporate exposure means an exposure to a company that 
is not: 
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(1) An exposure to a sovereign, the Bank for 
International Settlements, the European Central Bank, the 
European Commission, the International Monetary Fund, a 
multi-lateral development bank (MDB), a depository 
institution, a foreign bank, a credit union, or a public 
sector entity (PSE); 

(2) An exposure to a GSE; 
(3) A residential mortgage exposure; 
(4) [Reserved] 
(5) [Reserved] 
(6) [Reserved] 
(7) A cleared transaction; 
(8) [Reserved]  
(9) A securitization exposure;  
(10) An equity exposure; or 
(11) An unsettled transaction. 
Country risk classification (CRC) with respect to a 

sovereign, means the most recent consensus CRC published by 
the Organization for Economic Cooperation and Development 
(OECD) as of December 31st of the prior calendar year that 
provides a view of the likelihood that the sovereign will 
service its external debt. 

Credit derivative means a financial contract executed 
under standard industry credit derivative documentation 
that allows one party (the protection purchaser) to 
transfer the credit risk of one or more exposures 
(reference exposure(s)) to another party (the protection 
provider) for a certain period of time. 

Credit-enhancing interest-only strip (CEIO) means an 
on-balance sheet asset that, in form or in substance: 

(1) Represents a contractual right to receive some or 
all of the interest and no more than a minimal amount of 
principal due on the underlying exposures of a 
securitization; and 

(2) Exposes the holder of the CEIO to credit risk 
directly or indirectly associated with the underlying 
exposures that exceeds a pro rata share of the holder's 
claim on the underlying exposures, whether through 
subordination provisions or other credit-enhancement 
techniques. 

Credit-enhancing representations and warranties means 
representations and warranties that are made or assumed in 
connection with a transfer of underlying exposures 
(including loan servicing assets) and that obligate a 
System institution to protect another party from losses 
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arising from the credit risk of the underlying exposures.  
Credit-enhancing representations and warranties include 
provisions to protect a party from losses resulting from 
the default or nonperformance of the counterparties of the 
underlying exposures or from an insufficiency in the value 
of the collateral backing the underlying exposures.  
Credit-enhancing representations and warranties do not 
include: 

(1) Early default clauses and similar warranties that 
permit the return of, or premium refund clauses covering, 
1–4 family residential first mortgage loans that qualify 
for a 50-percent risk weight for a period not to exceed 120 
days from the date of transfer.  These warranties may cover 
only those loans that were originated within 1 year of the 
date of transfer; 

(2) Premium refund clauses that cover assets 
guaranteed, in whole or in part, by the U.S. Government, a 
U.S. Government agency or a Government-sponsored enterprise 
(GSE), provided the premium refund clauses are for a period 
not to exceed 120 days from the date of transfer; or 

(3) Warranties that permit the return of underlying 
exposures in instances of misrepresentation, fraud, or 
incomplete documentation. 

Credit risk mitigant means collateral, a credit 
derivative, or a guarantee. 

Credit union means an insured credit union as defined 
under the Federal Credit Union Act (12 U.S.C. 1752 et 
seq.). 

Current exposure means, with respect to a netting set, 
the larger of 0 or the fair value of a transaction or 
portfolio of transactions within the netting set that would 
be lost upon default of the counterparty, assuming no 
recovery on the value of the transactions.  Current 
exposure is also called replacement cost. 

Current exposure methodology means the method of 
calculating the exposure amount for over-the-counter 
derivative contracts in § 628.34(a). 

Custodian means a company that has legal custody of 
collateral provided to a CCP. 

Depository institution means a depository institution 
as defined in section 3 of the Federal Deposit Insurance 
Act. 

Depository institution holding company means a bank 
holding company or savings and loan holding company. 
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Derivative contract means a financial contract whose 
value is derived from the values of one or more underlying 
assets, reference rates, or indices of asset values or 
reference rates.  Derivative contracts include interest 
rate derivative contracts, exchange rate derivative 
contracts, equity derivative contracts, commodity 
derivative contracts, credit derivative contracts, and any 
other instrument that poses similar counterparty credit 
risks.  Derivative contracts also include unsettled 
securities, commodities, and foreign exchange transactions 
with a contractual settlement or delivery lag that is 
longer than the lesser of the market standard for the 
particular instrument or 5 business days. 

Dodd-Frank Act means the Dodd-Frank Wall Street Reform 
and Consumer Protection Act of 2010 (Pub. L. 111–203, 124 
Stat. 1376). 

Early amortization provision means a provision in the 
documentation governing a securitization that, when 
triggered, causes investors in the securitization exposures 
to be repaid before the original stated maturity of the 
securitization exposures, unless the provision: 

(1) Is triggered solely by events not directly related 
to the performance of the underlying exposures or the 
originating System institution (such as material changes in 
tax laws or regulations); or 

(2) Leaves investors fully exposed to future draws by 
borrowers on the underlying exposures even after the 
provision is triggered. 

Effective notional amount means, for an eligible 
guarantee or eligible credit derivative, the lesser of the 
contractual notional amount of the credit risk mitigant and 
the exposure amount of the hedged exposure, multiplied by 
the percentage coverage of the credit risk mitigant. 

Eligible clean-up call means a clean-up call that: 
(1) Is exercisable solely at the discretion of the 

originating System institution or servicer; 
(2) Is not structured to avoid allocating losses to 

securitization exposures held by investors or otherwise 
structured to provide credit enhancement to the 
securitization; and 

(3)(i) For a traditional securitization, is only 
exercisable when 10 percent or less of the principal amount 
of the underlying exposures or securitization exposures 
(determined as of the inception of the securitization) is 
outstanding; or 
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(ii) For a synthetic securitization, is only 
exercisable when 10 percent or less of the principal amount 
of the reference portfolio of underlying exposures 
(determined as of the inception of the securitization) is 
outstanding. 

Eligible credit derivative means a credit 
derivative in the form of a credit default swap, nth-to-
default swap, total return swap, or any other form of 
credit derivative approved by the FCA, provided that: 

(1) The contract meets the requirements of an eligible 
guarantee and has been confirmed by the protection 
purchaser and the protection provider; 

(2) Any assignment of the contract has been confirmed 
by all relevant parties;  

(3) If the credit derivative is a credit default swap 
or nth-to-default swap, the contract includes the following 
credit events: 

(i) Failure to pay any amount due under the terms of 
the reference exposure, subject to any applicable minimal 
payment threshold that is consistent with standard market 
practice and with a grace period that is closely in line 
with the grace period of the reference exposure; and 

(ii) Receivership, insolvency, liquidation, 
conservatorship or inability of the reference exposure 
issuer to pay its debts, or its failure or admission in 
writing of its inability generally to pay its debts as they 
become due, and similar events; 

(4) The terms and conditions dictating the manner in 
which the contract is to be settled are incorporated into 
the contract; 

(5) If the contract allows for cash settlement, the 
contract incorporates a robust valuation process to 
estimate loss reliably and specifies a reasonable period 
for obtaining post-credit event valuations of the reference 
exposure; 

(6) If the contract requires the protection purchaser 
to transfer an exposure to the protection provider at 
settlement, the terms of at least one of the exposures that 
is permitted to be transferred under the contract provide 
that any required consent to transfer may not be 
unreasonably withheld; 

(7) If the credit derivative is a credit default swap 
or nth-to-default swap, the contract clearly identifies the 
parties responsible for determining whether a credit event 
has occurred, specifies that this determination is not the 
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sole responsibility of the protection provider, and gives 
the protection purchaser the right to notify the protection 
provider of the occurrence of a credit event; and 

(8) If the credit derivative is a total return swap 
and the System institution records net payments received on 
the swap as net income, the System institution records 
offsetting deterioration in the value of the hedged 
exposure (either through reductions in fair value or by an 
addition to reserves). 

Eligible guarantee means a guarantee from an 
eligible guarantor that: 

(1) Is written; 
(2) Is either: 
(i) Unconditional; or 
(ii) A contingent obligation of the U.S. 

Government or its agencies, the enforceability of 
which is dependent upon some affirmative action on the 
part of the beneficiary of the guarantee or a third 
party (for example, meeting servicing requirements); 

(3) Covers all or a pro rata portion of all 
contractual payments of the obligated party on the 
reference exposure; 

(4) Gives the beneficiary a direct claim against 
the protection provider;  

(5) Is not unilaterally cancelable by the 
protection provider for reasons other than the breach 
of the contract by the beneficiary; 

(6) Except for a guarantee by a sovereign, is 
legally enforceable against the protection provider in 
a jurisdiction where the protection provider has 
sufficient assets against which a judgment may be 
attached and enforced; 

(7) Requires the protection provider to make 
payment to the beneficiary on the occurrence of a 
default (as defined in the guarantee) of the obligated 
party on the reference exposure in a timely manner 
without the beneficiary first having to take legal 
actions to pursue the obligor for payment; and 

(8) Does not increase the beneficiary's cost of 
credit protection on the guarantee in response to 
deterioration in the credit quality of the reference 
exposure. 

Eligible guarantor means: 
(1) A sovereign, the Bank for International 

Settlements, the International Monetary Fund, the 



 

 

238 

 

European Central Bank, the European Commission, a 
Federal Home Loan Bank, Federal Agricultural Mortgage 
Corporation (Farmer Mac), a multilateral development 
bank (MDB), a depository institution, a bank holding 
company, a savings and loan holding company, a credit 
union, a foreign bank, or a qualifying central 
counterparty; or 

(2) An entity (other than a special purpose 
entity): 

(i) That at the time the guarantee is issued or 
anytime thereafter, has issued and outstanding an 
unsecured debt security without credit enhancement 
that is investment grade; 

(ii) Whose creditworthiness is not positively 
correlated with the credit risk of the exposures for 
which it has provided guarantees; and 

(iii) That is not an insurance company engaged 
predominately in the business of providing credit 
protection (such as a monoline bond insurer or re-
insurer). 

Eligible margin loan means: 
(1) An extension of credit where: 
(i) The extension of credit is collateralized 

exclusively by liquid and readily marketable debt or 
equity securities, or gold; 

(ii) The collateral is marked-to-fair value daily, 
and the transaction is subject to daily margin 
maintenance requirements; and 

(iii) The extension of credit is conducted under 
an agreement that provides the System institution the 
right to accelerate and terminate the extension of 
credit and to liquidate or set-off collateral promptly 
upon an event of default, including upon an event of 
receivership, insolvency, liquidation, 
conservatorship, or similar proceeding, of the 
counterparty, provided that, in any such case, any 
exercise of rights under the agreement will not be 
stayed or avoided under applicable law in the relevant 
jurisdictions, other than in receivership, 
conservatorship, resolution under the Federal Deposit 
Insurance Act, Title II of the Dodd-Frank Act, or 
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under any similar insolvency law applicable to GSEs,2 
or laws of foreign jurisdictions that are 
substantially similar to the U.S. laws referenced in 
this paragraph (1)(iii) in order to facilitate the 
orderly resolution of the defaulting counterparty. 

(2) In order to recognize an exposure as an 
eligible margin loan for purposes of this subpart, a 
System institution must comply with the requirements 
of § 628.3(b) with respect to that exposure. 

Eligible servicer cash advance facility means a 
servicer cash advance facility in which: 

(1) The servicer is entitled to full reimbursement 
of advances, except that a servicer may be obligated 
to make non-reimbursable advances for a particular 
underlying exposure if any such advance is 
contractually limited to an insignificant amount of 
the outstanding principal balance of that exposure; 

(2) The servicer's right to reimbursement is 
senior in right of payment to all other claims on the 
cash flows from the underlying exposures of the 
securitization; and 

(3) The servicer has no legal obligation to, and 
does not make advances to the securitization if the 
servicer concludes the advances are unlikely to be 
repaid. 

Equity derivative contract means an equity-linked 
swap, purchased equity-linked option, forward equity-
linked contract, or any other instrument linked to 
equities that gives rise to similar counterparty 
credit risks. 

Equity exposure means: 
(1) A security or instrument (whether voting or 

non-voting) that represents a direct or an indirect 

                                                

2 This requirement is met where all transactions under the agreement are 
(i) executed under U.S. law and (ii) constitute "securities contracts" 
under section 555 of the Bankruptcy Code (11 U.S.C. 555), qualified 
financial contracts under section 11(e)(8) of the Federal Deposit 
Insurance Act, or netting contracts between or among financial 
institutions under sections 401-407 of the Federal Deposit Insurance 
Corporation Improvement Act of the Federal Reserve Board's 
Regulation EE (12 CFR part 231). 
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ownership interest in, and is a residual claim on, the 
assets and income of a company, unless: 

(i) The issuing company is consolidated with the 
System institution under GAAP; 

(ii) The System institution is required to deduct 
the ownership interest from tier 1 or tier 2 capital 
under this part; 

(iii) The ownership interest incorporates a 
payment or other similar obligation on the part of the 
issuing company (such as an obligation to make 
periodic payments); or 

(iv) The ownership interest is a securitization 
exposure; 

(2) A security or instrument that is mandatorily 
convertible into a security or instrument described in 
paragraph (1) of this definition; 

(3) An option or warrant that is exercisable for a 
security or instrument described in paragraph (1) of 
this definition; or 

(4) Any other security or instrument (other than a 
securitization exposure) to the extent the return on 
the security or instrument is based on the performance 
of a security or instrument described in paragraph (1) 
of this definition. 

ERISA means the Employee Retirement Income and 
Security Act of 1974 (29 U.S.C. 1001 et seq.). 

Exchange rate derivative contract means a cross-
currency interest rate swap, forward foreign-exchange 
contract, currency option purchased, or any other 
instrument linked to exchange rates that gives rise to 
similar counterparty credit risks. 

Exposure means an amount at risk. 
Exposure amount means: 
(1) For the on-balance sheet component of an 

exposure (other than an available-for-sale or held-to-
maturity security; an OTC derivative contract; a repo-
style transaction or an eligible margin loan for which 
the System institution determines the exposure amount 
under § 628.37; a cleared transaction; or a 
securitization exposure), the System institution's 
carrying value of the exposure. 

(2) For a security (that is not a securitization 
exposure, equity exposure, or preferred stock 
classified as an equity security under GAAP) 
classified as available-for-sale or held-to-maturity, 
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the System institution's carrying value (including net 
accrued but unpaid interest and fees) for the exposure 
less any net unrealized gains on the exposure and plus 
any net unrealized losses on the exposure. 

(3) For available-for-sale preferred stock 
classified as an equity security under GAAP, the 
System institution's carrying value of the exposure 
less any net unrealized gains on the exposure that are 
reflected in such carrying value but excluded from the 
System institution's regulatory capital components. 

(4) For the off-balance sheet component of an 
exposure (other than an OTC derivative contract; a 
repo-style transaction or an eligible margin loan for 
which the System institution calculates the exposure 
amount under § 628.37; a cleared transaction; or a 
securitization exposure), the notional amount of the 
off-balance sheet component multiplied by the 
appropriate credit conversion factor (CCF) in 
§ 628.33. 

(5) For an exposure that is an OTC derivative 
contract, the exposure amount determined under 
§ 628.34. 

(6) For an exposure that is a cleared transaction, 
the exposure amount determined under § 628.35. 

(7) For an exposure that is an eligible margin 
loan or repo-style transaction for which the bank 
calculates the exposure amount as provided in 
§ 628.37, the exposure amount determined under 
§ 628.37. 

(8) For an exposure that is a securitization 
exposure, the exposure amount determined under 
§ 628.42. 

Farm Credit Act means the Farm Credit Act of 1971, 
as amended (12 U.S.C. 2001 et seq.). 

Federal Deposit Insurance Act means the Federal 
Deposit Insurance Act (12 U.S.C. 1813). 

Federal Deposit Insurance Corporation Improvement Act 
means the Federal Deposit Insurance Corporation 
Improvement Act of 1991 (12 U.S.C. 4401). 

Financial collateral means collateral: 
(1) In the form of: 
(i) Cash on deposit at a depository institution or 

Federal Reserve Bank (including cash held for the 
System institution by a third-party custodian or 
trustee); 
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(ii) Gold bullion; 
(iii) Long-term debt securities that are not 

resecuritization exposures and that are investment 
grade; 

(iv) Short-term debt instruments that are not 
resecuritization exposures and that are investment 
grade; 

(v) Equity securities that are publicly traded; 
(vi) Convertible bonds that are publicly traded; 

or 
(vii) Money market fund shares and other mutual 

fund shares if a price for the shares is publicly 
quoted daily; and 

(2) In which the System institution has a 
perfected, first-priority security interest or, 
outside of the United States, the legal equivalent 
thereof (with the exception of cash on deposit at a 
depository institution or Federal Reserve Bank and 
notwithstanding the prior security interest of any 
custodial agent). 

First-lien residential mortgage exposure means a 
residential mortgage exposure secured by a first lien. 

Foreign bank means a foreign bank as defined in 
§ 211.2 of the Federal Reserve Board's Regulation K 
(12 CFR 211.2) (other than a depository institution). 

Forward agreement means a legally binding 
contractual obligation to purchase assets with certain 
drawdown at a specified future date, not including 
commitments to make residential mortgage loans or 
forward foreign exchange contracts. 

GAAP means generally accepted accounting 
principles as used in the United States. 

Gain-on-sale means an increase in the equity 
capital of a System institution (as reported on the 
Call Report) resulting from a traditional 
securitization (other than an increase in equity 
capital resulting from the System institution's 
receipt of cash in connection with the securitization 
or reporting of a mortgage servicing asset on the Call 
Report). 

General obligation means a bond or similar 
obligation that is backed by the full faith and credit 
of a public sector entity (PSE). 

Government-sponsored enterprise (GSE) means an entity 
established or chartered by the U.S. Government to 
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serve public purposes specified by the U.S. Congress 
but whose debt obligations are not explicitly 
guaranteed by the full faith and credit of the U.S. 
Government. 

Guarantee means a financial guarantee, letter of 
credit, insurance, or other similar financial 
instrument (other than a credit derivative) that 
allows one party (beneficiary) to transfer the credit 
risk of one or more specific exposures (reference 
exposure) to another party (protection provider). 

Home country means the country where an entity is 
incorporated, chartered, or similarly established. 

Insurance company means an insurance company as 
defined in section 201 of the Dodd-Frank Act (12 
U.S.C. 5381). 

Insurance underwriting company means an insurance 
company as defined in section 201 of the Dodd-Frank 
Act (12 U.S.C. 5381) that engages in insurance 
underwriting activities. 

Insured depository institution means an insured 
depository institution as defined in section 3 of the 
Federal Deposit Insurance Act. 

Interest rate derivative contract means a single-
currency interest rate swap, basis swap, forward rate 
agreement, purchased interest rate option, when-issued 
securities, or any other instrument linked to interest 
rates that gives rise to similar counterparty credit risks. 

International Lending Supervision Act means the 
International Lending Supervision Act of 1983 (12 U.S.C. 
3907). 

Investment fund means a company: 
(1) Where all or substantially all of the assets of 

the company are financial assets; and 
(2) That has no material liabilities. 
Investment grade means that the entity to which the 

System institution is exposed through a loan or security, 
or the reference entity with respect to a credit 
derivative, has adequate capacity to meet financial 
commitments for the projected life of the asset or 
exposure.  Such an entity or reference entity has adequate 
capacity to meet financial commitments if the risk of its 
default is low and the full and timely repayment of 
principal and interest is expected. 
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Junior-lien residential mortgage exposure means a 
residential mortgage exposure that is not a first-lien 
residential mortgage exposure. 

Member means a borrower or former borrower from a 
System institution that holds voting or nonvoting 
cooperative equities of the institution. 

Money market fund means an investment fund that is 
subject to 17 CFR 270.2a–7 or any foreign equivalent 
thereof. 

Mortgage servicing assets (MSAs) means the contractual 
rights owned by a System institution to service for a fee 
mortgage loans that are owned by others. 

Multilateral development bank (MDB) means the 
International Bank for Reconstruction and Development, the 
Multilateral Investment Guarantee Agency, the International 
Finance Corporation, the Inter-American Development Bank, 
the Asian Development Bank, the African Development Bank, 
the European Bank for Reconstruction and Development, the 
European Investment Bank, the European Investment Fund, the 
Nordic Investment Bank, the Caribbean Development Bank, the 
Islamic Development Bank, the Council of Europe Development 
Bank, and any other multilateral lending institution or 
regional development bank in which the U.S. Government is a 
shareholder or contributing member or which the FCA 
determines poses comparable credit risk. 

National Bank Act means the National Bank Act (12 
U.S.C. 24). 

Netting set means a group of transactions with a 
single counterparty that are subject to a qualifying master 
netting agreement or a qualifying cross-product master 
netting agreement.  For purposes of calculating risk-based 
capital requirements using the internal models methodology 
in subpart E of this part, this term does not cover a 
transaction: 

(1) That is not subject to such a master netting 
agreement; or 

(2) Where the System institution has identified 
specific wrong-way risk. 

Nonqualified allocated equities mean a patronage 
payment to a member-borrower in the form of stock or 
surplus that a System institution retains as equity for the 
benefit of the membership.  A System institution does not 
deduct this patronage payment from its current taxable 
income according to the Internal Revenue Code 
sections 1382(b) and 1383. Nonqualified allocated equities 
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also include allocated surplus in a tax-exempt institution 
or subsidiary.  When a System institution revolves a 
nonqualified allocation, the System institution deducts the 
allocation from its taxable income, if any, and the 
borrower generally recognizes the tax liability, if any, as 
ordinary income.  System institutions pay two types of 
nonqualified allocated equities through written notices of 
allocation to the borrowers:  

(1) Those subject to revolvement; and  
(2) Those not subject to revolvement.  The second type 

for GAAP purposes is generally considered an equivalent of 
unallocated surplus and consolidated with unallocated 
surplus on externally prepared shareholder reports. 

Nth-to-default credit derivative means a credit 
derivative that provides credit protection only for the nth-
defaulting reference exposure in a group of reference 
exposures. 

Operating entity means a company established to 
conduct business with clients with the intention of 
earning a profit in its own right and that generally 
produces goods or provides services beyond the business of 
investing, reinvesting, holding, or trading in financial 
assets.  All System banks, associations, and service 
corporations, and all unincorporated business entities, are 
operating entities. 

Original maturity with respect to an off-balance sheet 
commitment means the length of time between the date a 
commitment is issued and: 

(1) For a commitment that is not subject to extension 
or renewal, the stated expiration date of the commitment; 
or 

(2) For a commitment that is subject to extension or 
renewal, the earliest date on which the System institution 
can, at its option, unconditionally cancel the commitment. 

Originating System institution, with respect to a 
securitization, means a System institution that: 

(1)  Directly or indirectly originated the underlying 
exposures included in the securitization; or 

(2) [Reserved] 
Other financing institution (OFI) means any entity 

referred to in section 1.7(b)(1)(B) of the Farm Credit Act. 
Over-the-counter (OTC) derivative contract means a 

derivative contract that is not a cleared 
transaction.  
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Participation certificate means borrower stock held by 
a borrower or customer of a System institution that does 
not have voting rights. 

Patronage payment means a cash declaration or 
equity allocation to member-borrowers that pursuant 
to Internal Revenue Code section 1381(a) is based 
on a System institution's net income and allocated 
to borrowers based on business conducted with the 
institution.  Patronage payments may be paid as 
cash, allocated equity (stock or surplus), or a 
combination of cash and allocated equity. 

Performance standby letter of credit (or performance 
bond) means an irrevocable obligation of a System 
institution to pay a third-party beneficiary when a 
customer (account party) fails to perform on any 
contractual nonfinancial or commercial obligation.  
To the extent permitted by law or regulation, 
performance standby letters of credit include 
arrangements backing, among other things; 
subcontractors' and suppliers' performance, labor; 
and materials contracts, and construction bids. 

Protection amount (P) means, with respect to an 
exposure hedged by an eligible guarantee or eligible 
credit derivative, the effective notional amount of 
the guarantee or credit derivative, reduced to 
reflect any currency mismatch, maturity mismatch, or 
lack of restructuring coverage (as provided in 
§ 628.36). 

Publicly traded means traded on: 
(1) Any exchange registered with the Securities 

and Exchange Commission (SEC) as a national 
securities exchange under section 6 of the 
Securities Exchange Act; or 

(2) Any non-U.S.-based securities exchange that: 
(i) Is registered with, or approved by, a 

national securities regulatory authority; and 
(ii) Provides a liquid, two-way market for the 

instrument in question. 
Public sector entity (PSE) means a state, local 

authority, or other governmental subdivision below 
the sovereign level. 

Qualified allocated equities means patronage 
allocated to a member-borrower, in the form of stock 
or surplus, that a System institution retains as 
equity for the benefit of the membership.  A System 
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institution can deduct this patronage from its 
current taxable income provided that the borrower 
has agreed to include the patronage in its taxable 
income. A System institution must pay at least 20 
percent of a qualified patronage payment in cash to 
borrowers.  A System institution must provide the 
borrowers with a qualified written notice of 
allocation when they allocate qualified patronage 
payments pursuant to Internal Revenue Code section 
1381(b) and 1388(c).  A System institution revolves 
qualified allocated equities according to a board-
approved plan. 

Qualifying central counterparty (QCCP) means a 
central counterparty that: 

(1)(i) Is a designated financial market utility 
(FMU), as defined in section 803 of the Dodd-Frank 
Act; 

(ii) If not located in the United States, is 
regulated and supervised in a manner equivalent to a 
designated FMU; or 

(iii) Meets the following standards: 
(A) The central counterparty requires all 

parties to contracts cleared by the counterparty to 
be fully collateralized on a daily basis; 

(B) The System institution demonstrates to the 
satisfaction of the FCA that the central 
counterparty: 

(1) Is in sound financial condition; 
(2) Is subject to supervision by the Board, the 

CFTC, or the Securities Exchange Commission (SEC), 
or, if the central counterparty is not located in 
the United States, is subject to effective oversight 
by a national supervisory authority in its home 
country; and 

(3) Meets or exceeds the risk-management 
standards for central counterparties set forth in 
regulations established by the Board, the CFTC, or 
the SEC under title VII or title VIII of the Dodd-
Frank Act; or if the central counterparty is not 
located in the United States, meets or exceeds 
similar risk-management standards established under 
the law of its home country that are consistent with 
international standards for central counterparty 
risk management as established by the relevant 
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standard setting body of the Bank of International 
Settlements; and 

(2)(i) Provides the System institution with the 
central counterparty's hypothetical capital 
requirement or the information necessary to 
calculate such hypothetical capital requirement, and 
other information the System institution is required 
to obtain under § 628.35(d)(3); 

(ii) Makes available to the FCA and the CCP's 
regulator the information described in paragraph 
(2)(i) of this definition; and 

(iii) Has not otherwise been determined by the 
FCA to not be a QCCP due to its financial condition, 
risk profile, failure to meet supervisory risk 
management standards, or other weaknesses or 
supervisory concerns that are inconsistent with the 
risk weight assigned to qualifying central 
counterparties under § 628.35. 

(3)  A QCCP that fails to meet the requirements 
of a QCCP in the future may still be treated as a 
QCCP under the conditions specified in § 628.3(f). 

Qualifying master netting agreement means a written, 
legally enforceable agreement provided that: 

(1) The agreement creates a single legal 
obligation for all individual transactions covered 
by the agreement upon an event of default following 
any stay permitted by paragraph (2) of this 
definition, including upon an event of receivership, 
conservatorship, insolvency, liquidation, or similar 
proceeding, of the counterparty; 

(2) The agreement provides the System 
institution the right to accelerate, terminate, and 
close-out on a net basis all transactions under the 
agreement and to liquidate or set-off collateral 
promptly upon an event of default, including upon an 
event of receivership, conservatorship, insolvency, 
liquidation, or similar proceeding, of the 
counterparty, provided that, in any such case, any 
exercise of rights under the agreement will not be 
stayed or avoided under applicable law in the 
relevant jurisdictions, other than: 

(i) In receivership, conservatorship, or 
resolution under the Federal Deposit Insurance Act, 
title II of the Dodd-Frank Act, or under any similar 
insolvency law applicable to GSEs, or laws of 
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foreign jurisdictions that are substantially similar 
to the U.S. laws referenced in this paragraph (2)(i) 
in order to facilitate the orderly resolution of the 
defaulting counterparty; or 

(ii) Where the agreement is subject by its terms 
to, or incorporates, any of the laws reference in 
paragraph (2)(i) of this definition; 

 (3) The agreement does not contain a walkaway 
clause (that is, a provision that permits a non-
defaulting counterparty to make a lower payment than 
it otherwise would make under the agreement, or no 
payment at all, to a defaulter or the estate of a 
defaulter, even if the defaulter or the estate of 
the defaulter is a net creditor under the 
agreement); and 

(4) In order to recognize an agreement as a 
qualifying master netting agreement for purposes of 
this subpart, a System institution must comply with 
the requirements of § 628.3(d) with respect to that 
agreement. 

Repo-style transaction means a repurchase or 
reverse repurchase transaction, or a securities 
borrowing or securities lending transaction, 
including a transaction in which the System 
institution acts as agent for a customer and 
indemnifies the customer against loss, provided 
that: 

(1) The transaction is based solely on liquid 
and readily marketable securities, cash, or gold; 

(2) The transaction is marked-to-fair value 
daily and subject to daily margin maintenance 
requirements; 

(3)(i) The transaction is a "securities 
contract" or "repurchase agreement" under section 
555 or 559, respectively, of the Bankruptcy Code (11 
U.S.C. 555 or 559) or a qualified financial contract 
under section 11(e)(8) of the Federal Deposit 
Insurance Act; or 

(ii) If the transaction does not meet the 
criteria set forth in paragraph (3)(i) of this 
definition, then either: 

(A) The transaction is executed under an 
agreement that provides the System institution the 
right to accelerate, terminate, and close-out the 
transaction on a net basis and to liquidate or set-
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off collateral promptly upon an event of default, 
including upon an event of receivership, insolvency, 
liquidation, or similar proceeding, of the 
counterparty, provided that, in any such case, any 
exercise of rights under the agreement will not be 
stayed or avoided under applicable law in the 
relevant jurisdictions, other than in receivership, 
conservatorship, or resolution under the Federal 
Deposit Insurance Act, title II of the Dodd-Frank 
Act, or under any similar insolvency law applicable 
to GSEs, or laws of foreign jurisdictions that are 
substantially similar to the U.S. laws referenced in 
this paragraph (3)(ii)(A) in order to facilitate the 
orderly resolution of the defaulting counterparty; 
or 

(B) The transaction is: 
(1) Either overnight or unconditionally 

cancelable at any time by the System institution; 
and 

(2) Executed under an agreement that provides 
the System institution the right to accelerate, 
terminate, and close-out the transaction on a net 
basis and to liquidate or set-off collateral 
promptly upon an event of counterparty default; and  

(3) [Reserved] 
(4) In order to recognize an exposure as a 

repo-style transaction for purposes of this 
subpart, a System institution must comply with the 
requirements of § 628.3(e) of this part with 
respect to that exposure. 

Resecuritization means a securitization which has 
more than one underlying exposure and in which one 
or more of the underlying exposures is a 
securitization exposure. 

Resecuritization exposure means:  
(1) An on- or off-balance sheet exposure to a 

resecuritization; or 
(2) An exposure that directly or indirectly 

references a resecuritization exposure. 
Residential mortgage exposure means an exposure 

(other than a securitization exposure or equity 
exposure) that is: 

(1) An exposure that is primarily secured by a 
first or subsequent lien on one-to-four family 
residential property, provided that the dwelling 
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(including attached components such as garages, 
porches, and decks) represents at least 50 percent 
of the total appraised value of the collateral 
secured by the first or subsequent lien; or 

(2) [Reserved] 
Revenue obligation means a bond or similar 

obligation that is an obligation of a PSE, but 
which the PSE is committed to repay with revenues 
from the specific project financed rather than 
general tax funds. 

Savings and loan holding company means a savings 
and loan holding company as defined in section 10 of 
the Home Owners' Loan Act (12 U.S.C. 1467a). 

Securities and Exchange Commission (SEC) means 
the U.S. Securities and Exchange Commission. 

Securities Exchange Act means the Securities 
Exchange Act of 1934 (15 U.S.C. 78). 

Securitization exposure means: 
(1) An on-balance sheet or off-balance sheet 

credit exposure (including credit-enhancing 
representations and warranties) that arises from a 
traditional securitization or synthetic 
securitization (including a resecuritization); or 

(2) An exposure that directly or indirectly 
references a securitization exposure described in 
paragraph (1) of this definition. 

Securitization special purpose entity 
(securitization SPE) means a corporation, trust, or 
other entity organized for the specific purpose of 
holding underlying exposures of a securitization, 
the activities of which are limited to those 
appropriate to accomplish this purpose, and the 
structure of which is intended to isolate the 
underlying exposures held by the entity from the 
credit risk of the seller of the underlying 
exposures to the entity. 

Servicer cash advance facility means a facility 
under which the servicer of the underlying 
exposures of a securitization may advance cash to 
ensure an uninterrupted flow of payments to 
investors in the securitization, including advances 
made to cover foreclosure costs or other expenses 
to facilitate the timely collection of the 
underlying exposures. 
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Small Business Act means the Small Business Act 
(15 U.S.C. 632). 

Small Business Investment Act means the Small 
Business Investment Act of 1958 (15 U.S.C. 682). 

Sovereign means a central government (including 
the U.S. Government) or an agency, department, 
ministry, or central bank of a central government. 

Sovereign default means noncompliance by a 
sovereign with its external debt service 
obligations or the inability or unwillingness of a 
sovereign government to service an existing loan 
according to its original terms, as evidenced by 
failure to pay principal and interest timely and 
fully, arrearages, or restructuring. 

Sovereign exposure means: 
(1) A direct exposure to a sovereign; or 
(2) An exposure directly and unconditionally 

backed by the full faith and credit of a sovereign. 
Standardized total risk-weighted assets means: 
(1) The sum of: 
(i) Total risk-weighted assets for general 

credit risk as calculated under § 628.31; 
(ii) Total risk-weighted assets for cleared 

transactions as calculated under § 628.35; 
(iii) Total risk-weighted assets for unsettled 

transactions as calculated under § 628.38; 
(iv) Total risk-weighted assets for 

securitization exposures as calculated under 
§ 628.42; 

(v) Total risk-weighted assets for equity 
exposures as calculated under §§ 628.52 and 628.53; 
minus  

(vi) [Reserved] 
(2) Any amount of the System institution's 

allowance for loan losses that is not included in 
tier 2 capital. 

Subsidiary means, with respect to a company, a 
company controlled by that company. 

Synthetic exposure means an exposure whose 
value is linked to the value of an investment in 
the System institution's own capital instrument. 

Synthetic securitization means a transaction in 
which: 

(1) All or a portion of the credit risk of one 
or more underlying exposures is retained or 
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transferred to one or more third parties through 
the use of one or more credit derivatives or 
guarantees (other than a guarantee that transfers 
only the credit risk of an individual retail 
exposure); 

(2) The credit risk associated with the 
underlying exposures has been separated into at 
least two tranches reflecting different levels of 
seniority; 

(3) Performance of the securitization exposures 
depends upon the performance of the underlying 
exposures; and 

(4) All or substantially all of the underlying 
exposures are financial exposures (such as loans, 
commitments, credit derivatives, guarantees, 
receivables, asset-backed securities, mortgage-
backed securities, other debt securities, or equity 
securities). 

System bank means a Farm Credit Bank, an 
agricultural credit bank, and a bank for 
cooperatives. 

System institution means a System bank, an 
association of the Farm Credit System, Farm Credit 
Leasing Services Corporation, and their successors, 
and any other institution chartered by the FCA that 
the FCA determines should be considered a System 
institution for the purposes of this part. 

Tier 1 capital means the sum of common equity 
tier 1 capital and additional tier 1 capital. 

Tier 2 capital is defined in § 628.20(d). 
Total capital means the sum of tier 1 capital 

and tier 2 capital. 
Traditional securitization means a transaction 

in which: 
(1) All or a portion of the credit risk of one 

or more underlying exposures is transferred to one 
or more third parties other than through the use of 
credit derivatives or guarantees; 

(2) The credit risk associated with the 
underlying exposures has been separated into at 
least two tranches reflecting different levels of 
seniority; 

(3) Performance of the securitization exposures 
depends upon the performance of the underlying 
exposures; 
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(4) All or substantially all of the underlying 
exposures are financial exposures (such as loans, 
commitments, credit derivatives, guarantees, 
receivables, asset-backed securities, mortgage-
backed securities, other debt securities, or equity 
securities); 

(5) The underlying exposures are not owned by 
an operating entity; 

(6) The underlying exposures are not owned by a 
rural business investment company described in 7 
U.S.C. 2009cc et seq.; 

(7) [Reserved] 
(8) The FCA may determine that a transaction in 

which the underlying exposures are owned by an 
investment firm that exercises substantially 
unfettered control over the size and composition of 
its assets, liabilities, and off-balance sheet 
exposures is not a traditional securitization based 
on the transaction's leverage, risk profile, or 
economic substance; 

(9) The FCA may deem a transaction that meets 
the definition of a traditional securitization, 
notwithstanding paragraph (5), (6), or (7) of this 
definition, to be a traditional securitization based 
on the transaction's leverage, risk profile, or 
economic substance; and 

(10) The transaction is not: 
(i) An investment fund; 
(ii) A collective investment fund (as defined 

in [12 CFR 9.18 (national bank) and 12 CFR 151.40 
(Federal saving association) (OCC); 12 CFR 208.34 
(Board)]; 

(iii) An employee benefit plan (as defined in 
paragraphs (3) and (32) of section 3 of ERISA), a 
"governmental plan" (as defined in 29 U.S.C. 
1002(32)) that complies with the tax deferral 
qualification requirements provided in the Internal 
Revenue Code, or any similar employee benefit plan 
established under the laws of a foreign 
jurisdiction; 

(iv) A synthetic exposure to the capital of a 
System institution to the extent deducted from 
capital under § 628.22; or 
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(v) Registered with the SEC under the 
Investment Company Act of 1940 (15 U.S.C. 80a–1) or 
foreign equivalents thereof. 

Tranche means all securitization exposures 
associated with a securitization that have the same 
seniority level. 

Two-way market means a market where there are 
independent bona fide offers to buy and sell so that 
a price reasonably related to the last sales price 
or current bona fide competitive bid and offer 
quotations can be determined within 1 day and 
settled at that price within a relatively short 
timeframe conforming to trade custom. 

Unallocated retained earnings (URE) means 
accumulated net income that a System institution has 
not allocated to a member-borrower. 

Unallocated retained earnings (URE) equivalents 
means nonqualified allocated equities, other than 
equities allocated to other System institutions, and 
paid-in capital resulting from a merger of System 
institutions or from a repurchase of third-party 
capital that a System institution: 

(1)  Designates as URE equivalents at the time 
of allocation (or on or before March 31, 2017, if 
allocated prior to January 1, 2017) and undertakes 
in its capitalization bylaws or a currently 
effective board of directors resolution not to 
change the designation without prior FCA approval; 
and 

(2)  Undertakes, in its capitalization bylaws 
or a currently effective board of directors 
resolution, not to exercise its discretion to 
revolve except upon dissolution or liquidation and 
not to offset against a loan in default except as 
required under final order of a court of competent 
jurisdiction or if required under § 615.5290 of this 
chapter in connection with a restructuring under 
part 617 of this chapter. 

Unconditionally cancelable means, with respect 
to a commitment that a System institution may, at 
any time, with or without cause, refuse to extend 
credit under the commitment (to the extent permitted 
under applicable law). 
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Underlying exposures means one or more exposures 
that have been securitized in a securitization 
transaction. 

U.S. Government agency means an instrumentality 
of the U.S. Government whose obligations are fully 
guaranteed as to the timely payment of principal and 
interest by the full faith and credit of the U.S. 
Government. 

 
§ 628.3 Operational requirements for certain 
exposures. 

For purposes of calculating risk-weighted assets 
under subpart D of this part: 

(a) Cleared transaction.  In order to recognize 
certain exposures as cleared transactions pursuant 
to paragraph (1)(ii), (iii), or (iv) of the 
definition of "cleared transaction" in § 628.2, the 
exposures must meet all of the requirements set 
forth in this paragraph (a). 

(1) The offsetting transaction must be 
identified by the CCP as a transaction for the 
clearing member client. 

(2) The collateral supporting the transaction 
must be held in a manner that prevents the System 
institution from facing any loss due to an event of 
default, including from a liquidation, receivership, 
insolvency, or similar proceeding of either the 
clearing member or the clearing member's other 
clients.  Omnibus accounts established under 17 CFR 
parts 190 and 300 satisfy the requirements of this 
paragraph (a). 

(3) The System institution must conduct 
sufficient legal review to conclude with a well-
founded basis (and maintain sufficient written 
documentation of that legal review) that in the 
event of a legal challenge (including one resulting 
from a default or receivership, insolvency, 
liquidation, or similar proceeding) the relevant 
court and administrative authorities would find the 
arrangements of paragraph (a)(2) of this section to 
be legal, valid, binding and enforceable under the 
law of the relevant jurisdictions. 

(4) The offsetting transaction with a clearing 
member must be transferable under the transaction 
documents and applicable laws in the relevant 
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jurisdiction(s) to another clearing member should 
the clearing member default, become insolvent, or 
enter receivership, insolvency, liquidation, or 
similar proceedings. 

(b) Eligible margin loan.  In order to recognize 
an exposure as an eligible margin loan as defined in 
§ 628.2, a System institution must conduct 
sufficient legal review to conclude with a well-
founded basis (and maintain sufficient written 
documentation of that legal review) that the 
agreement underlying the exposure: 

(1) Meets the requirements of paragraph (1)(iii) 
of the definition of "eligible margin loan" in § 
628.2; and 

(2)  Is legal, valid, binding, and enforceable 
under applicable law in the relevant jurisdictions. 

(c) [Reserved] 
(d) Qualifying master netting agreement.  In 

order to recognize an agreement as a qualifying 
master netting agreement as defined in § 628.2, a 
System institution must: 

(1) Conduct sufficient legal review to conclude 
with a well-founded basis (and maintain sufficient 
written documentation of that legal review) that: 

(i) The agreement meets the requirements of 
paragraph (2) of the definition of "qualifying 
master netting agreement" in § 628.2; and 

(ii)  In the event of a legal challenge 
(including one resulting from default or from 
receivership, insolvency, liquidation, or similar 
proceeding) the relevant court and administrative 
authorities would find the agreement to be legal, 
valid, binding, and enforceable under the law of the 
relevant jurisdictions; and 

(2) Establish and maintain written procedures to 
monitor possible changes in relevant law and to 
ensure that the agreement continues to satisfy the 
requirements of the definition of "qualifying master 
netting agreement" in § 628.2. 

(e) Repo-style transaction.  In order to 
recognize an exposure as a repo-style transaction as 
defined in § 628.2, a System institution must 
conduct sufficient legal review to conclude with a 
well-founded basis (and maintain sufficient written 
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documentation of that legal review) that the 
agreement underlying the exposure: 

(1) Meets the requirements of paragraph (3) of 
the definition of "repo-style transaction" in § 
628.2, and 

(2)  Is legal, valid, binding, and enforceable 
under applicable law in the relevant jurisdictions. 

(f) Failure of a QCCP to satisfy the rule's 
requirements.  If a System institution determines 
that a CCP ceases to be a QCCP due to the failure of 
the CCP to satisfy one or more of the requirements 
set forth in paragraph (2)(i) through (iii) of the 
definition of a "QCCP" in § 628.2, the System 
institution may continue to treat the CCP as a QCCP 
for up to 3 months following the determination.  If 
the CCP fails to remedy the relevant deficiency 
within 3 months after the initial determination, or 
the CCP fails to satisfy the requirements set forth 
in paragraph (2)(i) through (iii) of the definition 
of a QCCP continuously for a 3-month period after 
remedying the relevant deficiency, a System 
institution may not treat the CCP as a QCCP for the 
purposes of this part until after the System 
institution has determined that the CCP has 
satisfied the requirements in paragraph (2)(i) 
through (iii) of the definition of a QCCP for 3 
continuous months. 

 
§§ 628.4 – 628.9 [Reserved] 
 
Subpart B--Capital Ratio Requirements and Buffers  
 
§ 628.10 Minimum capital requirements. 
 (a)  Computation of regulatory capital ratios.  
A System institution's regulatory capital ratios are 
determined on the basis of the financial statements 
of the institution prepared in accordance with GAAP 
using average daily balances for the most recent 3 
months. 

(b) Minimum capital requirements.  A System 
institution must maintain the following minimum 
capital ratios: 

(1) A common equity tier 1 (CET1) capital ratio 
of 4.5 percent.  

(2) A tier 1 capital ratio of 6 percent. 
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(3) A total capital ratio of 8 percent.  
(4) A tier 1 leverage ratio of 4 percent, of 

which at least 1.5 percent must be composed of URE 
and URE equivalents. 

(5) [Reserved] 
(6) A permanent capital ratio of 7 percent. 
(c) Capital ratio calculations.  A System 

institution's regulatory capital ratios are as 
follows: 

(1) CET1 capital ratio.  A System institution's 
CET1 capital ratio is the ratio of the System 
institution's CET1 capital to total risk-weighted 
assets; 

(2) Tier 1 capital ratio.  A System 
institution's tier 1 capital ratio is the ratio of 
the System institution's tier 1 capital to total 
risk-weighted assets; 

(3) Total capital ratio.  A System institution's 
total capital ratio is the ratio of the System 
institution's total (tier 1 and tier 2) capital to 
total risk-weighted assets; and 

(4) Tier 1 leverage ratio.  A System 
institution's leverage ratio is the ratio of the 
institution's tier 1 capital to the institution's 
average total consolidated assets as reported on the 
institution's Call Report minus amounts deducted 
from tier 1 capital under §§ 628.22(a) and (c) and 
628.23. 

(5) Permanent capital ratio.  A System 
institution's permanent capital ratio is the ratio 
of the institution's permanent capital to its total 
risk-adjusted asset base as reported on the 
institution's Call Report, calculated in accordance 
with the regulations in part 615, subpart H, of this 
chapter. 

(d) [Reserved] 
(e) Capital adequacy. (1) Notwithstanding the 

minimum requirements in this part, a System 
institution must maintain capital commensurate with 
the level and nature of all risks to which the 
System institution is exposed.  FCA may evaluate a 
System institution's capital adequacy and require 
the institution to maintain higher minimum 
regulatory capital ratios using the factors listed 
in § 615.5350 of this chapter. 
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(2) A System institution must have a process for 
assessing its overall capital adequacy in relation 
to its risk profile and a comprehensive strategy for 
maintaining an appropriate level of capital under 
§ 615.5200 of this chapter. 
 
§ 628.11 Capital buffer amounts. 
 (a) Capital conservation buffer and leverage buffer--
(1) Composition of the capital conservation buffer and 
leverage buffer. (i) The capital conservation buffer 
for the CET1 capital ratio, tier 1 capital ratio, 
and total capital ratio is composed solely of CET1 
capital. 

(ii) The leverage buffer for the tier 1 leverage 
ratio is composed solely of tier 1 capital. 

(2) Definitions.  For purposes of this section, 
the following definitions apply: 

( i )  Eligible retained income.  The eligible 
retained income of a System institution is the 
System institution's net income for the 4 calendar 
quarters preceding the current calendar quarter, 
based on the System institution's quarterly Call 
Reports, net of any capital distributions and 
associated tax effects not already reflected in net 
income. 

(ii)  Maximum payout ratio.  The maximum payout 
ratio is the percentage of eligible retained income 
that a System institution can pay out in the form of 
capital distributions and discretionary bonus 
payments during the current calendar quarter.  The 
maximum payout ratio is based on the System 
institution's capital conservation buffer, 
calculated as of the last day of the previous 
calendar quarter, as set forth in Table 1 to 
§ 628.11. 

(iii)  Maximum payout amount.  A System 
institution's maximum payout amount for the current 
calendar quarter is equal to the System 
institution's eligible retained income, multiplied 
by the applicable maximum payout ratio, as set forth 
in Table 1 to § 628.11. 

(iv) [Reserved] 
(v) Maximum leverage payout ratio.  The maximum 

leverage payout ratio is the percentage of eligible 
retained income that a System institution can pay 
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out in the form of capital distributions and 
discretionary bonus payments during the current 
quarter.  The maximum leverage payout ratio is based 
on the System institution's leverage buffer, 
calculated as of the last day of the previous 
quarter, as set forth in Table 2 to § 628.11. 

(vi) Maximum leverage payout amount.  A System 
institution's maximum leverage payout amount for the 
current calendar quarter is equal to the System 
institution's eligible retained income, multiplied 
by the applicable maximum leverage payout ratio, as 
set forth in Table 2 of § 628.11. 

(vii) Capital distribution means: 
(A) A reduction of tier 1 capital through the 

repurchase, redemption, or revolvement of a tier 1 
capital instrument or by other means, except when a 
System institution, within the same quarter when the 
repurchase is announced, fully replaces a tier 1 
capital instrument it has repurchased, redeemed, or 
revolved by issuing a purchased capital instrument 
that meets the eligibility criteria for: 

(1) A CET1 capital instrument if the instrument 
being repurchased, redeemed, or revolved was part 
of the System institution's CET1 capital; or 

(2) A CET1 or AT1 capital instrument if the 
instrument being repurchased, redeemed, or revolved 
was part of the System institution's tier 1 capital; 

(B) A reduction of tier 2 capital through the 
repurchase, redemption prior to maturity, or revolvement of 
a tier 2 capital instrument or by other means, except when 
a System institution, within the same quarter when the 
repurchase, redemption, or revolvement is announced, fully 
replaces a tier 2 capital instrument it has repurchased, 
redeemed, or revolved by issuing a purchased capital 
instrument that meets the eligibility criteria for a tier 1 
or tier 2 capital instrument; 

(C) A dividend declaration or payment on any tier 1 
capital instrument; 

(D) A dividend declaration or interest payment on any 
capital instrument other than a tier 1 capital instrument 
if the System institution has full discretion to 
permanently or temporarily suspend such payments without 
triggering an event of default;  

(E) A cash patronage declaration or payment;  
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(F) A patronage declaration in the form of allocated 
equities that did not qualify as tier 1 or tier 2 capital; 
or 

(G) Any similar transaction that the FCA determines to 
be in substance a distribution of capital. 

(viii)  Discretionary bonus payment means a payment made 
to a senior officer of a System institution, where: 

(A) The System institution retains discretion as to 
whether to make, and the amount of, the payment until the 
payment is awarded to the senior officer; 

(B) The amount paid is determined by the System 
institution without prior promise to, or agreement with, 
the senior officer; and 

(C) The senior officer has no contractual right, 
whether express or implied, to the bonus payment. 

(ix)  Senior officer means the Chief Executive 
Officer, the Chief Operations Officer, the Chief 
Financial Officer, the Chief Credit Officer, and 
the General Counsel, or persons in similar 
positions; and any other person responsible for a 
major policy-making function. 

(3) Calculation of capital conservation buffer and 
leverage buffer.  (i) A System institution's capital 
conservation buffer is equal to the lowest of paragraphs 
(a)(3)(i)(A), (B), and (C) of this section, and the 
leverage buffer is equal to paragraph (a)(3)(i)(D) of this 
section, calculated as of the last day of the previous 
calendar quarter based on the System institution's most 
recent Call Report: 

(A)  The System institution's CET1 capital ratio minus 
the System institution's minimum CET1 capital ratio 
requirement under § 628.10; 

(B)  The System institution's tier 1 capital ratio 
minus the System institution's minimum tier 1 capital ratio 
requirement under § 628.10; 

(C)  The System institution's total capital ratio 
minus the System institution's minimum total capital ratio 
requirement under § 628.10; and 

(D)  The System institution’s tier 1 leverage ratio 
minus the System institution’s minimum tier 1 leverage 
ratio requirement under § 628.10. 

(ii)  Notwithstanding paragraphs (a)(3)(i)(A) through 
(D) of this section, if the System institution's CET1 
capital ratio, tier 1 capital ratio, total capital ratio or 
tier 1 leverage ratio is less than or equal to the System 
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institution's minimum CET1 capital ratio, tier 1 capital 
ratio, total capital ratio or tier 1 leverage ratio 
requirement under § 628.10, respectively, the System 
institution's capital conservation buffer or leverage 
buffer is zero. 

(4) Limits on capital distributions and discretionary 
bonus payments. (i)  A System institution must not make 
capital distributions or discretionary bonus payments or 
create an obligation to make such capital distributions or 
payments during the current calendar quarter that, in the 
aggregate, exceed the maximum payout amount or, as 
applicable, the maximum leverage payout amount. 

(ii)  A System institution that has a capital 
conservation buffer that is greater than 2.5 percent and a 
leverage buffer that is greater than 1.0 percent is not 
subject to a maximum payout amount or maximum leverage 
payout amount under this section. 

(iii)  Negative eligible retained income.  Except as 
provided in paragraph (a)(4)(iv) of this section, a System 
institution may not make capital distributions or 
discretionary bonus payments during the current calendar 
quarter if the System institution's: 

(A)  Eligible retained income is negative; and 
(B)  Capital conservation buffer was less than 2.5 

percent, or the leverage buffer was less than 1.0 percent, 
as of the end of the previous calendar quarter. 

(iv)  Prior approval.  Notwithstanding the limitations 
in paragraphs (a)(4)(i) through (iii) of this section, FCA 
may permit a System institution to make a capital 
distribution or discretionary bonus payment upon a request 
of the System institution, if FCA determines that the 
capital distribution or discretionary bonus payment would 
not be contrary to the purposes of this section, or to the 
safety and soundness of the System institution.  In making 
such a determination, FCA will consider the nature and 
extent of the request and the particular circumstances 
giving rise to the request. 
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TABLE 1 to § 628.11 – CALCULATION OF MAXIMUM PAYOUT AMOUNT 

Capital conservation buffer Maximum payout 
ratio (as a 

percentage of 
eligible 
retained 
income) 

> 2.500 percent No limitation 

≤ 2.500 percent, and > 1.875 percent 60 percent 
≤ 1.875 percent, and > 1.250 percent 40 percent 
≤ 1.250 percent, and > 0.625 percent 20 percent 
≤ 0.625 percent  0 percent 
 

TABLE 2 to § 628.11 – CALCULATION OF MAXIMUM LEVERAGE 
PAYOUT AMOUNT 

Leverage buffer Maximum 
leverage payout 
ratio (as a 

percentage of 
eligible 
retained 
income) 

> 1.00 percent No limitation 

≤ 1.00 percent, and > 0.75 percent 60 percent 
≤ 0.75 percent, and > 0.50 percent 40 percent 
≤ 0.50 percent, and > 0.25 percent 20 percent 
≤ 0.25 percent  0 percent 
 

(v) Other limitations on capital distributions.  
Additional limitations on capital distributions may apply to 
a System institution under subpart C of this part and under 
part 615, subparts L and M, of this chapter. 
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(vi) A System institution is subject to the lower of 
the maximum payout amount as determined under paragraph 
(a)(2)(iii) of this section and the maximum leverage payout 
amount as determined under paragraph (a)(2)(vi) of this 
section. 

(b) [Reserved] 
 

§§ 628.12 – 628.19 [Reserved] 
 
Subpart C--Definition of Capital  
 
§ 628.20 Capital components and eligibility criteria for 
tier 1 and tier 2 capital instruments. 

(a) Regulatory capital components.  A System 
institution's regulatory capital components are: 

(1) CET1 capital;  
(2) AT1 capital; and  
(3) Tier 2 capital. 
(b) CET1 capital.  CET1 capital is the sum of the CET1 

capital elements in paragraph (b) of this section, minus 
regulatory adjustments and deductions in § 628.22.  The 
CET1 capital elements are: 

(1) Any common cooperative equity instrument issued by 
a System institution that meets all of the following 
criteria: 

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

(ii)  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 creditors, subordinated 
debt holders, and preferred stock claims have been 
satisfied in a receivership, insolvency, liquidation, or 
similar proceeding; 

(iii)  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; 

(iv)  The System institution did not create, through 
any action or communication, an expectation that it will 
buy back, cancel, redeem, or revolve the instrument, and 
the instrument does not include any term or feature that 
might give rise to such an expectation, except that the 
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establishment of a revolvement period of 7 years or more, 
or the practice of redeeming or revolving the instrument no 
less than 7 years after issuance or allocation, will not be 
considered to create such an expectation; 

(v)  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; 

(vi)  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; 

(vii)  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; 

(viii)  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; 

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

(x)  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 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 
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order for the beneficiary of the loan to become a 
member of the System institution; 

(xi)  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; 

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

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

(xiv)  The System institution's capitalization 
bylaws, or a resolution adopted by its board of 
directors under § 615.5200(d) of this chapter and re-
affirmed by the board on an annual basis, provides 
that the institution: 

(A)  Establishes a minimum redemption or 
revolvement period of 7 years for equities included 
in CET1; and 

(B)  Shall not redeem, revolve, cancel, or 
remove any equities included in CET1 without prior 
approval of the FCA under § 628.20(f), except that the 
minimum statutory borrower stock described in 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. 

(2) Unallocated retained earnings. 
(3) Paid-in capital resulting from a merger of 

System institutions or repurchase of third-party 
capital.  

(4) [Reserved] 
(5) [Reserved] 
(c) AT1 capital.  AT1 capital is the sum of 

additional tier 1 capital elements and related 
surplus, minus the regulatory adjustments and 
deductions in §§ 628.22 and 628.23.  AT1 capital 
elements are: 

(1) Instruments and related surplus, other than 
common cooperative equities, that meet the following 
criteria:  

(i)  The instrument is issued and paid-in; 
(ii)  The instrument is subordinated to general 

creditors and subordinated debt holders of the 
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System institution in a receivership, insolvency, 
liquidation, or similar proceeding; 

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

(iv)  The instrument has no maturity date and 
does not contain a dividend step-up or any other 
term or feature that creates an incentive to redeem; 

(v)  If callable by its terms, the instrument 
may be called by the System institution only after a 
minimum of 5 years following issuance, except that 
the terms of the instrument may allow it to be 
called earlier than 5 years upon the occurrence of a 
regulatory event that precludes the instrument from 
being included in AT1 capital, or a tax event.  In 
addition: 

(A)  The System institution must receive prior 
approval from FCA to exercise a call option on the 
instrument. 

(B)  The System institution does not create at 
issuance of the instrument, through any action or 
communication, an expectation that the call option 
will be exercised. 

(C)  Prior to exercising the call option, or 
immediately thereafter, the System institution must 
either replace the instrument to be called with an 
equal amount of instruments that meet the criteria 
under paragraph (b) of this section or this 
paragraph (c),3 or demonstrate to the satisfaction 
of FCA that following redemption, the System 
institution will continue to hold capital 
commensurate with its risk; 

(vi) Redemption or repurchase of the instrument 
requires prior approval from FCA; 

(vii)  The System institution has full 
discretion at all times to cancel dividends or other 
distributions on the instrument without triggering 
an event of default, a requirement to make a 
payment-in-kind, or an imposition of other 

                                                

3 Replacement can be concurrent with redemption of existing AT1 capital 
instruments. 
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restrictions on the System institution except in 
relation to any distributions to holders of common 
cooperative equity instruments or other instruments 
that are pari passu with the instrument; 

(viii)  Any distributions on the instrument are 
paid out of the System institution's net income, 
unallocated retained earnings, or surplus related to 
other AT1 capital instruments; 

(ix)  The instrument does not have a credit-
sensitive feature, such as a dividend rate that is 
reset periodically based in whole or in part on the 
System institution's credit quality, but may have a 
dividend rate that is adjusted periodically 
independent of the System institution's credit 
quality, in relation to general market interest 
rates or similar adjustments; 

(x)  The paid-in amount is classified as equity 
under GAAP; 

(xi)  The System institution did not purchase or 
directly or indirectly fund the purchase of the 
instrument; 

(xii)  The instrument does not have any features 
that would limit or discourage additional issuance 
of capital by the System institution, such as 
provisions that require the System institution to 
compensate holders of the instrument if a new 
instrument is issued at a lower price during a 
specified timeframe; and 

(xiii) [Reserved] 
(xiv)  The System institution's capitalization 

bylaws, or a resolution adopted by its board of 
directors under § 615.5200(d) of this chapter and re-
affirmed by the board on an annual basis, provides 
that the institution: 

(A)  Establishes a minimum redemption or no-call 
period of 5 years for equities included in 
additional tier 1; and 

(B)  Shall not redeem, revolve, cancel, or 
remove any equities included in additional tier 1 capital 
without prior approval of the FCA under § 628.20(f). 

(2) [Reserved] 
(3) [Reserved] 
(4) Notwithstanding the criteria for AT1 capital 

instruments referenced in paragraph (c)(1) of this 
section: 
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(i) [Reserved] 
(ii)  An instrument with terms that provide that 

the instrument may be called earlier than 5 years 
upon the occurrence of a rating agency event does 
not violate the criterion in paragraph (c)(1)(v) of 
this section provided that the instrument was issued 
and included in a System institution's core surplus 
capital prior to January 1, 2017, and that such 
instrument satisfies all other criteria under this 
§ 628.20(c). 

(d) Tier 2 Capital.  Tier 2 capital is the sum 
of tier 2 capital elements and any related surplus 
minus regulatory adjustments and deductions in 
§§ 628.22 and 628.23.  Tier 2 capital elements are:  

(1)  Instruments (plus related surplus) that 
meet the following criteria: 

(i)  The instrument is issued and paid-in, is a 
common cooperative equity, or is member equity 
purchased in accordance with paragraph (d)(1)(viii) 
of this section; 

(ii)  The instrument is subordinated to general 
creditors of the System institution;  

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

(iv)  The instrument has a minimum original 
maturity of at least 5 years.  At the beginning of 
each of the last 5 years of the life of the 
instrument, the amount that is eligible to be 
included in tier 2 capital is reduced by 20 percent 
of the original amount of the instrument (net of 
redemptions) and is excluded from regulatory capital 
when the remaining maturity is less than 1 year.  In 
addition, the instrument must not have any terms or 
features that require, or create significant 
incentives for, the System institution to redeem the 
instrument prior to maturity;4 

                                                

4 An instrument that by its terms automatically converts into a tier 1 
capital instrument prior to five years after issuance complies with the 
five-year maturity requirement of this criterion. 
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(v)  The instrument, by its terms, may be called 
by the System institution only after a minimum of 5 
years following issuance, except that the terms of 
the instrument may allow it to be called sooner upon 
the occurrence of an event that would preclude the 
instrument from being included in tier 2 capital, or 
a tax event.  In addition: 

(A)  The System institution must receive the 
prior approval of FCA to exercise a call option on 
the instrument. 

(B)  The System institution does not create at 
issuance, through action or communication, an 
expectation the call option will be exercised. 

(C)  Prior to exercising the call option, or 
immediately thereafter, the System institution must 
either: replace any amount called with an equivalent 
amount of an instrument that meets the criteria for 
regulatory capital under this section;5 or 
demonstrate to the satisfaction of FCA that 
following redemption, the System institution would 
continue to hold an amount of capital that is 
commensurate with its risk; 

(vi)  The holder of the instrument must have no 
contractual right to accelerate payment of 
principal, dividends, or interest on the instrument, 
except in the event of a receivership, insolvency, 
liquidation, or similar proceeding of the System 
institution; 

(vii)  The instrument has no credit-sensitive 
feature, such as a dividend or interest rate that is 
reset periodically based in whole or in part on the 
System institution's credit standing, but may have a 
dividend rate that is adjusted periodically 
independent of the System institution's credit 
standing, in relation to general market interest 
rates or similar adjustments; 

(viii)  The System institution has not purchased 
and has not directly or indirectly funded the 
purchase of the instrument, except that where common 
cooperative equity instruments are held by a member 
of the institution in connection with a loan, and 

                                                

5 A System institution may replace tier 2 capital instruments concurrent 
with the redemption of existing tier 2 capital instruments. 
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the institution funds the acquisition of such 
instruments, that loan shall 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; 

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

(C) The capital instruments are in excess of 
the statutory minimum stock purchase amount. 

(ix) [Reserved] 
(x)  Redemption of the instrument prior to 

maturity or repurchase is at the discretion of the 
System institution and requires the prior approval 
of the FCA;  

(xi) The System institution's capitalization 
bylaws, or a resolution adopted by its board of 
directors under § 615.5200(d) of this chapter and re-
affirmed by the board on an annual basis, provides 
that the institution: 

(A)  Establishes a minimum call, redemption or 
revolvement period of 5 years for equities included 
in tier 2 capital; and 

(B)  Shall not call, redeem, revolve, cancel, or 
remove any equities included in tier 2 capital without 
prior approval of the FCA under § 628.20(f). 

(2) [Reserved] 
(3) ALL up to 1.25 percent of the System 

institution's total risk-weighted assets not 
including any amount of the ALL. 

(4) [Reserved] 
(5) [Reserved] 
(6) [Reserved] 
(e) FCA approval of a capital element. (1)  A 

System institution must receive FCA prior approval 
to include a capital element (as listed in this 
section) in its CET1 capital, AT1 capital, or tier 2 
capital unless the element is equivalent, in terms 
of capital quality and ability to absorb losses with 
respect to all material terms, to a regulatory 
capital element FCA determined may be included in 
regulatory capital pursuant to paragraph (e)(3) of 
this section. 
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(i) [Reserved] 
(ii) [Reserved] 
(2) [Reserved] 
(3) After determining that a regulatory capital 

element may be included in a System institution's 
CET1 capital, AT1 capital, or tier 2 capital, FCA 
will make its decision publicly available. 

(f) FCA prior approval of capital redemptions 
and dividends included in tier 1 and tier 2 capital. 
(1) Subject to the provisions of paragraphs (f)(5) 
and (6) of this section, a System institution must 
obtain the prior approval of the FCA before paying 
cash dividend payments, cash patronage payments, or 
redeeming equities included in tier 1 or tier 2 
capital, other than term equities redeemed on their 
maturity date. 

(2) At least 30 days prior to the intended 
action, the System institution must submit a request 
for approval to the FCA.  The FCA's 30-day review 
period begins on the date on which the FCA receives 
the request. 

(3) The request is deemed to be granted if the 
FCA does not notify the System institution to the 
contrary before the end of the 30-day review period.   

(4)(i) A System institution may request advance 
approval to cover several anticipated cash dividend 
or patronage payments, or equity redemptions, 
provided that the institution projects sufficient 
current net income during those periods to support 
the amount of the cash dividend or patronage 
payments and equity redemptions. In determining 
whether to grant advance approval, the FCA will 
consider:  

(A) The reasonableness of the institution's 
request, including its historical and projected cash 
dividend and patronage payments and equity 
redemptions;  

(B) The institution's historical trends and 
current projections for capital growth through 
earnings retention;  

(C) The overall condition of the institution, 
with particular emphasis on current and projected 
capital adequacy as described in § 628.10(e); and  

(D) Any other information that the FCA deems 
pertinent to reviewing the institution's request.  
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(ii) After considering these standards, the FCA 
may grant advance prior approval of an institution's 
request to pay cash dividends and patronage or to 
redeem or revolve equity.  Notwithstanding any such 
approval, an institution may not declare a dividend 
or patronage payment or redeem or revolve equities 
if, after such declaration, redemption, or 
revolvement, the institution would not meet its 
regulatory capital requirements set forth in this 
part and part 615 of this chapter. 

(5) Subject to any capital distribution 
restrictions specified in § 628.11, a System 
institution is deemed to have FCA prior approval for 
revolvements and redemptions of common cooperative 
equities, for cash dividend payments on all 
equities, and for cash patronage payments on all 
cooperative equities, provided that: 

(i) For redemptions or revolvements of common 
cooperative equities included in CET1 capital or 
tier 2 capital, other than as provided in paragraph 
(f)(6) of this section, the institution issued or 
allocated such equities at least 7 years ago for 
CET1 capital and at least 5 years ago for tier 2 
capital; 

(ii) After such cash payments, the dollar amount 
of the System institution's CET1 capital equals or 
exceeds the dollar amount of CET1 capital on the 
same date in the previous calendar year; and 

(iii) The System institution continues to comply 
with all regulatory capital requirements and 
supervisory or enforcement actions. 

(6)  The following equities are eligible to be 
redeemed or revolved under paragraph (f)(5)(i) of 
this section in less than the applicable minimum 
required holding period (7 years for CET1 inclusion 
and 5 years for tier 2 inclusion), provided that the 
requirements of paragraphs (f)(5)(ii) and (iii) of 
this section are met: 

(i)  Equities mandated to be redeemed or retired 
by a final order of a court of competent 
jurisdiction; 

(ii)  Equities held by the estate of a deceased 
former borrower; and  

(iii)  Equities that the institution is required 
to cancel under § 615.5290 of this chapter in 
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connection with a restructuring under part 617 of 
this chapter. 

 
§ 628.21 [Reserved] 
 
§ 628.22 Regulatory capital adjustments and 
deductions. 

(a) Regulatory capital deductions from CET1 
capital.  A System institution must deduct from the 
sum of its CET1 capital elements the items set forth 
in this paragraph (a): 

(1) Goodwill, net of associated deferred tax 
liabilities (DTLs) in accordance with paragraph (e) 
of this section; 

(2) Intangible assets, other than mortgage 
servicing assets (MSAs), net of associated DTLs in 
accordance with paragraph (e) of this section; 

(3) Deferred tax assets (DTAs) that arise from 
net operating loss and tax credit carryforwards net 
of any related valuation allowances and net of DTLs 
in accordance with paragraph (e) of this section; 

(4) Any gain-on-sale in connection with a 
securitization exposure; 

(5) Any defined benefit pension fund net asset, 
net of any associated DTL in accordance with 
paragraph (e) of this section, except that, with FCA 
prior approval, this deduction is not required for 
any defined benefit pension fund net asset to the 
extent the institution has unrestricted and 
unfettered access to the assets in that fund; 

(6) The System institution's allocated equity 
investment in another System institution; and 

(7) [Reserved] 
(8) If, without the required prior FCA approval, 

the System institution redeems or revolves purchased 
or allocated equities included in its CET1 capital 
that have been outstanding for less than 7 years, 
the FCA may take appropriate supervisory or 
enforcement actions against the institution, which 
may include requiring the institution to deduct a 
portion of its purchased and allocated equities from 
CET1 capital. 

(b) [Reserved] 
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(c) Deductions from regulatory capital.6 (1) 
[Reserved] 

(2) Corresponding deduction approach.  For 
purposes of subpart C of this part, the 
corresponding deduction approach is the methodology 
used for the deductions from regulatory capital 
related to purchased equity investments in another 
System institution (as described in paragraph (c)(5) 
of this section).  Under the corresponding deduction 
approach, a System institution must make deductions 
from the component of capital for which the 
underlying instrument would qualify if it were 
issued by the System institution itself.  If the 
System institution does not have a sufficient amount 
of a specific component of capital to effect the 
required deduction, the shortfall must be deducted 
according to paragraph (f) of this section. 

(i) [Reserved] 
(ii) [Reserved] 
(iii) [Reserved] 
(3) [Reserved] 
(4) [Reserved] 
(5) Purchased equity investments in another 

System institution.  System institutions must deduct 
all purchased equity investments in another System 
institution, service corporation, or the Funding 
Corporation by applying the corresponding deduction 
approach.  The deductions described in this section are 
net of associated DTLs in accordance with paragraph (e) of 
this section. With prior written approval of FCA, for the 
period stipulated by FCA, a System institution is not 
required to deduct an investment in the capital of another 
institution in distress if such investment is made to 
provide financial support to the System institution as 
determined by FCA. 

(d) [Reserved] 
(e) Netting of DTLs against assets subject to 

deduction. (1) The netting of DTLs against assets that are 

                                                

6 The System institution must calculate amounts deducted under 
paragraphs (c) through (f) of this section and § 628.23 after it 
calculates the amount of ALL includable in tier 2 capital under 
§ 628.20(d)(3). 
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subject to deduction under this section is required, if the 
following conditions are met: 

(i)  The DTL is associated with the asset; and 
(ii)  The DTL would be extinguished if the associated 

asset becomes impaired or is derecognized under GAAP. 
(2) A DTL may only be netted against a single asset. 
(3) [Reserved] 
(4) [Reserved] 
(5) A System institution must net DTLs against assets 

subject to deduction under this section in a consistent 
manner from reporting period to reporting period.   

(f) Insufficient amounts of a specific 
regulatory capital component to effect deductions.  
Under the corresponding deduction approach, if a 
System institution does not have a sufficient amount 
of a specific component of capital to effect the 
required deduction after completing the deductions 
required under paragraph (c) of this section, the 
System institution must deduct the shortfall from 
the next higher (that is, more subordinated) 
component of regulatory capital. 

(g) Treatment of assets that are deducted.  A 
System institution must exclude from total risk-
weighted assets any item deducted from regulatory 
capital under paragraphs (a) and (c) of this 
section. 

(h) [Reserved] 
 

§ 628.23 Limit on inclusion of third-party capital 
in total (tier 1 and tier 2) capital.   

The combined amount of third-party capital 
instruments that a System institution may include in 
total (tier 1 and tier 2) capital is equal to the 
greater of the following: 

(a) The then existing limit, if any; or  
(b) The lesser of: 
(1) Forty percent of total capital, calculated 

by taking two thirds of the average of the previous 
4 quarters of total capital reported on the 
institution's Call Report filed with the FCA, less 
any amounts of third-party capital reported in total 
capital; or 

(2) The average of the previous 4 quarters of 
CET1 capital reported on its Call Report filed with 
the FCA. 
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(c) Treatment of assets that are deducted.  A 
System institution must exclude from total risk-
weighted assets any item deducted from regulatory 
capital under this section. 

§§ 628.24 -- 628.29 [Reserved] 
 
Subpart D—Risk Weighted Assets – Standardized 
Approach 
 
§ 628.30 Applicability. 

(a) This subpart sets forth methodologies for 
determining risk-weighted assets for purposes of the 
generally applicable risk-based capital requirements 
for all System institutions. 

(b) [Reserved] 
Risk-Weighted Assets for General Credit Risk 
 
§ 628.31 Mechanics for calculating risk-weighted 
assets for general credit risk. 

(a) General risk-weighting requirements.  A 
System institution must apply risk weights to its 
exposures as follows: 

(1) A System institution must determine the 
exposure amount of each on-balance sheet exposure, 
each OTC derivative contract, and each off-balance 
sheet commitment, trade and transaction-related 
contingency, guarantee, repo-style transaction, 
financial standby letter of credit, forward 
agreement, or other similar transaction that is not: 

(i) An unsettled transaction subject to 
§ 628.38;  

(ii) A cleared transaction subject to § 628.35; 
(iii) [Reserved] 
(iv) A securitization exposure subject to 

§§ 628.41 through 628.45; or 
(v) An equity exposure (other than an equity OTC 

derivative contract) subject to §§ 628.51 
through 628.53. 

(2)  The System institution must multiply each 
exposure amount by the risk weight appropriate to 
the exposure based on the exposure type or 
counterparty, eligible guarantor, or financial 
collateral to determine the risk-weighted asset 
amount for each exposure. 
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(b) Total risk-weighted assets for general 
credit risk equals the sum of the risk-weighted 
asset amounts calculated under this section. 
 
§ 628.32 General risk weights. 

(a) Sovereign exposures--(1) Exposures to the 
U.S. Government. (i) Notwithstanding any other 
requirement in this subpart, a System institution 
must assign a 0-percent risk weight to: 

(A) An exposure to the U.S. Government, its 
central bank, or a U.S. Government agency; and 

(B) The portion of an exposure that is directly 
and unconditionally guaranteed by the U.S. 
Government, its central bank, or a U.S. Government 
agency.  This includes a deposit or other exposure, 
or the portion of a deposit or other exposure that 
is insured or otherwise unconditionally guaranteed 
by the Federal Deposit Insurance Corporation or 
National Credit Union Administration. 

(ii) A System institution must assign a 20-
percent risk weight to the portion of an exposure 
that is conditionally guaranteed by the U.S. 
Government, its central bank, or a U.S. Government 
agency.  This includes an exposure, or the portion 
of an exposure, that is conditionally guaranteed by 
the Federal Deposit Insurance Corporation or 
National Credit Union Administration. 

(2) Other sovereign exposures.  In accordance 
with Table 1 to § 628.32, a System institution must 
assign a risk weight to a sovereign exposure based 
on the Country Risk Classification (CRC) applicable 
to the sovereign or the sovereign's Organization for 
Economic Cooperation and Development (OECD) 
membership status if there is no CRC applicable to 
the sovereign. 
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TABLE 1 TO § 628.32 – RISK WEIGHTS FOR SOVEREIGN 
EXPOSURES 

 

 Risk Weight 

(in percent) 

CRC 

0-1 0 
2 20 
3 50 
4-6 100 
7 150 

OECD Member with no CRC 0 
Non-OECD Member with no CRC 100 
Sovereign Default 150 

 

(3) Certain sovereign exposures.  Notwithstanding 
paragraph (a)(2) of this section, a System 
institution may assign to a sovereign exposure a 
risk weight that is lower than the applicable risk 
weight in Table 1 to § 628.32 if: 

(i) The exposure is denominated in the 
sovereign's currency; 

(ii) The System institution has at least an 
equivalent amount of liabilities in that currency; 
and 

(iii) The risk weight is not lower than the risk 
weight that the sovereign allows banking 
organizations under its jurisdiction to assign to 
the same exposures to the sovereign. 

(4) Exposures to a non-OECD member sovereign 
with no CRC.  Except as provided in paragraphs 
(a)(3), (5), and (6) of this section, a System 
institution must assign a 100-percent risk weight to 
a sovereign exposure if the sovereign does not have 
a CRC. 

(5) Exposures to an OECD member sovereign with 
no CRC.  Except as provided in paragraph (a)(6) of 
this section, a System institution must assign a 0-
percent risk weight to an exposure to a sovereign 
that is a member of the OECD if the sovereign does 
not have a CRC. 

(6) Sovereign default. A System institution must 
assign a 150-percent risk weight to a sovereign 
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exposure immediately upon determining that an event 
of sovereign default has occurred, or if an event of 
sovereign default has occurred during the previous 5 
years. 

(b) Certain supranational entities and 
multilateral development banks (MDBs).  A System 
institution must assign a 0-percent risk weight to 
an exposure to the Bank for International 
Settlements, the European Central Bank, the European 
Commission, the International Monetary Fund, or an 
MDB. 

(c) Exposures to Government-sponsored 
enterprises (GSEs). (1) A System institution must 
assign a 20-percent risk weight to an exposure to a 
GSE other than an equity exposure or preferred 
stock. 

(2) A System institution must assign a 100-
percent risk weight to preferred stock issued by a 
non-System GSE. 

(3) Purchased equity investments (including 
preferred stock investments) in other System 
institutions do not receive a risk weight, because 
they are deducted from capital in accordance with 
§ 628.22. 

(d)  Exposures to depository institutions, 
foreign banks, and credit unions--(1) Exposures to 
U.S. depository institutions and credit unions.  A 
System institution must assign a 20-percent risk 
weight to an exposure to a depository institution or 
credit union that is organized under the laws of the 
United States or any state thereof, except as 
otherwise provided in this paragraph (d).  This risk 
weight applies to an exposure a System bank has to 
another financing institution (OFI) that is a 
depository institution or credit union organized 
under the laws of the United States or any state 
thereof or is owned and controlled by such an entity 
that guarantees the exposure.  If the OFI exposure 
does not satisfy these requirements, it must be 
assigned a risk weight as a corporate exposure 
pursuant to paragraph (f)(1)(ii) or (f)(2) of this 
section. 

(2) Exposures to foreign banks.  (i) Except as 
otherwise provided under paragraph (d)(2)(iv) of 
this section, a System institution must assign a 
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risk weight to an exposure to a foreign bank, in 
accordance with Table 2 to § 628.32, based on the 
CRC rating that corresponds to the foreign bank's 
home country or the OECD membership status of the 
foreign bank's home country if there is no CRC 
applicable to the foreign bank's home country. 

 

TABLE 2 TO § 628.32 – RISK WEIGHTS FOR EXPOSURES TO 
FOREIGN BANKS 

 Risk Weight 

(in percent) 

CRC 
0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with No CRC 20 
Non-OECD with No CRC 100 
Sovereign Default 150 

 

(ii)  A System institution must assign a 20-
percent risk weight to an exposure to a foreign bank 
whose home country is a member of the OECD and does 
not have a CRC. 

(iii) A System institution must assign a 100-
percent risk weight to an exposure to a foreign bank 
whose home country is not a member of the OECD and 
does not have a CRC, with the exception of self-
liquidating, trade-related contingent items that 
arise from the movement of goods, and that have a 
maturity of 3 months or less, which may be assigned 
a 20-percent risk weight. 

(iv) A System institution must assign a 150-
percent risk weight to an exposure to a foreign bank 
immediately upon determining that an event of 
sovereign default has occurred in the bank's home 
country, or if an event of sovereign default has 
occurred in the foreign bank's home country during 
the previous 5 years. 

(3) [Reserved] 
(e) Exposures to public sector entities (PSEs)--

(1) Exposures to U.S. PSEs. (i) A System institution 
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must assign a 20-percent risk weight to a general 
obligation exposure to a PSE that is organized under 
the laws of the United States or any state or 
political subdivision thereof. 

(ii) A System institution must assign a 50-
percent risk weight to a revenue obligation exposure 
to a PSE that is organized under the laws of the 
United States or any state or political subdivision 
thereof. 

(2) Exposures to foreign PSEs. (i) Except as 
provided in paragraphs (e)(1) and (3) of this 
section, a System institution must assign a risk 
weight to a general obligation exposure to a foreign 
PSE, in accordance with Table 3 to § 628.32, based 
on the CRC that corresponds to the PSE's home 
country or the OECD membership status of the PSE's 
home country if there is no CRC applicable to the 
PSE's home country. 

(ii) Except as provided in paragraphs (e)(1) and 
(3) of this section, a System institution must 
assign a risk weight to a revenue obligation 
exposure to a foreign PSE, in accordance with Table 
4 to § 628.32, based on the CRC that corresponds to 
the PSE's home country; or the OECD membership 
status of the PSE's home country if there is no CRC 
applicable to the PSE's home country. 

(3) A System institution may assign a lower risk 
weight than would otherwise apply under Tables 3 and 
4 to § 628.32 to an exposure to a foreign PSE if: 

(i) The PSE's home country supervisor allows 
banks under its jurisdiction to assign a lower risk 
weight to such exposures; and 

(ii) The risk weight is not lower than the risk 
weight that corresponds to the PSE's home country in 
accordance with Table 1 to § 628.32. 
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TABLE 3 TO § 628.32 – RISK WEIGHTS FOR NON-U.S. PSE GENERAL 
OBLIGATIONS 

 Risk Weight 

(in percent) 

CRC 

0-1 20 

2 50 

3 100 

4-7 150 

OECD Member with No CRC 20 

Non-OECD Member with No CRC 100 

Sovereign Default 150 
 

 

TABLE 4 TO § 628.32 – RISK WEIGHTS FOR NON-U.S. PSE REVENUE 
OBLIGATIONS 

 Risk Weight 

(in percent) 

CRC 
0-1 50 
2-3 100 
4-7 150 

OECD Member with No CRC 50 
Non-OECD Member with No CRC 100 
Sovereign Default 150 

 

(4) Exposures to PSEs from an OECD member 
sovereign with no CRC. (i) A System institution must 
assign a 20-percent risk weight to a general 
obligation exposure to a PSE whose home country is a 
OECD member sovereign with no CRC. 

(ii) A System institution must assign a 50-
percent risk weight to a revenue obligation exposure 
to a PSE whose country is an OECD member sovereign 
with no CRC. 

(5) Exposures to PSEs whose home country is not 
an OECD member sovereign with no CRC.  A System 
institution must assign a 100-percent risk weight to 
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an exposure to a PSE whose home country is not a 
member of the OECD and does not have a CRC. 

(6)  A System institution must assign a 150-
percent risk weight to a PSE exposure immediately 
upon determining that an event of sovereign default 
has occurred in a PSE's home country or if an event 
of sovereign default has occurred in the PSE's home 
country during the previous 5 years. 

(f) Corporate exposures--(1) 100-percent risk weight.  
Except as provided in paragraph (f)(2) of this 
section, a System institution must assign a 100-
percent risk weight to all its corporate exposures.  
Assets assigned a risk weight under this provision 
include: 

(i) Borrower loans such as agricultural loans 
and consumer loans, regardless of the corporate form 
of the borrower, unless those loans qualify for 
different risk weights under other provisions of 
this subpart D; 

(ii) System bank exposures to OFIs that do not 
satisfy the requirements for a 20-percent risk 
weight pursuant to paragraph (d)(1) of this section 
or a 50-percent risk weight pursuant to paragraph 
(f)(2) of this section; and 

(iii) Premises, fixed assets, and other real 
estate owned. 

(2)  50-percent risk weight.  Unless the OFI 
satisfies the requirements for a 20-percent risk 
weight pursuant to paragraph (d)(1) of this section, 
a System institution must assign a 50-percent risk 
weight to an exposure to an OFI that satisfies at 
least one of the following requirements: 

(i) The OFI is investment grade or is owned and 
controlled by an investment grade entity that 
guarantees the exposure; or 

(ii) The OFI meets capital, risk identification 
and control, and operational standards similar to 
the OFIs identified in paragraph (d)(1) of this 
section. 

(g) Residential mortgage exposures. (1) A System 
institution must assign a 50-percent risk weight to 
a first-lien residential mortgage exposure that: 

(i) Is secured by a property that is either 
owner-occupied or rented; 
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(ii) Is made in accordance with prudent 
underwriting standards suitable for residential 
property, including standards relating to the loan 
amount as a percent of the appraised value of the 
property; 

(iii)  Is not 90 days or more past due or 
carried in nonaccrual status; and 

(iv)  Is not restructured or modified. 
(2) A System institution must assign a 100-

percent risk weight to a first-lien residential 
mortgage exposure that does not meet the criteria 
in paragraph (g)(1) of this section, and to junior-
lien residential mortgage exposures. 

(3) For the purpose of this paragraph (g), if a 
System institution holds the first-lien and junior-
lien(s) residential mortgage exposures, and no other 
party holds an intervening lien, the System 
institution must combine the exposures and treat 
them as a single first-lien residential mortgage 
exposure. 

(4) A loan modified or restructured solely 
pursuant to the U.S. Treasury's Home Affordable 
Mortgage Program is not modified or restructured for 
purposes of this section. 

(h) [Reserved] 
(i) [Reserved] 
(j) [Reserved] 
(k) Past due and nonaccrual exposures. Except 

for a sovereign exposure or a residential mortgage 
exposure, a System institution must determine a risk 
weight for an exposure that is 90 days or more past 
due or in nonaccrual status according to the 
requirements set forth in this paragraph (k). 

(1) A System institution must assign a 150-
percent risk weight to the portion of the exposure 
that is not guaranteed or that is not secured by 
financial collateral. 

(2) A System institution may assign a risk 
weight to the guaranteed portion of a past due or 
nonaccrual exposure based on the risk weight that 
applies under § 628.36 if the guarantee or credit 
derivative meets the requirements of that section. 

(3) A System institution may assign a risk 
weight to the portion of a past due or nonaccrual 
exposure that is collateralized by financial 
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collateral based on the risk weight that applies 
under § 628.37 if the financial collateral meets the 
requirements of that section. 

(l) Other assets. (1) A System institution must 
assign a 0-percent risk weight to cash owned and 
held in all offices of the System institution, in 
transit, or in accounts at a depository institution 
or a Federal Reserve Bank; to gold bullion held in a 
depository institution's vaults on an allocated 
basis, to the extent the gold bullion assets are 
offset by gold bullion liabilities; and to exposures 
that arise from the settlement of cash transactions 
(such as equities, fixed income, spot foreign 
exchange (FX) and spot commodities) with a central 
counterparty where there is no assumption of ongoing 
counterparty credit risk by the central counterparty 
after settlement of the trade. 

(2) A System institution must assign a 20-
percent risk weight to cash items in the process of 
collection. 

(3) A System institution must assign a 100-
percent risk weight to deferred tax assets (DTAs) 
arising from temporary differences in relation to 
net operating loss carrybacks. 

(4) A System institution must assign a 100-
percent risk weight to all MSAs. 

(5) A System institution must assign a 100-
percent risk weight to all assets that are not 
specifically assigned a different risk weight under 
this subpart and that are not deducted from tier 1 
or tier 2 capital pursuant to § 628.22. 

(6) [Reserved] 
 
§ 628.33 Off-balance sheet exposures. 

(a) General. (1) A System institution must 
calculate the exposure amount of an off-balance 
sheet exposure using the credit conversion factors 
(CCFs) in paragraph (b) of this section. 

(2) Where a System institution commits to 
provide a commitment, the System institution may 
apply the lower of the two applicable CCFs. 

(3) Where a System institution provides a 
commitment structured as a syndication or 
participation, the System institution is only 
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required to calculate the exposure amount for its 
pro rata share of the commitment. 

(4) Where a System institution provides a 
commitment, enters into a repurchase agreement, or 
provides a credit enhancing representation and 
warranty, and such commitment, repurchase agreement, 
or credit-enhancing representation and warranty is 
not a securitization exposure, the exposure amount 
shall be no greater than the maximum contractual 
amount of the commitment, repurchase agreement, or 
credit-enhancing representation and warranty, as 
applicable. 

(5) The exposure amount of a System bank's 
commitment to an association or OFI is the 
difference between the association's or OFI's 
maximum credit limit with the System bank (as 
established by the general financing agreement or 
promissory note, as required by § 614.4125(d) of 
this chapter), and the amount the association or OFI 
has borrowed from the System bank. 

(b) Credit conversion factors--(1) Zero-percent 
(0%) CCF.  A System institution must apply a 0-
percent CCF to a commitment that is unconditionally 
cancelable by the System institution. 

(2) Twenty-percent (20%) CCF.  A System 
institution must apply a 20-percent CCF to the 
amount of: 

(i) Commitments, other than a System bank's 
commitment to an association or OFI, with an 
original maturity of 14 months or less that are not 
unconditionally cancelable by the System 
institution. 

(ii) Self-liquidating, trade-related contingent 
items that arise from the movement of goods, with an 
original maturity of 14 months or less. 

(iii)  A System bank's commitment to an 
association or OFI that is not unconditionally 
cancelable by the System bank, regardless of 
maturity. 

(3) Fifty-percent (50%) CCF.  A System 
institution must apply a 50-percent CCF to the 
amount of: 

(i) Commitments, other than a System bank's 
commitment to an association or OFI, with an 
original maturity of more than 14 months that are 
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not unconditionally cancelable by the System 
institution. 

(ii) Transaction-related contingent items, 
including performance bonds, bid bonds, warranties, 
and performance standby letters of credit. 

(4) One hundred-percent (100%) CCF.  A System 
institution must apply a 100-percent CCF to the 
following off-balance sheet items and other similar 
transactions: 

(i) Guarantees; 
(ii) Repurchase agreements (the off-balance 

sheet component of which equals the sum of the 
current fair values of all positions the System 
institution has sold subject to repurchase); 

(iii) Credit-enhancing representations and 
warranties that are not securitization exposures; 

(iv) Off-balance sheet securities lending 
transactions (the off-balance sheet component of 
which equals the sum of the current fair values of 
all positions the System institution has lent under 
the transaction); 

(v) Off-balance sheet securities borrowing 
transactions (the off-balance sheet component of 
which equals the sum of the current fair values of 
all non-cash positions the System institution has 
posted as collateral under the transaction); 

(vi) Financial standby letters of credit; and 
(vii) Forward agreements. 

 
§ 628.34 OTC derivative contracts. 

(a) Exposure amount--(1) Single OTC derivative 
contract. Except as modified by paragraph (b) of 
this section, the exposure amount for a single OTC 
derivative contract that is not subject to a 
qualifying master netting agreement is equal to the 
sum of the System institution's current credit 
exposure and potential future credit exposure (PFE) 
on the OTC derivative contract. 

(i) Current credit exposure. The current credit 
exposure for a single OTC derivative contract is the 
greater of the mark-to-fair value of the OTC 
derivative contract or 0. 

(ii) PFE. (A) The PFE for a single OTC derivative 
contract, including an OTC derivative contract with 
a negative mark-to-fair value, is calculated by 
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multiplying the notional principal amount of the OTC 
derivative contract by the appropriate conversion 
factor in Table 1 to § 628.34. 

(B)  For purposes of calculating either the PFE 
under this paragraph or the gross PFE under 
paragraph (a)(2) of this section for exchange rate 
contracts and other similar contracts in which the 
notional principal amount is equivalent to the cash 
flows, notional principal amount is the net receipts 
to each party falling due on each value date in each 
currency. 

(C) For an OTC derivative contract that does not 
fall within one of the specified categories in Table 
1 to § 628.34, the PFE must be calculated using the 
appropriate "other" conversion factor.  

(D) A System institution must use an OTC 
derivative contract's effective notional principal 
amount (that is, the apparent or stated notional 
principal amount multiplied by any multiplier in the 
OTC derivative contract) rather than the apparent or 
stated notional principal amount in calculating PFE. 

(E) The PFE of the protection provider of a 
credit derivative is capped at the net present value 
of the amount of unpaid premiums. 

TABLE 1 TO § 628.34 – CONVERSION FACTOR MATRIX FOR 

DERIVATIVE CONTRACTS1 

Remaining maturity
2
 Interest 

rate 
Foreign 
exchange 
rate and 
gold 

Credit 
(investment 
grade 
reference 

asset)
3
 

Credit 
(non- 
investment- 
grade 
reference 
asset) 

Equity Precious 
metals 
(except 
gold) 

Other 

One (1) year or less 0.00 0.01 0.05 0.10 0.06 0.07 0.10 

Greater than one (1) 

year and less than 
or equal to five 
(5) years 

0.005 0.05 0.05 0.10 0.08 0.07 0.12 

Greater than five 
(5) years 

0.015 0.075 0.05 0.10 0.10 0.08 0.15 

1 For a derivative contract with multiple exchanges of principal, the conversion 

factor is multiplied by the number of remaining payments in the derivative contract. 
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2 For an OTC derivative contract that is structured such that on specified dates 
any outstanding exposure is settled and the terms are reset so that the fair value of the 
contract is 0, the remaining maturity equals the time until the next reset date.  For an 
interest rate derivative contract with a remaining maturity of greater than 1 year that 
meets these criteria, the minimum conversion factor is 0.005. 

3 A System institution must use the column labeled "Credit (investment-grade 

reference asset)" for a credit derivative whose reference asset is an outstanding 
unsecured long-term debt security without credit enhancement that is investment grade. A 

System institution must use the column labeled "Credit (non-investment-grade reference 

asset)" for all other credit derivatives. 

 

(2) Multiple OTC derivative contracts subject to a 
qualifying master netting agreement. Except as modified by 
paragraph (b) of this section, the exposure amount for 
multiple OTC derivative contracts subject to a qualifying 
master netting agreement is equal to the sum of the net 
current credit exposure and the adjusted sum of the PFE 
amounts for all OTC derivative contracts subject to the 
qualifying master netting agreement. 

(i) Net current credit exposure. The net current 
credit exposure is the greater of the net sum of all 
positive and negative mark-to-fair values of the individual 
OTC derivative contracts subject to the qualifying master 
netting agreement or 0. 

(ii) Adjusted sum of the PFE amounts. The adjusted sum 
of the PFE amounts, Anet, is calculated as:  

Anet = (0.4×Agross) + (0.6×NGR×Agross) 

Where: 

Agross = the gross PFE (that is, the sum of the PFE 
amounts (as determined under paragraph (a)(1)(ii) of this 
section for each individual derivative contract subject to 
the qualifying master netting agreement); and 

Net-to-gross Ratio (NGR) = the ratio of the net current 
credit exposure to the gross current credit exposure. In 
calculating the NGR, the gross current credit exposure 
equals the sum of the positive current credit exposures (as 
determined under paragraph (a)(1)(i) of this section) of all 
individual derivative contracts subject to the qualifying 
master netting agreement. 

(b)  Recognition of credit risk mitigation of 
collateralized OTC derivative contracts. (1) A System 
institution may recognize the credit risk mitigation 
benefits of financial collateral that secures an OTC 
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derivative contract or multiple OTC derivative contracts 
subject to a qualifying master netting agreement (netting 
set) by using the simple approach in § 628.37(b). 

(2)  Alternatively, if the financial collateral 
securing a contract or netting set described in paragraph 
(b)(1) of this section is marked-to-fair value on a daily 
basis and subject to a daily margin maintenance 
requirement, a System institution may recognize the credit 
risk mitigation benefits of financial collateral that 
secures the contract or netting set by using the collateral 
haircut approach in § 628.37(c).  

(c) Counterparty credit risk for OTC credit 
derivatives--(1) Protection purchasers. A System 
institution that purchases an OTC credit derivative that is 
recognized under § 628.36 as a credit risk mitigant is not 
required to compute a separate counterparty credit risk 
capital requirement under § 628.32 provided that the System 
institution does so consistently for all such credit 
derivatives.  The System institution must either include 
all or exclude all such credit derivatives that are subject 
to a qualifying master netting agreement from any measure 
used to determine counterparty credit risk exposure to all 
relevant counterparties for risk-based capital purposes. 

(2) Protection providers. (i) A System institution that 
is the protection provider under an OTC credit derivative 
must treat the OTC credit derivative as an exposure to the 
underlying reference asset.  The System institution is not 
required to compute a counterparty credit risk capital 
requirement for the OTC credit derivative under § 628.32, 
provided that this treatment is applied consistently for all 
such OTC credit derivatives.  The System institution must 
either include all or exclude all such OTC credit 
derivatives that are subject to a qualifying master netting 
agreement from any measure used to determine counterparty 
credit risk exposure. 

(ii) The provisions of paragraph (c)(2) of this 
section apply to all relevant counterparties for risk-based 
capital purposes. 

(d) Counterparty credit risk for OTC equity 
derivatives. (1) A System institution must treat an OTC 
equity derivative contract as an equity exposure and compute 
a risk-weighted asset amount for the OTC equity derivative 
contract under §§ 628.51 through 628.53.  

(2) [Reserved] 
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(3) If the System institution risk weights the contract 
under the Simple Risk-Weight Approach (SRWA) in § 628.52, 
the System institution may choose not to hold risk-based 
capital against the counterparty credit risk of the OTC 
equity derivative contract, as long as it does so for all 
such contracts.  Where the OTC equity derivative contracts 
are subject to a qualifying master netting agreement, a 
System institution using the SRWA must either include all or 
exclude all of the contracts from any measure used to 
determine counterparty credit risk exposure. 
 (e) [Reserved] 
 
§ 628.35 Cleared transactions. 

(a) General requirements--(1) Clearing member clients.  
A System institution that is a clearing member client must 
use the methodologies described in paragraph (b) of this 
section to calculate risk-weighted assets for a cleared 
transaction. 

(2) [Reserved] 
(b) Clearing member client System institutions--(1) 

Risk-weighted assets for cleared transactions. (i) To 
determine the risk-weighted asset amount for a cleared 
transaction, a System institution that is a clearing member 
client must multiply the trade exposure amount for the 
cleared transaction, calculated in accordance with paragraph 
(b)(2) of this section, by the risk weight appropriate for 
the cleared transaction, determined in accordance with 
paragraph (b)(3) of this section. 

(ii) A clearing member client System institution's 
total risk-weighted assets for cleared transactions is the 
sum of the risk-weighted asset amounts for all its cleared 
transactions. 

(2) Trade exposure amount. (i) For a cleared 
transaction that is either a derivative contract or netting 
set of derivative contracts, the trade exposure amount 
equals: 

(A) The exposure amount for the derivative contract or 
netting set of derivative contracts, calculated using the 
current exposure method (CEM) for OTC derivative contracts 
under § 628.34; plus 

(B) The fair value of the collateral posted by the 
clearing member client System institution and held by the 
central counterparty (CCP), clearing member, or custodian in 
a manner that is not bankruptcy remote. 
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(ii) For a cleared transaction that is a repo-style 
transaction, the trade exposure amount equals: 

(A) The exposure amount for the repo-style transaction 
calculated using the collateral haircut methodology under 
§ 628.37(c); plus 

(B) The fair value of the collateral posted by the 
clearing member client System institution and held by the 
CCP or a clearing member in a manner that is not bankruptcy 
remote. 

(3) Cleared transaction risk weights. (i) For a cleared 
transaction with a qualifying CCP (QCCP), a clearing member 
client System institution must apply a risk weight of: 

(A) Two (2) percent if the collateral posted by the 
System institution to the QCCP or clearing member is subject 
to an arrangement that prevents any losses to the clearing 
member client System institution due to the joint default or 
a concurrent insolvency, liquidation, or receivership 
proceeding of the clearing member and any other clearing 
member clients of the clearing member; and the clearing 
member client System institution has conducted sufficient 
legal review to conclude with a well-founded basis (and 
maintains sufficient written documentation of that legal 
review) that in the event of a legal challenge (including 
one resulting from default or from liquidation, insolvency, 
or receivership proceeding) the relevant court and 
administrative authorities would find the arrangements to be 
legal, valid, binding and enforceable under the law of the 
relevant jurisdictions; or 

(B) Four (4) percent if the requirements of paragraph 
(b)(3)(i)(A) of this section are not met. 

(ii) For a cleared transaction with a CCP that is not a 
QCCP, a clearing member client System institution must apply 
the risk weight appropriate for the CCP according to 
§ 628.32. 

(4)  Collateral. (i) Notwithstanding any other 
requirements in this section, collateral posted by a 
clearing member client System institution that is held by a 
custodian (in its capacity as custodian) in a manner that is 
bankruptcy remote from the CCP, the custodian, clearing 
member and other clearing member clients of the clearing 
member, is not subject to a capital requirement under this 
section. 

(ii) A clearing member client System institution must 
calculate a risk-weighted asset amount for any collateral 
provided to a CCP, clearing member, or custodian in 
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connection with a cleared transaction in accordance with the 
requirements under § 628.32. 

(c) [Reserved] 
(d) [Reserved] 

 
§ 628.36 Guarantees and credit derivatives: substitution 
treatment. 

(a) Scope--(1) General. A System institution may 
recognize the credit risk mitigation benefits of an eligible 
guarantee or eligible credit derivative by substituting the 
risk weight associated with the protection provider for the 
risk weight assigned to an exposure, as provided under this 
section. 

(2) This section applies to exposures for which: 
(i) Credit risk is fully covered by an eligible 

guarantee or eligible credit derivative; or 
(ii) Credit risk is covered on a pro rata basis (that 

is, on a basis in which the System institution and the 
protection provider share losses proportionately) by an 
eligible guarantee or eligible credit derivative. 

(3) Exposures on which there is a tranching of credit 
risk (reflecting at least two different levels of seniority) 
generally are securitization exposures subject to §§ 628.41 
through 628.45. 

(4) If multiple eligible guarantees or eligible credit 
derivatives cover a single exposure described in this 
section, a System institution may treat the hedged exposure 
as multiple separate exposures each covered by a single 
eligible guarantee or eligible credit derivative and may 
calculate a separate risk-weighted asset amount for each 
separate exposure as described in paragraph (c) of this 
section. 

(5) If a single eligible guarantee or eligible credit 
derivative covers multiple hedged exposures described in 
paragraph (a)(2) of this section, a System institution must 
treat each hedged exposure as covered by a separate eligible 
guarantee or eligible credit derivative and must calculate a 
separate risk-weighted asset amount for each exposure as 
described in paragraph (c) of this section. 

(b) Rules of recognition. (1) A System institution may 
only recognize the credit risk mitigation benefits of 
eligible guarantees and eligible credit derivatives. 

(2) A System institution may only recognize the credit 
risk mitigation benefits of an eligible credit derivative to 
hedge an exposure that is different from the credit 
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derivative's reference exposure used for determining the 
derivative's cash settlement value, deliverable obligation, 
or occurrence of a credit event if: 

(i) The reference exposure ranks pari passu with, or is 
subordinated to, the hedged exposure; and 

(ii) The reference exposure and the hedged exposure are 
to the same legal entity, and legally enforceable cross-
default or cross-acceleration clauses are in place to ensure 
payments under the credit derivative are triggered when the 
obligated party of the hedged exposure fails to pay under 
the terms of the hedged exposure. 

(c) Substitution approach--(1) Full coverage. If an 
eligible guarantee or eligible credit derivative meets the 
conditions in paragraphs (a) and (b) of this section and the 
protection amount (P) of the guarantee or credit derivative 
is greater than or equal to the exposure amount of the 
hedged exposure, a System institution may recognize the 
guarantee or credit derivative in determining the risk-
weighted asset amount for the hedged exposure by 
substituting the risk weight applicable to the guarantor or 
credit derivative protection provider under § 628.32 for the 
risk weight assigned to the exposure. 

(2) Partial coverage. If an eligible guarantee or 
eligible credit derivative meets the conditions in 
§§ 628.36(a) and 628.37(b) and the protection amount (P) of 
the guarantee or credit derivative is less than the exposure 
amount of the hedged exposure, the System institution must 
treat the hedged exposure as two separate exposures 
(protected and unprotected) in order to recognize the credit 
risk mitigation benefit of the guarantee or credit 
derivative. 

(i) The System institution may calculate the risk-
weighted asset amount for the protected exposure under 
§ 628.32, where the applicable risk weight is the risk 
weight applicable to the guarantor or credit derivative 
protection provider.  

(ii) The System institution must calculate the risk-
weighted asset amount for the unprotected exposure under 
§ 628.32, where the applicable risk weight is that of the 
unprotected portion of the hedged exposure. 

(iii) The treatment provided in this section is 
applicable when the credit risk of an exposure is covered on 
a partial pro rata basis and may be applicable when an 
adjustment is made to the effective notional amount of the 
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guarantee or credit derivative under paragraph (d), (e), or 
(f) of this section. 

(d) Maturity mismatch adjustment. (1) A System 
institution that recognizes an eligible guarantee or 
eligible credit derivative in determining the risk-weighted 
asset amount for a hedged exposure must adjust the effective 
notional amount of the credit risk mitigant to reflect any 
maturity mismatch between the hedged exposure and the credit 
risk mitigant. 

(2) A maturity mismatch occurs when the residual 
maturity of a credit risk mitigant is less than that of the 
hedged exposure(s). 

(3) The residual maturity of a hedged exposure is the 
longest possible remaining time before the obligated party 
of the hedged exposure is scheduled to fulfill its 
obligation on the hedged exposure.  If a credit risk 
mitigant has embedded options that may reduce its term, the 
System institution (protection purchaser) must use the 
shortest possible residual maturity for the credit risk 
mitigant.  If a call is at the discretion of the protection 
provider, the residual maturity of the credit risk mitigant 
is at the first call date.  If the call is at the 
discretion of the System institution (protection purchaser), 
but the terms of the arrangement at origination of the 
credit risk mitigant contain a positive incentive for the 
System institution to call the transaction before 
contractual maturity, the remaining time to the first call 
date is the residual maturity of the credit risk mitigant. 

(4) A credit risk mitigant with a maturity mismatch may 
be recognized only if its original maturity is greater than 
or equal to 1 year and its residual maturity is greater than 
3 months. 

(5) When a maturity mismatch exists, the System 
institution must apply the following adjustment to reduce 
the effective notional amount of the credit risk mitigant:  

Pm = E x [(t-0.25)/(T-0.25)]  

Where: 

Pm = effective notional amount of the credit risk 
mitigant, adjusted for maturity mismatch; 

E = effective notional amount of the credit risk 
mitigant; 

t = the lesser of T or the residual maturity of the 
credit risk mitigant, expressed in years; and 
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T = the lesser of 5 or the residual maturity of the 
hedged exposure, expressed in years. 

(e) Adjustment for credit derivatives without 
restructuring as a credit event.  If a System institution 
recognizes an eligible credit derivative that does not 
include as a credit event a restructuring of the hedged 
exposure involving forgiveness or postponement of principal, 
interest, or fees that results in a credit loss event (that 
is, a charge-off, specific provision, or other similar debit 
to the profit and loss account), the System institution must 
apply the following adjustment to reduce the effective 
notional amount of the credit derivative:  

 
Pr = Pm x 0.60  
Where: 
Pr = effective notional amount of the credit risk 

mitigant, adjusted for lack of restructuring event (and 
maturity mismatch, if applicable); and 

Pm = effective notional amount of the credit risk 
mitigant (adjusted for maturity mismatch, if applicable). 

(f) Currency mismatch adjustment. (1) If a System 
institution recognizes an eligible guarantee or eligible 
credit derivative that is denominated in a currency 
different from that in which the hedged exposure is 
denominated, the System institution must apply the following 
formula to the effective notional amount of the guarantee or 
credit derivative:  

 
Pc = Pr x (1-Hfx)  
Where: 
Pc = effective notional amount of the credit risk 

mitigant, adjusted for currency mismatch (and maturity 
mismatch and lack of restructuring event, if applicable); 

Pr = effective notional amount of the credit risk 
mitigant (adjusted for maturity mismatch and lack of 
restructuring event, if applicable); and 

Hfx = haircut appropriate for the currency mismatch 
between the credit risk mitigant and the hedged exposure. 

(2) A System institution must set Hfx equal to 8 
percent.  

(3) A System institution must adjust Hfx calculated in 
paragraph (f)(2) of this section upward if the System 
institution revalues the guarantee or credit derivative less 
frequently than once every 10 business days using the 
following square root of time formula: 
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Where TM equals the greater of 10 or the number of days 
between revaluation.  
 

§ 628.37 Collateralized transactions. 
(a) General. (1) To recognize the risk-mitigating 

effects of financial collateral, a System institution may 
use: 

(i) The simple approach in paragraph (b) of this 
section for any exposure. 

(ii) The collateral haircut approach in paragraph (c) 
of this section for repo-style transactions, eligible margin 
loans, collateralized derivative contracts, and single-
product netting sets of such transactions. 

(2) A System institution may use any approach described 
in this section that is valid for a particular type of 
exposure or transaction; however, it must use the same 
approach for similar exposures or transactions. 

(b) The simple approach--(1) General requirements. (i) 
A System institution may recognize the credit risk 
mitigation benefits of financial collateral that secures any 
exposure. 

(ii) To qualify for the simple approach, the financial 
collateral must meet the following requirements: 

(A) The collateral must be subject to a collateral 
agreement for at least the life of the exposure; 

(B) The collateral must be revalued at least every 6 
months; and 

(C) The collateral (other than gold) and the exposure 
must be denominated in the same currency. 

(2) Risk-weight substitution. (i) A System institution 
may apply a risk weight to the portion of an exposure that 
is secured by the fair value of financial collateral (that 
meets the requirements of paragraph (b)(1) of this section) 
based on the risk weight assigned to the collateral under 
§ 628.32.  For repurchase agreements, reverse repurchase 
agreements, and securities lending and borrowing 
transactions, the collateral is the instruments, gold, and 
cash the System institution has borrowed, purchased subject 
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to resale, or taken as collateral from the counterparty 
under the transaction.  Except as provided in paragraph 
(b)(3) of this section, the risk weight assigned to the 
collateralized portion of the exposure may not be less than 
20 percent. 

(ii) A System institution must apply a risk weight to 
the unsecured portion of the exposure based on the risk 
weight assigned to the exposure under this subpart. 

(3) Exceptions to the 20-percent risk-weight floor and 
other requirements.  Notwithstanding paragraph (b)(2)(i) of 
this section: 

(i) A System institution may assign a 0-percent risk 
weight to an exposure to an OTC derivative contract that is 
marked-to-fair on a daily basis and subject to a daily 
margin maintenance requirement, to the extent the contract 
is collateralized by cash on deposit. 

(ii) A System institution may assign a 10-percent risk 
weight to an exposure to an OTC derivative contract that is 
marked-to-fair value daily and subject to a daily margin 
maintenance requirement, to the extent that the contract is 
collateralized by an exposure to a sovereign that qualifies 
for a 0-percent risk weight under § 628.32.  

(iii) A System institution may assign a 0-percent risk 
weight to the collateralized portion of an exposure where: 

(A) The financial collateral is cash on deposit; or  
(B) The financial collateral is an exposure to a 

sovereign that qualifies for a 0-percent risk weight under 
§ 628.32, and the System institution has discounted the fair 
value of the collateral by 20 percent. 

(c) Collateral haircut approach--(1) General. A System 
institution may recognize the credit risk mitigation 
benefits of financial collateral that secures an eligible 
margin loan, repo-style transaction, collateralized 
derivative contract, or single-product netting set of such 
transactions by using the standard supervisory haircuts in 
paragraph (c)(3) of this section.  

(2) Exposure amount equation. A System institution 
must determine the exposure amount for an eligible margin 
loan, repo-style transaction, collateralized derivative 
contract, or a single-product netting set of such 
transactions by setting the exposure amount equal to max:  

 
{0, [(∑E - ∑C) + ∑(Es x Hs) + ∑(Efx x Hfx)]}  
Where:  



 

 

301 

 

∑E = for eligible margin loans and repo-style 
transactions and netting sets thereof, the value of the 
exposure (the sum of the current fair values of all 
instruments, gold, and cash the System institution has lent, 
sold subject to repurchase, or posted as collateral to the 
counterparty under the transaction (or netting set)); and 

∑E = for collateralized derivative contracts and 
netting sets thereof, the exposure amount of the OTC 
derivative contract (or netting set) calculated under 
§ 628.34(c) or (d). 

∑C = the value of the collateral (the sum of the 
current fair values of all instruments, gold and cash the 
System institution has borrowed, purchased subject to 
resale, or taken as collateral from the counterparty under 
the transaction (or netting set)); 

Es = the absolute value of the net position in a given 
instrument or in gold (where the net position in the 
instrument or gold equals the sum of the current fair values 
of the instrument or gold the System institution has lent, 
sold subject to repurchase, or posted as collateral to the 
counterparty minus the sum of the current fair values of 
that same instrument or gold the System institution has 
borrowed, purchased subject to resale, or taken as 
collateral from the counterparty); 

Hs = the fair value price volatility haircut 
appropriate to the instrument or gold referenced in Es; 

Efx = the absolute value of the net position of 
instruments and cash in a currency that is different from 
the settlement currency (where the net position in a given 
currency equals the sum of the current fair values of any 
instruments or cash in the currency the System institution 
has lent, sold subject to repurchase, or posted as 
collateral to the counterparty minus the sum of the current 
fair values of any instruments or cash in the currency the 
System institution has borrowed, purchased subject to 
resale, or taken as collateral from the counterparty); and 

Hfx = the haircut appropriate to the mismatch between 
the currency referenced in Efx and the settlement currency. 

(3) Standard supervisory haircuts. (i) A System 
institution must use the haircuts for fair value price 
volatility (Hs) provided in Table 1 to § 628.37, as adjusted 
in certain circumstances in accordance with the requirements 
of paragraphs (c)(3)(iii) and (iv) of this section: 
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TABLE 1 to § 628.37 – STANDARD SUPERVISORY MARKET PRICE VOLATILITY 
HAIRCUT1 

Residual 
Maturity 

Haircut (in percent) assigned based on 

Investment grade 
securitization 

exposures 

(in percent) 

Sovereign issuers 
risk weight under 

§ 628.322 

Non-sovereign 
issuers risk 
weight under 

§ 628.32 
Zero 20%  

or  

-50% 

100% 20% 50% 100% 

Less than or 
equal to 1 
year 

0.5 1.0 15.0 1.0 2.0 25.0 4.0% 

Great than 1 
years and 
less than and 
equal to 5 
years 

2.0 3.0 15.0 4.0 6.0 25.0 12.0% 

Greater than 
5 years 

4.0 6.0 15.0 8.0 12.0 25.0 24.0% 

Main index equities (including 
convertible bonds) and gold 

15.0% 

Other publically traded equities 
(including convertible bonds) 

25.0% 

Mutual funds Highest haircut applicable to any 
security in which the fund can invest 

Cash collateral  0% 
1 The market price volatility haircut in Table 1 to § 628.37 are based 
on 10-day holding period. 

2  Includes a foreign PSE that receives a 0-percent risk weight. 

 

(ii) For currency mismatches, a System institution must 
use a haircut for foreign exchange rate volatility (Hfx) of 
8 percent, as adjusted in certain circumstances under 
paragraphs (c)(3)(iii) and (iv) of this section. 

(iii) For repo-style transactions, a System institution 
may multiply the standard supervisory haircuts provided in 
paragraphs (c)(3)(i) and (ii) of this section by the square 
root of ½ (which equals 0.707107). 
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(iv) If the number of trades in a netting set exceeds 
5,000 at any time during a quarter, a System institution 
must adjust the supervisory haircuts provided in paragraphs 
(c)(3)(i) and (ii) of this section upward on the basis of a 
holding period of 20 business days for the following quarter 
except in the calculation of the exposure amount for 
purposes of § 628.35.  If a netting set contains one or more 
trades involving illiquid collateral or an OTC derivative 
that cannot be easily replaced, a System institution must 
adjust the supervisory haircuts upward on the basis of a 
holding period of 20 business days.  If over the 2 previous 
quarters more than two margin disputes on a netting set have 
occurred that lasted more than the holding period, then the 
System institution must adjust the supervisory haircuts 
upward for that netting set on the basis of a holding period 
that is at least two times the minimum holding period for 
that netting set.  A System institution must adjust the 
standard supervisory haircuts upward using the following 
formula: 

 

Where: 
TM = a holding period of longer than 10 business days 

for eligible margin loans and derivative contracts or longer 
than 5 business days for repo-style transactions; 

HS = the standard supervisory haircut; and 
TS = 10 business days for eligible margin loans and 

derivative contracts or 5 business days for repo-style 
transactions. 

(v) If the instrument a System institution has lent, 
sold subject to repurchase, or posted as collateral does not 
meet the definition of financial collateral in § 628.2, the 
System institution must use a 25-percent haircut for fair 
value price volatility (Hs). 

(4) [Reserved] 
 

Risk-Weighted Assets for Unsettled Transactions 
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§ 628.38 Unsettled transactions. 
(a) Definitions. For purposes of this section: 
(1) Delivery-versus-payment (DvP) transaction means a 

securities or commodities transaction in which the buyer is 
obligated to make payment only if the seller has made 
delivery of the securities or commodities and the seller is 
obligated to deliver the securities or commodities only if 
the buyer has made payment. 

(2) Payment-versus-payment (PvP) transaction means a 
foreign exchange transaction in which each counterparty is 
obligated to make a final transfer of one or more currencies 
only if the other counterparty has made a final transfer of 
one or more currencies. 

(3) A transaction has a normal settlement period if the 
contractual settlement period for the transaction is equal 
to or less than the fair value standard for the instrument 
underlying the transaction and equal to or less than 5 
business days. 

(4) Positive current exposure of a System institution 
for a transaction is the difference between the transaction 
value at the agreed settlement price and the current fair 
value price of the transaction, if the difference results in 
a credit exposure of the System institution to the 
counterparty. 

(b) Scope. This section applies to all transactions 
involving securities, foreign exchange instruments, and 
commodities that have a risk of delayed settlement or 
delivery.  This section does not apply to: 

(1) Cleared transactions that are marked-to-fair value 
daily and subject to daily receipt and payment of variation 
margin; 

(2) Repo-style transactions, including unsettled repo-
style transactions;  

(3) One-way cash payments on OTC derivative contracts; 
or 

(4) Transactions with a contractual settlement period 
that is longer than the normal settlement period (which are 
treated as OTC derivative contracts as provided in 
§ 628.34). 

(c) System-wide failures. In the case of a system-wide 
failure of a settlement, clearing system or central 
counterparty, the FCA may waive risk-based capital 
requirements for unsettled and failed transactions until the 
situation is rectified. 
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(d) Delivery-versus-payment (DvP) and payment-versus-
payment (PvP) transactions. A System institution must hold 
risk-based capital against any DvP or PvP transaction with a 
normal settlement period if the System institution's 
counterparty has not made delivery or payment within 5 
business days after the settlement date.  The System 
institution must determine its risk-weighted asset amount 
for such a transaction by multiplying the positive current 
exposure of the transaction for the System institution by 
the appropriate risk weight in Table 1 to § 628.38. 

 
TABLE 1 to § 628.38 – RISK WEIGHTS FOR UNSETTLED DVP AND PVP 

TRANSACTIONS 

Number of business days after 
contractual settlement date 

Risk weight to be 
applied to positive 
current exposure (in 
percent) 

From 5 to 15 100.0 

From 16 to 30 625.0 
From 31 to 45 937.5 
46 or more 1,250.0 
 

(e) Non-DvP/non-PvP (non-delivery-versus-payment/non-
payment-versus-payment) transactions. (1) A System 
institution must hold risk-based capital against any non-
DvP/non-PvP transaction with a normal settlement period if 
the System institution has delivered cash, securities, 
commodities, or currencies to its counterparty but has not 
received its corresponding deliverables by the end of the 
same business day. The System institution must continue to 
hold risk-based capital against the transaction until the 
System institution has received its corresponding 
deliverables. 

(2) From the business day after the System institution 
has made its delivery until 5 business days after the 
counterparty delivery is due, the System institution must 
calculate the risk-weighted asset amount for the transaction 
by treating the current fair value of the deliverables owed 
to the System institution as an exposure to the counterparty 
and using the applicable counterparty risk weight under 
§ 628.32. 
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(3) If the System institution has not received its 
deliverables by the 5th business day after counterparty 
delivery was due, the System institution must assign a 
1,250-percent risk weight to the current fair value of the 
deliverables owed to the System institution. 

(f) Total risk-weighted assets for unsettled 
transactions. Total risk-weighted assets for unsettled 
transactions is the sum of the risk-weighted asset amounts 
of all DvP, PvP, and non- DvP/non-PvP transactions. 
 
§§ 628.39 through 628.40  [Reserved] 
 
Risk-Weighted Assets for Securitization Exposures 
 
§ 628.41 Operational requirements for securitization 
exposures. 

(a) Operational criteria for traditional 
securitizations. A System institution that transfers 
exposures it has originated or purchased to a third party in 
connection with a traditional securitization may exclude the 
exposures from the calculation of its risk-weighted assets 
only if each condition in this section is satisfied. A 
System institution that meets these conditions must hold 
risk-based capital against any credit risk it retains in 
connection with the securitization.  A System institution 
that fails to meet these conditions must hold risk-based 
capital against the transferred exposures as if they had not 
been securitized and must deduct from CET1 capital, pursuant 
to § 628.22, any after-tax gain-on-sale resulting from the 
transaction. The conditions are: 

(1) The exposures are not reported on the System 
institution's consolidated balance sheet under GAAP; 

(2) The System institution has transferred to one or 
more third parties credit risk associated with the 
underlying exposures; 

(3) Any clean-up calls relating to the securitization 
are eligible clean-up calls; and 

(4) The securitization does not: 
(i) Include one or more underlying exposures in which 

the borrower is permitted to vary the drawn amount within an 
agreed limit under a line of credit; and 

(ii) Contain an early amortization provision. 
(b) Operational criteria for synthetic securitizations. 

For synthetic securitizations, a System institution may 
recognize for risk-based capital purposes the use of a 
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credit risk mitigant to hedge underlying exposures only if 
each condition in this paragraph is satisfied.  A System 
institution that meets these conditions must hold risk-based 
capital against any credit risk of the exposures it retains 
in connection with the synthetic securitization.  A System 
institution that fails to meet these conditions or chooses 
not to recognize the credit risk mitigant for purposes of 
this section must instead hold risk-based capital against 
the underlying exposures as if they had not been 
synthetically securitized.  The conditions are: 

(1) The credit risk mitigant is: 
(i) Financial collateral; 
(ii) A guarantee that meets all criteria set forth in 

the definition of "eligible guarantee" in § 628.2, except 
for the criteria in paragraph (3) of that definition; or  

(iii)  A credit derivative that meets all criteria as 
set forth in the definition of "eligible credit derivative" 
in § 628.2, except for the criteria in paragraph (3) of the 
definition of "eligible guarantee" in § 628.2. 

(2) The System institution transfers credit risk 
associated with the underlying exposures to one or more 
third parties, and the terms and conditions in the credit 
risk mitigants employed do not include provisions that: 

(i) Allow for the termination of the credit protection 
due to deterioration in the credit quality of the underlying 
exposures; 

(ii) Require the System institution to alter or replace 
the underlying exposures to improve the credit quality of 
the pool of underlying exposures; 

(iii) Increase the System institution's cost of credit 
protection in response to deterioration in the credit 
quality of the underlying exposures; 

(iv) Increase the yield payable to parties other than 
the System institution in response to a deterioration in the 
credit quality of the underlying exposures; or 

(v) Provide for increases in a retained first loss 
position or credit enhancement provided by the System 
institution after the inception of the securitization; 

(3) The System institution obtains a well-reasoned 
opinion from legal counsel that confirms the enforceability 
of the credit risk mitigant in all relevant jurisdictions; 
and 

(4) Any clean-up calls relating to the securitization 
are eligible clean-up calls. 
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(c) Due diligence requirements. (1)  Except for 
exposures that are deducted from CET1 capital (pursuant to § 
628.22) and exposures subject to § 628.42(h), if a System 
institution is unable to demonstrate to the satisfaction of 
the FCA a comprehensive understanding of the features of a 
securitization exposure that would materially affect the 
performance of the exposure, the System institution must 
assign the securitization exposure a risk weight of 1,250 
percent. The System institution's analysis must be 
commensurate with the complexity of the securitization 
exposure and the materiality of the exposure in relation to 
its capital. 

(2) A System institution must demonstrate its 
comprehensive understanding of a securitization exposure 
under paragraph (c)(1) of this section for each 
securitization exposure by: 

(i) Conducting an analysis of the risk characteristics 
of a securitization exposure prior to acquiring the 
exposure, and documenting such analysis within 3 business 
days after acquiring the exposure, considering: 

(A) Structural features of the securitization that 
would materially impact the performance of the exposure, for 
example, the contractual cash flow waterfall, waterfall-
related triggers, credit enhancements, liquidity 
enhancements, fair value triggers, the performance of 
organizations that service the exposure, and deal-specific 
definitions of default; 

(B) Relevant information regarding the performance of 
the underlying credit exposure(s), for example, the 
percentage of loans 30, 60, and 90 days past due; default 
rates; prepayment rates; loans in foreclosure; property 
types; occupancy; average credit score or other measures of 
creditworthiness; average loan-to-value (LTV) ratio; and 
industry and geographic diversification data on the 
underlying exposure(s); 

(C) Relevant market data of the securitization, for 
example, bid-ask spread, most recent sales price and 
historic price volatility, trading volume, implied market 
rating, and size, depth and concentration level of the 
market for the securitization; and 

(D) For resecuritization exposures, performance 
information on the underlying securitization exposures, for 
example, the issuer name and credit quality, and the 
characteristics and performance of the exposures; and 



 

 

309 

 

(ii) On an on-going basis (no less frequently than 
quarterly), evaluating, reviewing, and updating as 
appropriate the analysis required under paragraph (c)(1) of 
this section for each securitization exposure. 
 
§ 628.42 Risk-weighted assets for securitization exposures. 

(a) Securitization risk weight approaches. Except as 
provided in this section or in § 628.41: 

(1) A System institution must deduct from CET1 capital 
any after-tax gain-on-sale resulting from a securitization 
(as provided in § 628.22) and must apply a 1,250-percent 
risk weight to the portion of a credit-enhancing interest-
only strip (CEIO) that does not constitute after-tax gain-
on-sale. 

(2)  If a securitization exposure does not require 
deduction under paragraph (a)(1) of this section, a System 
institution may assign a risk weight to the securitization 
exposure using the simplified supervisory formula approach 
(SSFA) in accordance with § 628.43(a) through (d) and 
subject to the limitation under paragraph (e) of this 
section.  Alternatively, a System institution may assign a 
risk weight to the purchased securitization exposure using 
the gross-up approach in accordance with § 628.43(e), 
provided however, that such System institution must apply 
either the SSFA or the gross-up approach consistently across 
all of its securitization exposures, except as provided in 
paragraphs (a)(1), (3), and (4) of this section. 

(3) If a securitization exposure does not require 
deduction under paragraph (a)(1) of this section and the 
System institution cannot or chooses not to apply the SSFA 
or the gross-up approach to the exposure, the System 
institution must assign a risk weight to the exposure as 
described in § 628.44. 

(4) If a securitization exposure is a derivative 
contract (other than protection provided by a System 
institution in the form of a credit derivative) that has a 
first priority claim on the cash flows from the underlying 
exposures (notwithstanding amounts due under interest rate 
or currency derivative contracts, fees due, or other similar 
payments), a System institution may choose to set the risk-
weighted asset amount of the exposure equal to the amount of 
the exposure as determined in paragraph (c) of this section. 

(b) Total risk-weighted assets for securitization 
exposures. A System institution's total risk-weighted 
assets for securitization exposures equals the sum of the 
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risk-weighted asset amount for securitization exposures that 
the System institution risk weights under paragraph (a)(1) 
of this section, § 628.41(c), and § 628.43, § 628.44, or § 
628.45, except as provided in paragraphs (e) through (j) of 
this section, as applicable. 

(c) Exposure amount of a securitization exposure.  
(1) [Reserved] 
(2) On-balance sheet securitization exposures 

(available-for-sale or held-to-maturity securities). The 
exposure amount of an on-balance sheet securitization 
exposure that is an available-for-sale or held-to-maturity 
security is the System institution's carrying value 
(including net accrued but unpaid interest and fees), less 
any net unrealized gains on the exposure and plus any net 
unrealized losses on the exposure. 

(3) Off-balance sheet securitization exposures. (i) 
Except as provided in paragraph (j) of this section, the 
exposure amount of an off-balance sheet securitization that 
is not a repo-style transaction, an eligible margin loan, a 
cleared transaction (other than a credit derivative), or an 
OTC derivative contract (other than a credit derivative) is 
the notional amount of the exposure. 

(ii) [Reserved] 
(iii) [Reserved] 
(4) Repo-style transactions, eligible margin loans, and 

derivative contracts. The exposure amount of a 
securitization exposure that is a repo-style transaction, an 
eligible margin loan, or a derivative contract (other than a 
credit derivative) is the exposure amount of the transaction 
as calculated under § 628.34 or § 628.37 as applicable. 

(d) Overlapping exposures.  If a System institution has 
multiple securitization exposures that provide duplicative 
coverage to the underlying exposures of a securitization, 
the System institution is not required to hold duplicative 
risk-based capital against the overlapping position. 
Instead, the System institution may apply to the overlapping 
position the applicable risk-based capital treatment that 
results in the highest risk-based capital requirement. 

(e) Implicit support.  If a System institution provides 
support to a securitization in excess of the System 
institution's contractual obligation to provide credit 
support to the securitization (implicit support): 

(1) The System institution must include in risk-
weighted assets all of the underlying exposures associated 
with the securitization as if the exposures had not been 
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securitized and must deduct from CET1 capital (pursuant to 
§ 628.22) any after-tax gain-on-sale resulting from the 
securitization; and 

(2) The System institution must disclose publicly: 
(i) That it has provided implicit support to the 

securitization; and 
(ii) The risk-based capital impact to the System 

institution of providing such implicit support. 
(f) Undrawn portion of an eligible servicer cash 

advance facility. (1) Notwithstanding any other provision of 
this subpart, a System institution that is a servicer under 
an eligible servicer cash advance facility is not required 
to hold risk-based capital against potential future cash 
advance payments that it may be required to provide under 
the contract governing the facility. 

(2) For a System institution that acts as a servicer, 
the exposure amount for a servicer cash advance facility 
that is not an eligible cash advance facility is equal to 
the amount of all potential future cash payments that the 
System institution may be contractually required to provide 
during the subsequent 12-month period under the governing 
facility. 

(g) Interest-only mortgage-backed securities. 
Regardless of any other provisions of this subpart, the risk 
weight for a non-credit-enhancing interest-only mortgage-
backed security may not be less than 100 percent. 
 (h) Small-business loans and leases on personal 
property transferred with retained contractual exposure. 
(1) Regardless of any other provisions of this subpart, a 
System institution that has transferred small-business loans 
and leases on personal property (small-business obligations) 
must include in risk-weighted assets only its contractual 
exposure to the small-business obligations if all the 
following conditions are met: 

(i) The transaction must be treated as a sale under 
GAAP. 

(ii) The System institution establishes and maintains, 
pursuant to GAAP, a non-capital reserve sufficient to meet 
the System institution's reasonably estimated liability 
under the contractual obligation. 

(iii) The small business obligations are to businesses 
that meet the criteria for a small-business concern 
established by the Small Business Administration under 
section 3(a) of the Small Business Act. 

(iv) [Reserved] 
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(2) The total outstanding amount of contractual 
exposure retained by a System institution on transfers of 
small-business obligations receiving the capital treatment 
specified in paragraph (h)(1) of this section cannot exceed 
15 percent of the System institution's total capital. 

(3) If a System institution exceeds the 15-percent 
capital limitation provided in paragraph (h)(2) of this 
section, the capital treatment under paragraph (h)(1) of 
this section will continue to apply to any transfers of 
small-business obligations with retained contractual 
exposure that occurred during the time that the System 
institution did not exceed the capital limit. 

(4) [Reserved] 
(i) [Reserved] 
(ii) [Reserved] 
(i) Nth-to-default credit derivatives--(1) Protection 

provider. A System institution must assign a risk weight to 
an nth-to-default credit derivative in accordance with FCA 
guidance. 

(2) [Reserved] 
(3) [Reserved] 
(4) Protection purchaser--(i) First-to-default credit 

derivatives. A System institution that obtains credit 
protection on a group of underlying exposures through a 
first-to-default credit derivative that meets the rules of 
recognition of § 628.36(b) must determine its risk-based 
capital requirement for the underlying exposures as if the 
System institution synthetically securitized the underlying 
exposure with the smallest risk-weighted asset amount and 
had obtained no credit risk mitigant on the other underlying 
exposures.  A System institution must calculate a risk-based 
capital requirement for counterparty credit risk according 
to § 628.34 for a first-to-default credit derivative that 
does not meet the rules of recognition of § 628.36(b). 

(ii) Second-or-subsequent-to-default credit 
derivatives. (A) A System institution that obtains credit 
protection on a group of underlying exposures through a nth-
to-default credit derivative that meets the rules of 
recognition of § 628.36(b) (other than a first-to-default 
credit derivative) may recognize the credit risk mitigation 
benefits of the derivative only if: 

(1)  The System institution also has obtained credit 
protection on the same underlying exposures in the form of 
first-through-(n-1)-to-default credit derivatives; or 
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(2) If n-1 of the underlying exposures have already 
defaulted. 

(B) If a System institution satisfies the requirements 
of paragraph (i)(4)(ii)(A) of this section, the System 
institution must determine its risk-based capital 
requirement for the underlying exposures as if the System 
institution had only synthetically securitized the 
underlying exposure with the nth smallest risk-weighted 
asset amount and had obtained no credit risk mitigant on the 
underlying exposures. 

(C) A System institution must calculate a risk-based 
capital requirement for counterparty credit risk according 
to § 628.34 for a nth-to-default credit derivative that does 
not meet the rules of recognition of § 628.36(b). 

(j) Guarantees and credit derivatives other than nth- 
to-default credit derivatives--(1) Protection provider. For 
a guarantee or credit derivative (other than an nth-to-
default credit derivative) provided by a System institution 
that covers the full amount or a pro rata share of a 
securitization exposure's principal and interest, the System 
institution must risk weight the guarantee or credit 
derivative in accordance with FCA guidance. 

(2)  Protection purchaser. (i) A System institution that 
purchases a guarantee or OTC credit derivative (other than an 
nth-to-default credit derivative) that is recognized under 
§ 628.45 as a credit risk mitigant (including via collateral 
recognized under § 628.37) is not required to compute a 
separate credit risk capital requirement under § 628.31, in 
accordance with § 628.34(c). 

(ii) If a System institution cannot, or chooses not to, 
recognize a purchased credit derivative as a credit risk 
mitigant under § 628.45, the System institution must 
determine the exposure amount of the credit derivative under 
§ 628.34. 

(A)  If the System institution purchases credit 
protection from a counterparty that is not a securitization 
special purpose entity (SPE), the System institution must 
determine the risk weight for the exposure according to 
general risk weights under § 628.32. 

(B)  If the System institution purchases the credit 
protection from a counterparty that is a securitization 
SPE, the System institution must determine the risk weight 
for the exposure according to this section, including 
paragraph (a)(4) of this section for a credit derivative 
that has a first priority claim on the cash flows from the 
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underlying exposures of the securitization SPE 
(notwithstanding amounts due under interest rate or 
currency derivative contracts, fees due, or other similar 
payments). 

 
§ 628.43 Simplified supervisory formula approach (SSFA) and 
the gross-up approach. 

(a) General requirements for the SSFA. To use the SSFA 
to determine the risk weight for a securitization exposure, 
a System institution must have data that enables it to 
assign accurately the parameters described in paragraph (b) 
of this section.  Data used to assign the parameters 
described in paragraph (b) of this section must be the most 
currently available data; if the contract governing the 
underlying exposures of the securitization require payment 
on a monthly or quarterly basis, the data used to assign 
the parameters described in paragraph (b) of this section 
must be no more than 91 calendar days old.  A System 
institution that does not have the appropriate data to 
assign the parameters described in paragraph (b) of this 
section must assign a risk weight of 1,250 percent to the 
exposure. 

(b) SSFA parameters.  To calculate the risk weight for 
a securitization exposure using the SSFA, a System 
institution must have accurate information on the following 
five inputs to the SSFA calculation: 

(1) KG is the weighted-average (with unpaid principal 
used as the weight for each exposure) total capital 
requirement of the underlying exposures calculated using 
this subpart. KG is expressed as a decimal value between 0 
and 1 (that is, an average risk weight of 100 percent 
represents a value of KG equal to .08). 

(2) Parameter W is expressed as a decimal value between 
0 and 1. Parameter W is the ratio of the sum of the dollar 
amounts of any underlying exposures within the securitized 
pool that meet any of the criteria as set forth in 
paragraphs (b)(2)(i) through (vi) of this section to the 
balance, measured in dollars, of underlying exposures: 

(i) Ninety (90) days or more past due; 
(ii) Subject to a bankruptcy or insolvency proceeding;  
(iii) In the process of foreclosure; 
(iv) Held as real estate owned; 
(v) Has contractually deferred interest payments for 90 

days or more, other than principal or interest payments 
deferred on: 
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(A) Federally guaranteed student loans, in accordance 
with the terms of those guarantee programs; or 

(B) Consumer loans, including non-federally guaranteed 
student loans, provided that such payments are deferred 
pursuant to provisions included in the contract at the time 
funds are disbursed that provide for periods(s) of deferral 
that are not initiated based on changes in the 
creditworthiness of the borrower; or 

(vi) Is in default. 
(3) Parameter A is the attachment point for the 

exposure, which represents the threshold at which credit 
losses will first be allocated to the exposure. Except as 
provided in § 628.42(i) for nth –to-default credit 
derivatives, parameter A equals the ratio of the current 
dollar amount of underlying exposures that are subordinated 
to the exposure of the System institution to the current 
dollar amount of underlying exposures.  Any reserve account 
funded by the accumulated cash flows from the underlying 
exposures that is subordinated to the System institution's 
securitization exposure may be included in the calculation 
of parameter A to the extent that cash is present in the 
account.  Parameter A is expressed as a decimal value 
between 0 and 1. 

(4) Parameter D is the detachment point for the 
exposure, which represents the threshold at which credit 
losses of principal allocated to the exposure would result 
in a total loss of principal. Except as provided in § 
628.42(i) for nth-to-default credit derivatives, parameter D 
equals parameter A plus the ratio of the current dollar 
amount of the securitization exposures that are pari passu 
with the exposure (that is, have equal seniority with 
respect to credit risk) to the current dollar amount of the 
underlying exposures.  Parameter D is expressed as a decimal 
value between 0 and 1. 

(5) A supervisory calibration parameter, p, is equal to 
0.5 for securitization exposures that are not 
resecuritization exposures and equal to 1.5 for 
resecuritization exposures. 

(c) Mechanics of the SSFA.   KG and W are used to 
calculate KA, the augmented value of KG, which reflects the 
observed credit quality of the underlying pool of exposures.  
KA is defined in paragraph (d) of this section. The values 
of parameters A and D, relative to KA determine the risk 
weight assigned to a securitization exposure as described in 
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paragraph (d) of this section.  The risk weight assigned to 
a securitization exposure, or portion of a securitization 
exposure, as appropriate, is the larger of the risk weight 
determined in accordance with this paragraph (d) of this 
section and a risk weight of 20 percent. 

(1) When the detachment point, parameter D, for a 
securitization exposure is less than or equal to KA, the 
exposure must be assigned a risk weight of 1,250 percent. 

(2) When the attachment point, parameter A, for a 
securitization exposure is greater than or equal to KA, the 
System institution must calculate the risk weight in 
accordance with paragraph (d) of this section. 

(3) When A is less than KA and D is greater than KA, 
the risk weight is a weighted average of 1,250 percent and 
1,250 percent times KSSFA calculated in accordance with 
paragraph (d) of this section.  For the purpose of this 
weighted-average calculation: 

(i) The weight assigned to 1,250 percent equals: 
 
 
KA-A  

D-A
 

(ii) The weight assigned to 1,250 percent times KSSFA 
equals: 

 
D-KA
D-A

 

 (iii) The risk weight will be set equal to: 

 

 

(d) SSFA equation. (1)  The System institution must 
define the following parameters: 

 

(2) Then the System institution must calculate KSSFA 
according to the following equation: 

 

Where: 
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 (3) The risk weight for the exposure (expressed as a 
percent) is equal to KSSFA x 1,250.  

(e) Gross-up approach--(1) Applicability. A System 
institution may apply the gross-up approach set forth in 
this section instead of the SSFA to determine the risk 
weight of its securitization exposures, provided that it 
applies the gross-up approach to all of its securitization 
exposures, except as otherwise provided for certain 
securitization exposures in §§ 628.44 and 628.45. 

(2)  To use the gross-up approach, a System institution 
must calculate the following four inputs:  

(i) Pro rata share A, which is the par value of the 
System institution's securitization exposure X as a percent 
of the par value of the tranche in which the securitization 
exposure resides Y: 

 
 A = X

Y
 expressed as a percent  

 
(ii) Enhanced amount B, which is the value of tranches 

that are more senior to the tranche in which the System 
institution's securitization resides; 

 (iii) Exposure amount (carrying value) C of the System 
institution's securitization exposure calculated under 
§ 628.42(c); and 

(iv) Risk weight (RW), which is the weighted-average 
risk weight of underlying exposures in the securitization 
pool as calculated under this subpart.  For example, RW for 
an asset-backed security with underlying car loans would be 
100 percent. 

(3) Credit equivalent amount (CEA). The CEA of a 
securitization exposure under this section equals the sum 
of:  

(i) The exposure amount C of the System 
institution's  securitization exposure; plus 
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(ii) The pro rata share A multiplied by the enhanced 
amount B, each calculated in accordance with paragraph 
(e)(2) of this section: 

CEA  =  C + (A × B) 

(4)  Risk-weighted assets (RWA).  To calculate RWA for 
a securitization exposure under the gross-up approach, a 
System institution must apply the RW calculated under 
paragraph (e)(2) of this section to the CEA calculated in 
paragraph (e)(3) of this section:   

RWA = RW × CEA 

(f)  Limitations. Notwithstanding any other provision 
of this section, a System institution must assign a risk 
weight of not less than 20 percent to a securitization 
exposure. 

 
§ 628.44 Securitization exposures to which the SSFA and 
gross-up approach do not apply. 

(a) General requirement. A System institution must 
assign a 1,250-percent risk weight to all securitization 
exposures to which the System institution does not apply the 
SSFA or the gross up approach under § 628.43. 

(b) [Reserved] 
 

§ 628.45 Recognition of credit risk mitigants for 
securitization exposures. 

(a) General. (1) An originating System institution 
that has obtained a credit risk mitigant to hedge its 
exposure to a synthetic or traditional securitization that 
satisfies the operational criteria provided in § 628.41 may 
recognize the credit risk mitigant under § 628.36 or § 
628.37, but only as provided in this section. 

(2) An investing System institution that has obtained a 
credit risk mitigant to hedge a securitization exposure may 
recognize the credit risk mitigant under § 628.36 or § 
628.37, but only as provided in this section. 

(b) Mismatches. A System institution must make any 
applicable adjustment to the protection amount of an 
eligible guarantee or credit derivative as required in 
§ 628.36(d), (e), and (f) for any hedged securitization 
exposure. In the context of a synthetic securitization, 
when an eligible guarantee or eligible credit derivative 
covers multiple hedged exposures that have different 
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residual maturities, the System institution must use the 
longest residual maturity of any of the hedged exposures as 
the residual maturity of all hedged exposures. 

 
§§ 628.46 through 628.50 [Reserved] 
 
Risk-Weighted Assets for Equity Exposures 

 
§ 628.51 Introduction and exposure measurement. 

(a) General. (1) To calculate its risk-weighted asset 
amounts for equity exposures that are not equity exposures 
to an investment fund, a System institution must use the 
Simple Risk-Weight Approach (SRWA) provided in § 628.52.  A 
System institution must use the look-through approaches 
provided in § 628.53 to calculate its risk-weighted asset 
amounts for equity exposures to investment funds.  Equity 
investments (including preferred stock investments) in 
other System institutions, service corporations, and the 
Funding Corporation do not receive a risk weight, because 
they are deducted from capital in accordance with § 628.22. 

(2) [Reserved] 
(3) [Reserved] 
(b) Adjusted carrying value. For purposes of §§ 628.51 

through 628.53, the adjusted carrying value of an equity 
exposure is: 

(1) For the on-balance sheet component of an equity 
exposure (other than an equity exposure that is classified 
as available-for-sale), the System institution's carrying 
value of the exposure; 

(2) For the on-balance sheet component of an equity 
exposure that is classified as available-for-sale, the 
System institution's carrying value of the exposure less 
any net unrealized gains on the exposure that are reflected 
in such carrying value but excluded from the System 
institution's regulatory capital components; 

(3) For the off-balance sheet component of an equity 
exposure that is not an equity commitment, the effective 
notional principal amount of the exposure, the size of which 
is equivalent to a hypothetical on-balance sheet position 
in the underlying equity instrument that would evidence the 
same change in fair value (measured in dollars) given a 
small change in the price of the underlying equity 
instrument, minus the adjusted carrying value of the on-
balance sheet component of the exposure as calculated in 
paragraph (b)(1) of this section; and  
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(4) For a commitment to acquire an equity exposure (an 
equity commitment), the effective notional principal amount 
of the exposure is multiplied by the following conversion 
factors (CFs): 

(i) Conditional equity commitments with an original 
maturity of 14 months or less receive a CF of 20 percent. 

(ii) Conditional equity commitments with an original 
maturity of over 14 months receive a CF of 50 percent. 

(iii) Unconditional equity commitments receive a CF of 
100 percent. 
 
§ 628.52 Simple risk-weight approach (SRWA). 

(a) General. Under the SRWA, a System institution's 
total risk-weighted assets for equity exposures equals the 
sum of the risk-weighted asset amounts for each of the 
System institution's individual equity exposures (other than 
equity exposures to an investment fund) as determined under 
this section and the risk-weighted asset amounts for each of 
the System institution's individual equity exposures to an 
investment fund as determined under § 628.53. 

(b) SRWA computation for individual equity exposures.  
A System institution must determine the risk-weighted asset 
amount for an individual equity exposure (other than an 
equity exposure to an investment fund) by multiplying the 
adjusted carrying value of the equity exposure or the 
effective portion and ineffective portion of a hedge pair 
(as defined in paragraph (c) of this section) by the lowest 
applicable risk weight in this paragraph. 

(1) Zero-percent (0%) risk weight equity exposures.  An 
equity exposure to a sovereign, the Bank for International 
Settlements, the European Central Bank, the European 
Commission, the International Monetary Fund, an MDB, and any 
other entity whose credit exposures receive a 0-percent risk 
weight under § 628.32 may be assigned a 0-percent risk 
weight. 
 (2) Twenty-percent (20%) risk weight equity exposures. 
An equity exposure to a PSE or the Federal Agricultural 
Mortgage Corporation (Farmer Mac) must be assigned a 20-
percent risk weight. 

(3) One hundred-percent (100%) risk weight equity 
exposures.  The equity exposures set forth in this paragraph 
(b)(3) must be assigned a 100-percent risk weight: 

(i) [Reserved]  
(ii) Effective portion of hedge pairs.  The effective 

portion of a hedge pair. 
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(iii) Non-significant equity exposures.  Equity 
exposures, excluding exposures to an investment firm that 
would meet the definition of a traditional securitization in 
§ 628.2 were it not for the application of paragraph (8) of 
that definition and has greater than immaterial leverage, to 
the extent that aggregate adjusted carrying value of the 
exposures does not exceed 10 percent of the System 
institution's total capital. 

(A) Equity exposures subject to paragraph (b)(3)(iii) of 
this section include: 

(1)  Equity exposures to unconsolidated unincorporated 
business entities and equity exposures held through 
consolidated unincorporated business entities, as authorized 
by subpart J of part 611 of this chapter; and 

(2) [Reserved] 
(3) Equity exposures to an unconsolidated rural business 

investment company and equity exposures held through a 
consolidated rural business investment company described in 7 
U.S.C. 2009cc et seq. 

(B) To compute the aggregate adjusted carrying value of 
a System institution's equity exposures for purposes of this 
section, the System institution may exclude equity exposures 
described in paragraphs (b)(1) and (2) and (b)(3)(ii) of 
this section, the equity exposure in a hedge pair with the 
smaller adjusted carrying value, and a proportion of each 
equity exposure to an investment fund equal to the 
proportion of the assets of the investment fund that are not 
equity exposures or that meet the criterion of paragraph 
(b)(3)(i) of this section.  If a System institution does 
not know the actual holdings of the investment fund, the 
System institution may calculate the proportion of the 
assets of the fund that are not equity exposures based on 
the terms of the prospectus, partnership agreement, or 
similar contract that defines the fund's permissible 
investments.  If the sum of the investment limits for all 
exposure classes within the fund exceeds 100 percent, the 
System institution must assume for purposes of this section 
that the investment fund invests to the maximum extent 
possible in equity exposures. 

(C) When determining which of a System institution's 
equity exposures qualify for a 100-percent risk weight under 
this paragraph, a System institution first must include 
equity exposures to unconsolidated rural business investment 
companies or held through consolidated rural business 
investment companies described in 7 U.S.C. 2009cc et seq.; then 
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must include equity exposures to unconsolidated unincorporated 
business entities and equity exposures held through 
consolidated unincorporated business entities, as authorized 
by subpart J of part 611 of this chapter; then must include 
publicly traded equity exposures (including those held 
indirectly through investment funds); and then must include 
non-publicly traded equity exposures (including those held 
indirectly through investment funds). 

(4) Other equity exposures.  The risk weight for any 
equity exposure that does not qualify for a risk weight 
under paragraph (b)(1), (2), (3), or (7) of this section 
will be determined by the FCA. 

(5) [Reserved] 
(6) [Reserved] 
(7) Six hundred-percent (600%) risk weight equity 

exposures. An equity exposure to an investment firm must be 
assigned a 600-percent risk weight, provided that the 
investment firm: 

(i) Would meet the definition of a traditional 
securitization in § 628.2 were it not for the application of 
paragraph (8) of that definition; and 

(ii) Has greater than immaterial leverage. 
(c) Hedge transactions--(1) Hedge pair. A hedge pair 

is two equity exposures that form an effective hedge so long 
as each equity exposure is publicly traded or has a return 
that is primarily based on a publicly traded equity 
exposure. 

(2) Effective hedge. Two equity exposures form an 
effective hedge if the exposures either have the same 
remaining maturity or each has a remaining maturity of at 
least 3 months; the hedge relationship is formally 
documented in a prospective manner (that is, before the 
System institution acquires at least one of the equity 
exposures); the documentation specifies the measure of 
effectiveness (E) the System institution will use for the 
hedge relationship throughout the life of the transaction; 
and the hedge relationship has an E greater than or equal to 
0.8.  A System institution must measure E at least quarterly 
and must use one of three alternative measures of E as set 
forth in this paragraph (c): 

(i) Under the dollar-offset method of measuring 
effectiveness, the System institution must determine the 
ratio of value change (RVC).  The RVC is the ratio of the 
cumulative sum of the changes in value of one equity 
exposure to the cumulative sum of the changes in the value 
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of the other equity exposure. If RVC is positive, the hedge 
is not effective and E equals 0.  If RVC is negative and 
greater than or equal to -1 (that is, less than 0 and 
greater than or equal to -1), then E equals the absolute 
value of RVC.  If RVC is negative and less than -1, then E 
equals 2 plus RVC. 

(ii) Under the variability-reduction method of 
measuring effectiveness: 

 

Where: 

Xt = At – Bt; 

At = the value at time t of one exposure in a hedge 
pair; and 

Bt = the value at time t of the other exposure in a 
hedge pair. 

(iii) Under the regression method of measuring 
effectiveness, E equals the coefficient of determination of 
a regression in which the change in value of one exposure in 
a hedge pair is the dependent variable and the change in 
value of the other exposure in a hedge pair is the 
independent variable. However, if the estimated regression 
coefficient is positive, then E equals 0. 

(3) The effective portion of a hedge pair is E 
multiplied by the greater of the adjusted carrying values of 
the equity exposures forming a hedge pair. 

(4) The ineffective portion of a hedge pair is (1-E) 
multiplied by the greater of the adjusted carrying values of 
the equity exposures forming a hedge pair. 
 
§ 628.53 Equity exposures to investment funds. 

(a) Available approaches. (1) A System institution must 
determine the risk-weighted asset amount of an equity 
exposure to an investment fund under the full look-through 
approach described in paragraph (b) of this section, the 
simple modified look-through approach described in paragraph 
(c) of this section, or the alterative modified look-through 
approach described paragraph (d) of this section, provided, 
however, that the minimum risk weight that may be assigned 
to an equity exposure under this section is 20 percent. 
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(2) [Reserved] 
(3) If an equity exposure to an investment fund is part 

of a hedge pair and the System institution does not use the 
full look-through approach, the System institution must use 
the ineffective portion of the hedge pair as determined 
under § 628.52(c) as the adjusted carrying value for the 
equity exposure to the investment fund.  The risk-weighted 
asset amount of the effective portion of the hedge pair is 
equal to its adjusted carrying value. 

(b) Full look-through approach. A System institution 
that is able to calculate a risk-weighted asset amount for 
its proportional ownership share of each exposure held by 
the investment fund (as calculated under this subpart as if 
the proportional ownership share of the adjusted carrying 
value of each exposure were held directly by the System 
institution) may set the risk-weighted asset amount of the 
System institution's exposure to the fund equal to the 
product of: 

(1) The aggregate risk-weighted asset amounts of the 
exposures held by the fund as if they were held directly by 
the System institution; and 

(2) The System institution's proportional ownership 
share of the fund. 

(c) Simple modified look-through approach. Under the 
simple modified look-through approach, the risk-weighted 
asset amount for a System institution's equity exposure to 
an investment fund equals the adjusted carrying value of the 
equity exposure multiplied by the highest risk weight that 
applies to any exposure the fund is permitted to hold under 
the prospectus, partnership agreement, or similar agreement 
that defines the fund's permissible investments (excluding 
derivative contracts that are used for hedging rather than 
speculative purposes and that do not constitute a material 
portion of the fund's exposures). 

(d) Alternative modified look-through approach. Under 
the alternative modified look-through approach, a System 
institution may assign the adjusted carrying value of an 
equity exposure to an investment fund on a pro rata basis to 
different risk weight categories under this subpart based on 
the investment limits in the fund's prospectus, partnership 
agreement, or similar contract that defines the fund's 
permissible investments. The risk-weighted asset amount for 
the System institution's equity exposure to the investment 
fund equals the sum of each portion of the adjusted carrying 
value assigned to an exposure type multiplied by the 
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applicable risk weight under this subpart. If the sum of 
the investment limits for all exposure types within the fund 
exceeds 100 percent, the System institution must assume that 
the fund invests to the maximum extent permitted under its 
investment limits in the exposure type with the highest 
applicable risk weight under this subpart and continues to 
make investments in order of the exposure type with the next 
highest applicable risk weight under this subpart until the 
maximum total investment level is reached. If more than one 
exposure type applies to an exposure, the System institution 
must use the highest applicable risk weight.  A System 
institution may exclude derivative contracts held by the 
fund that are used for hedging rather than for speculative 
purposes and do not constitute a material portion of the 
fund's exposures. 
 
§§ 628.54 through 628.60 [Reserved] 
 
Disclosures 
 
§ 628.61 Purpose and scope. 

Sections 628.62 and 628.63 establish public disclosure 
requirements for each System bank related to the capital 
requirements contained in this part.   

 
§ 628.62 Disclosure requirements. 

(a) A System bank must provide timely public 
disclosures each calendar quarter of the information in the 
applicable tables in § 628.63.  The System bank must make 
these disclosures in its quarterly and annual reports to 
shareholders required in part 620 of this chapter.  The 
System bank need not make these disclosures in the format 
set out in the applicable tables or all in the same 
location in a report, as long as a summary table 
specifically indicating the location(s) of all such 
disclosures is provided.  If a significant change occurs, 
such that the most recent reported amounts are no longer 
reflective of the System bank's capital adequacy and risk 
profile, then a brief discussion of this change and its 
likely impact must be disclosed as soon as practicable 
thereafter.  This disclosure requirement may be satisfied 
by providing a notice under § 620.15 of this chapter.  
Qualitative disclosures that typically do not change each 
quarter (for example, a general summary of the System bank's 
risk management objectives and policies, reporting system, 
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and definitions) may be disclosed annually after the end of 
the 4th calendar quarter, provided that any significant 
changes are disclosed in the interim. 

(b) A System bank must have a formal disclosure policy 
approved by the board of directors that addresses its 
approach for determining the disclosures it makes.  The 
policy must address the associated internal controls and 
disclosure controls and procedures.  The board of directors 
and senior management are responsible for establishing and 
maintaining an effective internal control structure over 
financial reporting, including the disclosures required by 
this subpart, and must ensure that appropriate review of the 
disclosures takes place. The chief executive officer, the 
chief financial officer, and a designated board member must 
attest that the disclosures meet the requirements of this 
subpart. 

(c) If a System bank concludes that disclosure of 
specific proprietary or confidential commercial or financial 
information that it would otherwise be required to disclose 
under this section would compromise its position, then the 
System bank is not required to disclose that specific 
information pursuant to this section, but must disclose more 
general information about the subject matter of the 
requirement, together with the fact that, and the reason 
why, the specific items of information have not been 
disclosed. 

 
§ 628.63 Disclosures. 

(a) Except as provided in § 628.62, a System bank must 
make the disclosures described in Tables 1 through 10 of 
this section.  The System bank must make these disclosures 
publicly available for each of the last 3 years (that is, 12 
quarters) or such shorter period beginning on January 1, 
2017. 

(b) A System bank must publicly disclose each quarter 
the following: 

(1) CET1 capital, tier 1 capital, and total capital 
ratios, including all the regulatory capital elements and all 
the regulatory adjustments and deductions needed to calculate 
the numerator of such ratios; 

(2) Total risk-weighted assets, including the different 
regulatory adjustments and deductions needed to calculate 
total risk-weighted assets; 

(3) Regulatory capital ratios during the transition 
period, including a description of all the regulatory 
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capital elements and all regulatory adjustments and 
deductions needed to calculate the numerator and denominator 
of each capital ratio during the transition period; and 

(4) A reconciliation of regulatory capital elements as 
they relate to its balance sheet in any audited consolidated 
financial statements.  
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TABLE 1 TO § 628.63 – SCOPE OF APPLICATION 

Qualitative 
Disclosures 

(a) The name of the top corporate entity in the group to which this subpart 
applies.1 

(b) A brief description of the differences in the basis for consolidating entities2 

for accounting and regulatory purposes, with a description of those entities: 

(1) That are fully consolidated; 

(2) That are deconsolidated and deducted from total capital;  

(3) For which the total capital requirement is deducted; and 

(4) That are neither consolidated nor deducted (for example, where the 
investment in the entity is assigned a risk weight in accordance with this 
subpart). 

(c) Any restrictions, or other major impediments, on transfer of funds or total 
capital within the group. 

Quantitative 
Disclosures 

(d) [Reserved] 

(e) The aggregate amount by which actual total capital is less than the minimum 
total capital requirement in all subsidiaries, with total capital 
requirements and the name(s) of the subsidiaries with such deficiencies. 

1 The System bank is the top corporate entity.  

2Entities include any subsidiaries authorized by the FCA, including operating subsidiaries, 
service corporations, and unincorporated business entities. 
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TABLE 2 TO § 628.63 – CAPITAL STRUCTURE 

Qualitative 
Disclosures 

(a) Summary information on the terms and conditions of the main features of all 
regulatory capital instruments. 

Quantitative 
Disclosures 

(b) The amount of common equity tier 1 capital, with separate disclosure of: 

(1) Common cooperative equities 

a. Statutory minimum purchased borrower stock; 

b. Other required member purchased stock; 

c. Allocated equities (stock or surplus): 

1.  Qualified allocated equities subject to retirement; 

2.  Nonqualified allocated equities subject to retirement; 

3.  Nonqualified allocated equities not subject to retirement; 

(2) Unallocated retained earnings (URE); 

(3)   Paid-in capital; and 

(4) Regulatory adjustments and deductions made to common equity tier 1 
capital. 

(c) The amount of tier 1 capital, with separate disclosure of: 

(1) Additional tier 1 capital elements; and 

(2) Regulatory adjustments and deductions made to tier 1 capital. 
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(d) The amount of total capital, with separate disclosure of: 

(1) Common cooperative equities not included in common equity tier 1 
capital; 

(2) Tier 2 capital elements, including tier 2 capital instruments; and 

(3) Regulatory adjustments and deductions made to total capital, including 
deductions of third-party capital under § 628.23. 
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TABLE 3 TO § 628.63 – CAPITAL ADEQUACY 

Qualitative 
disclosures 

(a) A summary discussion of the System bank's approach to assessing the adequacy 
of its capital to support current and future activities. 

Quantitative 
disclosures 

(b) Risk-weighted assets for: 

(1) Exposures to sovereign entities; 

(2) Exposures to certain supranational entities and MDBs; 

(3) Exposures to GSEs; 

(4) Exposures to depository institutions, foreign banks, and credit 
unions, including OFI exposures that are risk weighted as exposures to 
U.S. depository institutions and credit unions; 

(5) Exposures to PSEs;  

(6) Corporate exposures, including borrower loans (including agricultural 
and consumer loans) and OFI exposures that are not risk weighted as 
exposures to U.S. depository institutions and credit unions; 

(7) Residential mortgage exposures; 

(8) [Reserved] 

(9) Past due and nonaccrual exposures; 

(10) Exposures to other assets; 

(11) Cleared transactions; 

(12) Unsettled transactions; 

(13) Securitization exposures; and 

(14) Equity exposures. 
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(c) [Reserved] 

(d) Common equity tier 1, tier 1 and total risk-based capital ratios for the 
System bank. 

(e) Total standardized risk-weighted assets. 
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 TABLE 4 TO § 628.63 – CAPITAL BUFFERS 

Quantitative 
Disclosures 

(a) At least quarterly, the System bank must calculate and publicly disclose the 
capital conservation buffer and leverage buffer as described under § 628.11. 

(b) At least quarterly, the System bank must calculate and publicly disclose the 
eligible retained income of the System bank, as described under § 628.11. 

(c) At least quarterly, the System bank must calculate and publicly disclose any 
limitations it has on distributions and discretionary bonus payments 
resulting from the buffer framework described under § 628.11, including the 
maximum payout amount and/or maximum leverage payout amount for the quarter. 
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(c) General qualitative disclosure requirement.  For 
each separate risk area described in Tables 5 through 10 of 
this section, the System bank must describe its risk 
management objectives and policies, including: Strategies 
and processes; the structure and organization of the 
relevant risk management function; the scope and nature of 
risk reporting and/or measurement systems; policies for 
hedging and/or mitigating risk and strategies and processes 
for monitoring the continuing effectiveness of 
hedges/mitigants. 
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TABLE 5 TO § 628.631 – CREDIT RISK: GENERAL DISCLOSURES 

Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to credit risk 
(excluding counterparty credit risk disclosed in accordance with Table 6 of 
this section), including the: 

(1) Policy for determining past due or delinquency status; 

(2) Policy for placing loans in nonaccrual status; 

(3) Policy for returning loans to accrual status; 

(4) Definition of and policy for identifying impaired loans (for financial 
accounting purposes); 

(5) Description of the methodology that the System bank uses to estimate 
its allowance for loan losses, including statistical methods used 
where applicable; 

(6) Policy for charging-off uncollectible amounts; and 

(7) Discussion of the System bank's credit risk management policy. 

Quantitative 
Disclosures 

(b) Total credit risk exposures and average credit risk exposures, after 
accounting offsets in accordance with GAAP, without taking into account the 
effects of credit risk mitigation techniques (for example, collateral and 
netting not permitted under GAAP), over the period categorized by major 
types of credit exposure. For example, System banks could use categories 
similar to that used for financial statement purposes. Such categories might 
include, for instance: 

(1) Loans, off-balance sheet commitments, and other non-derivative off-
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balance sheet exposures; 

(2) Debt securities; and 

(3) OTC derivatives.2 

(c) Geographic distribution of exposures, categorized in significant areas by 
major types of credit exposure.3 

(d) Industry or counterparty type distribution of exposures, categorized by 
major types of credit exposure. 

(e) By major industry or counterparty type: 

(1) Amount of impaired loans for which there was a related allowance under 
GAAP; 

(2) Amount of impaired loans for which there was no related allowance 
under GAAP; 

(3) Amount of loans past due 90 days and in nonaccrual status; 

(4) Amount of loans past due 90 days and still accruing;4 

(5) The balance in the allowance for loan losses at the end of each period 
according to GAAP; and 

(6) Charge-offs during the period. 

(f) Amount of impaired loans and, if available, the amount of past due loans 
categorized by significant geographic areas including, if practical, the 
amounts of allowances related to each geographical area,5 further 
categorized as required by GAAP. 

(g) Reconciliation of changes in allowances for loan losses.6 
(h) Remaining contractual maturity delineation (for example, one year or less) 

of the whole portfolio, categorized by credit exposure. 
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1 This Table 5 does not cover equity exposures, which should be reported in Table 9 of this 
section. 

2 See, for example, ASC Topic 815-10 and 210, as they may be amended from time to time. 

3 A System bank can satisfy this requirement by describing the geographic distribution of its 
loan portfolio by State or other significant geographic division, if any. 

4 A System bank is encouraged also to provide an analysis of the aging of past-due loans. 

5 The portion of the general allowance that is not allocated to a geographical area should be 
disclosed separately. 

6 The reconciliation should include the following:  a description of the allowance; the opening 
balance of the allowance; charge-offs taken against the allowance during the period; amounts provided 
(or reversed) for estimated probable loan losses during the period; any other adjustments (for 
example, exchange rate differences, business combinations, acquisitions and disposals of 
subsidiaries), including transfers between allowances; and the closing balance of the allowance.  
Charge-offs and recoveries that have been recorded directly to the income statement should be 
disclosed separately. 
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 TABLE 6 TO § 628.63 – GENERAL DISCLOSURE FOR COUNTERPARTY CREDIT RISK-RELATED 
EXPOSURES 

Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to OTC 
derivatives, eligible margin loans, and repo-style transactions, including a 
discussion of: 

(1) The methodology used to assign credit limits for counterparty credit 
exposures; 

(2) Policies for securing collateral, valuing and managing collateral, and 
establishing credit reserves; 

(3) The primary types of collateral taken; and 

(4) The impact of the amount of collateral the System bank would have to 
provide given deterioration in the System bank's own creditworthiness. 

Quantitative 
Disclosures 

(b) Gross positive fair value of contracts, collateral held (including type, for 
example, cash, government securities), and net unsecured credit exposure.1   

A System bank also must disclose the notional value of credit derivative 
hedges purchased for counterparty credit risk protection and the 
distribution of current credit exposure by exposure type.2 

(c) Notional amount of purchased credit derivatives used for the System bank's 
own credit portfolio.  

1 Net unsecured credit exposure is the credit exposure after considering both the benefits from 
legally enforceable netting agreements and collateral arrangements without taking into account 
haircuts for price volatility, liquidity, etc. 

2 This may include interest rate derivative contracts, foreign exchange derivative contracts, 
equity derivative contracts, credit derivatives, commodity or other derivative contracts, repo-style 
transactions, and eligible margin loans.   
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TABLE 7 TO § 628.63 – CREDIT RISK MITIGATION 1, 2 

Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to credit risk 
mitigation, including: 

(1) Policies and processes for collateral valuation and management; 

(2) A description of the main types of collateral taken by the System 
bank; 

(3) The main types of guarantors/credit derivative counterparties and 
their creditworthiness; and 

(4) Information about (market or credit) risk concentrations with respect 
to credit risk mitigation. 

Quantitative 
Disclosures 

(b) For each separately disclosed credit risk portfolio, the total exposure that 
is covered by eligible financial collateral, and after the application of 
haircuts. 

(c) For each separately disclosed portfolio, the total exposure that is covered 
by guarantees/credit derivatives and the risk-weighted asset amount 
associated with that exposure. 

1 At a minimum, a System bank must provide the disclosures in this Table 7 in relation to credit 
risk mitigation that has been recognized for the purposes of reducing capital requirements under this 
subpart. Where relevant, System banks are encouraged to give further information about mitigants that 
have not been recognized for that purpose. 

2 Credit derivatives that are treated, for the purposes of this subpart, as synthetic 
securitization exposures should be excluded from the credit risk mitigation disclosures and included 
within those relating to securitization (Table 8 of this section).  
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TABLE 8 TO § 628.63 – SECURITIZATION1 

Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to a 
securitization (including synthetic securitizations), including a discussion 
of:  

(1) The System bank's objectives for securitizing assets, including the 
extent to which these activities transfer credit risk of the 
underlying exposures away from the System bank to other entities and 
including the type of risks assumed and retained with resecuritization 
activity;2 

(2) The nature of the risks (e.g. liquidity risk) inherent in the 
securitized assets; 

(3) The roles played by the System bank in the securitization process3 and 
an indication of the extent of the System bank's involvement in each 
of them; 

(4) The processes in place to monitor changes in the credit and market 
risk of securitization exposures including how those processes differ 
for resecuritization exposures; 

(5) The System bank's policy for mitigating the credit risk retained 
through securitization and resecuritization exposures; and 

(6) The risk-based capital approaches that the System bank follows for its 
securitization exposures including the type of securitization exposure 
to which each approach applies. 

(b) [Reserved] 
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(c) Summary of the System bank's accounting policies for securitization 
activities, including: 

(1) Whether the transactions are treated as sales or financings;  

(2) Recognition of gain-on-sale; 

(3) Methods and key assumptions applied in valuing retained or purchased 
interests; 

(4) Changes in methods and key assumptions from the previous period for 
valuing retained interests and impact of the changes; 

(5) Treatment of synthetic securitizations; 

(6) How exposures intended to be securitized are valued and whether they 
are recorded under subpart D of this part; and 

(7) Policies for recognizing liabilities on the balance sheet for 
arrangements that could require the System bank to provide financial 
support for securitized assets. 

(d) An explanation of significant changes to any quantitative information since 
the last reporting period. 

Quantitative 
Disclosures 

(e) The total outstanding exposures securitized by the System bank in 
securitizations that meet the operational criteria provided in § 628.41 
(categorized into traditional and synthetic securitizations), by exposure 
type.4 
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(f) For exposures securitized by the System bank in securitizations that meet 
the operational criteria in § 628.41: 

(1) Amount of securitized assets that are impaired/past due categorized by 
exposure type;5 and 

(2) Losses recognized by the System bank during the current period 
categorized by exposure type.6 

(g) The total amount of outstanding exposures intended to be securitized 
categorized by exposure type. 

(h) Aggregate amount of: 

(1) On-balance sheet securitization exposures retained or purchased 
categorized by exposure type; and 

(2) Off-balance sheet securitization exposures categorized by exposure 
type. 

(i) (1) Aggregate amount of securitization exposures retained or purchased and 
the associated capital requirements for these exposures, categorized 
between securitization and resecuritization exposures, further 
categorized into a meaningful number of risk weight bands and by risk-
based capital approach (e.g., SSFA); and 

(2) Exposures that have been deducted entirely from tier 1 capital, CEIOs 
deducted from total capital (as described in § 628.42(a)(1)), and 
other exposures deducted from total capital should be disclosed 
separately by exposure type. 

 (j) Summary of current year's securitization activity, including the amount of 
exposures securitized (by exposure type), and recognized gain or loss on 
sale by exposure type. 
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 (k) Aggregate amount of resecuritization exposures retained or purchased 
categorized according to: 

(1) Exposures to which credit risk mitigation is applied and those not 
applied; and 

(2) Exposures to guarantors categorized according to guarantor 
creditworthiness categories or guarantor name. 

1 A System bank is not authorized to perform every role in a securitization, and nothing in 
these capital rules authorizes a System bank to engage in activities relating to securitizations that 
are not otherwise authorized.   

2 The System bank should describe the structure of resecuritizations in which it participates; 
this description should be provided for the main categories of resecuritization products in which the 
System bank is active. 

3 Roles in securitizations generally could include originator, investor, servicer, provider of 
credit enhancement, sponsor, liquidity provider, or swap provider.  As noted in footnote 1 of this 
table, however, a System bank is not authorized to perform all of these roles.  

4 "Exposures securitized" include underlying exposures originated by the System bank, whether 
generated by them or purchased, and recognized in the balance sheet, from third parties, and third-
party exposures included in sponsored transactions.  Securitization transactions (including 
underlying exposures originally on the System bank's balance sheet and underlying exposures acquired 
by the System bank from third-party entities) in which the originating System bank (as an originating 
System institution) does not retain any securitization exposure should be shown separately but need 
only be reported for the year of inception.  System banks are required to disclose exposures 
regardless of whether there is a capital charge under this part. 

5 
Include credit-related other than temporary impairment (OTTI).  
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6 For example, charge-offs/allowances (if the assets remain on the System bank's balance sheet) 
or credit-related OTTI of interest-only strips and other retained residual interests, as well as 
recognition of liabilities for probable future financial support required of the System bank with 
respect to securitized assets. 
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TABLE 9 TO § 628.63 – EQUITIES  

Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to equity risk: 

(1) Differentiation between holdings on which capital gains are expected 
and those taken under other objectives including for relationship and 
strategic reasons; and 

(2) Discussion of important policies covering the valuation of and 
accounting for equity. This includes the accounting techniques and 
valuation methodologies used, including key assumptions and practices 
affecting valuation as well as significant changes in these practices. 

Quantitative 
Disclosures 

(b) Value disclosed on the balance sheet of investments, as well as the fair 
value of those investments; for securities that are publicly traded, a 
comparison to publicly quoted share values where the share price is 
materially different from fair value. 

(c) The types and nature of investments, including the amount that is: 

(1) Publicly traded; and 

(2) Non-publicly traded. 

(d) The cumulative realized gains (losses) arising from sales and liquidations 
in the reporting period. 

 (e) (1) Total unrealized gains (losses).1 

(2) Total latent revaluation gains (losses).2 

(3) Any amounts of the above included in tier 1 or tier 2 capital. 

 (f) [Reserved]  
1 Unrealized gains (losses) recognized on the balance sheet but not through earnings. 

2 Unrealized gains (losses) not recognized either on the balance sheet or through earnings.  
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TABLE 10 TO § 628.63 – INTEREST RATE RISK FOR NON-TRADING ACTIVITIES 

Qualitative 
disclosures 

(a) The general qualitative disclosure requirement, including the nature of 
interest rate risk for non-trading activities and key assumptions, including 
assumptions regarding loan prepayments and behavior of non-maturity 
deposits, and frequency of measurement of interest rate risk for non-trading 
activities. 

Quantitative 
disclosures 

(b) The increase (decline) in earnings or economic value (or market value of 
equity or other relevant measure used by management) for upward and downward 
rate shocks according to management's method for measuring interest rate 
risk for non-trading activities, categorized by currency (as appropriate). 
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§§ 628.64 through 628.99 [Reserved] 
 
Subpart E—[Reserved] 
 
Subpart F—[Reserved] 
 
Subpart G--Transition Provisions  
 
§ 628.300 Transitions. 
 

(a) Capital conservation buffer.   
(1) [Reserved] 
(2) Beginning January 1, 2017 through December 31, 

2019 a System institution's maximum capital conservation 
buffer payout ratio must be determined as set forth in 
Table 1 to § 628.300. 
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TABLE 1 TO § 628.300 

Transition Period Capital conservation 
buffer 

Maximum payout ratio 
(as a percentage of 
eligible retained 

income) 

Calendar year 2017 > 0.625 percent  No limitation 
≤ 0.625 percent, and  

> 0.469 percent  

60 percent 

≤ 0.469 percent, and  

> 0.313 percent 

40 percent 

≤ 0.313 percent, and  

> 0.156 percent 

20 percent 

≤ 0.156 percent  0 percent 
Calendar year 2018 > 1.25  percent No limitation 

≤ 1.25  percent, and  

> 0.938 percent 

60 percent 

≤ 0.938 percent, and  

> 0.625 percent 

40 percent 

≤ 0.625 percent, and  

> 0.313 percent 

20 percent 

≤ 0.313 percent  0 percent 
Calendar year 2019 > 1.875 percent No limitation 

≤ 1.875 percent, and  

> 1.406 percent 

60 percent 
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≤ 1.406 percent, and  

> 0.938 percent 

40 percent 

≤ 0.938 percent, and  

> 0.469 percent 

20 percent 

≤ 0.469 percent   0 percent 

 

(b) through (e) [Reserved] 
 

§ 628.301 Initial compliance and reporting requirements. 
(a) A System institution that fails to satisfy one or 

more of its minimum applicable CET1, tier 1, or total risk-
based capital ratios or its tier 1 leverage ratio at the 
end of the quarter in which these regulations become 
effective shall report its initial noncompliance to the FCA 
within 20 days following such quarterend and shall also 
submit a capital restoration plan for achieving and 
maintaining the standards, demonstrating appropriate annual 
progress toward meeting the goal, to the FCA within 60 days 
following such quarterend.  If the capital restoration plan 
is not approved by the FCA, the FCA will inform the 
institution of the reasons for disapproval, and the 
institution shall submit a revised capital restoration plan 
within the time specified by the FCA. 

(b) Approval of compliance plans.  In determining 
whether to approve a capital restoration plan submitted 
under this section, the FCA shall consider the following 
factors, as applicable: 

(1) The conditions or circumstances leading to the 
institution's falling below minimum levels, the exigency of 
those circumstances, and whether or not they were caused by 
actions of the institution or were beyond the institution's 
control; 

(2) The overall condition, management strength, and 
future prospects of the institution and, if applicable, 
affiliated System institutions; 
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(3) The institution's capital, adverse assets 
(including nonaccrual and nonperforming loans), ALL, and 
other ratios compared to the ratios of its peers or 
industry norms; 

(4) How far an institution's ratios are below the 
minimum requirements; 

(5) The estimated rate at which the institution can 
reasonably be expected to generate additional earnings; 

(6) The effect of the business changes required to 
increase capital; 

(7) The institution's previous compliance practices, 
as appropriate; 

(8) The views of the institution's directors and 
senior management regarding the plan; and 

(9) Any other facts or circumstances that the FCA 
deems relevant. 

(c) An institution shall be deemed to be in compliance 
with the regulatory capital requirements of this subpart if 
it is in compliance with a capital restoration plan that is 
approved by the FCA within 180 days following the end of 
the quarter in which these regulations become effective. 

Dated: May 17, 2016.  
  
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 

 



[6705-01-P] 
 
FARM CREDIT ADMINISTRATION 
 
12 CFR Parts 650, 651, 653, and 655  
 
RIN 3052-AC89 
 
Federal Agricultural Mortgage Corporation Governance; Standards of Conduct; Risk 
Management; and Disclosure and Reporting  
 
AGENCY:  Farm Credit Administration.  
 
ACTION:  Final rule.  
 
SUMMARY:  The Farm Credit Administration (FCA, we, or our) is finalizing new regulations 
related to the Federal Agricultural Mortgage Corporation’s (Farmer Mac or Corporation) risk 
governance and making enhancements to existing disclosure and reporting requirements.  The 
risk governance regulations require the Corporation to establish and maintain a board-level risk 
management committee and a risk officer, as well as risk management policies and internal 
controls.  The changes to disclosure and reporting requirements remove repetitive reporting and 
allow for electronic filing of reports.  We also finalize rules on the examination and enforcement 
authorities held by the FCA Office of Secondary Market Oversight (OSMO) over the 
Corporation.     
 
DATES:  This regulation shall become effective no earlier than 30 days after publication in the 
Federal Register during which either or both Houses of Congress are in session.  The FCA will 
publish a notice of the effective date in the Federal Register. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Joseph Connor, Associate Director for Policy and Analysis, Office of Secondary Market 
Oversight, Farm Credit Administration, McLean, VA  22102-5090, (703) 883-4364, TTY (703) 
883-4056, 
 
or 
 
Laura McFarland, Senior Counsel, Office of General Counsel, Farm Credit Administration, 
McLean, VA  22102-5090, (703) 883-4020, TTY (703) 883-4056.  
 
SUPPLEMENTARY INFORMATION:  
 
I. Objective 
 

The purpose of this final rule is to: 
 
• Enhance risk governance at the Corporation to further its long-term safety and 

soundness and mission achievement;  
• Remove repetitious disclosure and reporting requirements, given the dual reporting 

responsibilities of the Corporation to the FCA and the Securities and Exchange 
Commission (SEC); and  
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• Clarify the examination and enforcement authority of FCA.  
 

II. Background 
 

Farmer Mac is a stockholder-owned, federally chartered instrumentality that is an 
institution of the Farm Credit System (System) and a Government-sponsored enterprise (GSE).  
The Corporation was established and chartered by the Agricultural Credit Act of 1987 (1987 
Act)1 to create a secondary market for agricultural real estate mortgage loans, rural housing 
mortgage loans, rural utility cooperative loans, and the guaranteed portions of USDA-guaranteed 
farm and rural development loans.  Title VIII of the Farm Credit Act of 1971, as amended, (Act) 
governs the Corporation. 

 
The Corporation has two classes of voting common stock: Class A and Class B.  Class A 

voting common stock is owned by banks, insurance companies, and other financial institutions.  
Class B voting common stock is owned by System institutions.  In addition, the Corporation has 
nonvoting common stock (Class C), the ownership of which is not restricted and is a means for 
the Corporation to raise capital.  The Corporation may also issue nonvoting preferred stock. 

 
The Corporation is regulated by FCA through the Office of Secondary Market Oversight 

(OSMO).  Congress charged us to issue regulations to ensure mission compliance and the safety 
and soundness of the Corporation.  When issuing regulations for the Corporation, the Act requires 
FCA to consider: 

 
• The purpose for which Farmer Mac was created; 
• The practices appropriate to the conduct of secondary markets in agricultural loans; 

and 
• The reduced levels of risks associated with appropriately structured secondary market 

transactions.2 
 

Farmer Mac, as a publicly traded company, is also subject to many of the governance 
requirements of Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley)3, Dodd-Frank Wall Street Reform 
and Consumer Protection Act of 2010 (Dodd-Frank Act)4, and Securities and Exchange 
Commission (SEC) disclosure regulations for publicly traded companies, all of which address 
reporting requirements and oversight for publicly held companies and financial institutions. Self-
regulatory organizations (SROs), the New York Stock Exchange (NYSE) in the Corporation’s 
case, have also issued requirements designed to enhance the accountability and transparency of 
corporate business operations.   
 

As a GSE, the Corporation has a public policy purpose embedded in its corporate 
mission.  One aspect of this public policy mission includes financial services to customer-
stakeholders (institutions that lend to farmers, ranchers, rural homeowners, and rural utility 
cooperatives) and the resulting flow-through benefits to rural borrowers.  Another key aspect is 
the protection of taxpayer-stakeholders because the risk that the Corporation accepts in the course 
of business exposes both investors (debt and equity holders) and taxpayers to potential loss.  The 
taxpayer’s exposure arises in part from the Corporation’s authority to issue debt to the 
                                                           
1 Agricultural Credit Act of 1987 (Pub. L. 100-233, January 6, 1988). 
2 Section 8.11(a)(2) of the Act (12 U.S.C. 2279aa-11(a)(2)). 
3 Pub. L. 107-204, July 30, 2002. 
4 Pub. L. 111-203, 124 Stat. 1376, (H.R. 4173), July 21, 2010. 
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Department of the Treasury to cover guarantee losses under certain adverse circumstances.5  
Thus, an appropriately comprehensive approach to Board-level risk governance is essential to 
promote well-reasoned, risk-related decisions and promote public trust in the risk management of 
the Corporation. 

 
III. Comments and Our Responses: Section-by-Section Analysis 
 

We issued a proposed rule to amend our standards of conduct, board governance, and 
reporting regulations for the Corporation on March 26, 2015 (80 FR 15931).  The comment 
period for the proposed rule closed on June 24, 2015, and 77 comment letters were received.  The 
comments submitted were from Farmer Mac, stockholders in Farmer Mac, a consultant to Farmer 
Mac,6 an agent of Farmer Mac,7 the Farm Credit Council (FCC) on behalf of its membership, and 
a member of the general public.  Prior to the proposed rulemaking, we issued an Advanced Notice 
of Proposed Rulemaking (ANPRM) to solicit opinions and suggestions from investors, 
stockholders, and other interested parties on ways to enhance our regulation of the Corporation’s 
governance activities.8   

 
The 77 comments submitted in response to the proposed rule made various suggestions 

for changing what we had proposed.  Of these commenters, 69 limited their remarks and 
suggestions to part 651, “Standards of Conduct.”  Comments to the Standards of Conduct 
provisions involved both existing and proposed provisions.9  These comments were significantly 
different from what was proposed and lacked uniformity in the type of changes sought.   

 
As a GSE, the Corporation has certain strategic objectives that are public policy or 

“mission” oriented.  Standards of conduct must be understood and interpreted not only in the 
context of the fiduciary responsibilities to the Corporation and its shareholders, but also in the 
context of the statutory duty to further the Congressional purposes the Corporation was chartered 
to achieve.  We believe standards of conduct to be among the most potentially complex and 
nuanced areas of corporate governance.  For this reason, and because of the variety of comments 
received to this area of the proposed rule, we believe it prudent to address proposed changes and 
related comments on the more complex components of standards of conduct and board 
governance regulations in a separate rulemaking.  Thus, we are not finalizing in this rulemaking 
many of the proposed changes to part 651, but instead intend to revisit changes to part 651 in a 
separate rulemaking. 

   
Proposed changes to parts 650, 653, and 655 are finalized as proposed unless we say 

otherwise in this preamble.  Included in finalized changes is the reorganization of our rules 
addressing the Corporation’s operations through the addition of a new part 653 and organizational 
revisions to existing parts 650, 651, and 655.  We make no changes to part 652 or reserved part 
654.  

 
                                                           
5 According to the 1987 Act, Farmer Mac may, in certain circumstances, borrow up to $1.5 billion from the 
U.S. Treasury to ensure timely payment of any guarantee obligations of the corporation.   
6 The consultant to Farmer Mac explained it had been hired by Farmer Mac to comment on the proposed 
rule. 
7 The agent of Farmer Mac explained it had been working as a consultant for Farmer Mac for over a year 
on specific projects. 
8 79 FR 10426, February 25, 2014.  The comment period for the ANPRM ended April 28, 2014, and seven 
comment letters were received. 
9 We last issued regulations on Farmer Mac Board governance and standards of conduct on March 1, 1994 
(59 FR 9622).   
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A. FCA Oversight and Rulemaking [Part 650] 
 

Existing part 650 contains general provisions, without subparts, on the supervision of the 
Corporation.  We finalize adding a new subpart A, entitled “Regulation, examination and 
enforcement,” as well as moving existing provisions into a new subpart B, entitled “Conservators, 
receivers, and liquidations.”  We finalize the redesignation of existing §§ 650.1 and 650.5 on 
appointing and removing receivers or conservators as new §§ 650.13 and 650.14, respectively.  
We make no other changes to these existing provisions.   

 
We discuss comments received to this part and any changes to the appropriate sections 

below.   
 

1. Part 650 Definitions [new § 650.1] 
 

We finalize as proposed all definitions in new § 650.1.  We received no comments 
objecting to the terms as proposed, but a stockholder-commenter requested we consolidate all 
proposed definitions for parts 650, 651, 653 and 655 into one section and asked for the term 
“agent” to be defined for part 650.  We cannot accommodate either of these requests.  We already 
maintain a global definition section for all our rules in part 619.  Maintaining separate definition 
sections for use only in certain regulations eliminates confusion that may arise from placing terms 
having specific application for a secondary market along with terms applicable to Farm Credit 
banks and associations.  We recognize that many of the terms for the definition sections we 
proposed in parts 650, 651, 652, and 655 are duplicative, but their location in the applicable 
sections avoids confusion with usage of the terms in other regulations.  We also cannot 
accommodate the request to define in part 650 the term “agent.”  The term “agent” as used in part 
650 has two different applications: (1) Agents of the Corporation; and (2) agents of FCA.  A 
single definition would not capture the two separate applications of the term, particularly in 
regards to the existing rules on liquidation and receivership.   

 
2. Regulatory Authority [new § 650.2] 
 

We finalize the addition of new § 650.2, which provides clarity on the situation of the 
Corporation having FCA as its primary regulator, while also being subject to certain SEC 
regulatory disclosure requirements.  The new § 650.2 identifies FCA as the “primary regulator” 
of the Corporation, possessing examination, enforcement, conservatorship, liquidation, and 
receivership authority over the Corporation.  We finalize this section with one clarifying change 
made based on comments received.  In § 650.2(b), we clarify that our supervisory authority to 
ensure the Corporation follows laws and regulations relates to compliance with applicable laws 
and regulations.   

 
There were four commenters to this section: Farmer Mac, the FCC, and two stockholders 

in Farmer Mac.  The FCC expressed strong support for the section clarifying that the Corporation 
is a GSE with a public mission.  The stockholder-commenters also supported the section 
addressing the public policy purpose of the Corporation.  Farmer Mac objected to the provisions 
on FCA’s authority over it, contending that FCA has no authority over compliance with all laws 
and regulations.  Farmer Mac explained that instead FCA is to ensure a dependable source of 
credit through its examination of the Corporation and regulation of its safe and sound conduct.  
Farmer Mac also asked us to either remove § 650.2(c) or specify the SEC regulations to which it 
is subject and exactly mirror language from the Act when describing our role.  However, Farmer 
Mac added objections to our using the language of the Act to describe its relationship with the 
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SEC.  In that instance, Farmer Mac asked us to capture the “nuances of Farmer Mac’s regulation 
by the SEC.”10     

   
We have clarified that the laws and regulations referenced are those applicable to the 

Corporation.  We do not name those laws and regulations as they are subject to change.  We also 
decline the request to include in the rule an analysis of the Corporation’s relationship with both 
FCA and SEC, which is not the intent of the rule.  The rule at § 650.2 is identifying us as the 
primary regulator of the Corporation.  As explained in the proposed rule, the discussions 
Congress had surrounding passage of the Dodd-Frank Act recognized the long-standing situation 
where financial institutions are required to comply with various Federal financial laws and 
regulations issued and enforced by several banking regulators, although only one regulator is the 
primary regulator.  We did modify the language of § 650.2(c) to add clarity and removed 
reference to the NYSE based on the comments received.  

   
Farmer Mac asked that we add language in § 650.2(a) for USDA-guaranteed loans sold 

into the secondary market.  The Corporation has established a secondary market for the 
guaranteed portions of USDA-Farm Service Agency guaranteed Farm Ownership and Operating 
Loans and USDA-Rural Development Guaranteed Business and Industry, Community Facility 
and Water and Environmental Program loans.11  As noted by Farmer Mac, we are identifying the 
statutory purposes of the Corporation, we are not enumerating all of Farmer Mac’s business 
programs.  However, we have added language referencing USDA-guaranteed loans.12  

  
3. Supervision and Enforcement [new § 650.3] 
 

We finalize adding a new § 650.3 to incorporate into our regulations the supervision and 
enforcement authorities over the Corporation that are given us under the Act.  Our enforcement 
authorities provide reasonable assurance that, among other things, the Corporation is adequately 
capitalized and operating safely.  We finalize this section with clarifying changes made based on 
comments received.   

   
There were six commenters to this section: Farmer Mac, the FCC, three stockholders in 

Farmer Mac, and an agent of Farmer Mac.  Three commenters objected to agents being subject to 
FCA’s enforcement authorities.  Sections 5.25 and 5.26 of the Act specify that agents of a System 
institution are subject to our enforcement authorities and Farmer Mac is identified as a System 
institution in section 8.1(a)(2) of the Act.  It is these provisions we relied upon when proposing 
the provision so we decline to make changes based on the comments.  Two of the stockholder-
commenters remarked that financial safety and soundness oversight should include making the 
Corporation subject to the Basel III capital standards.  We decline to make changes to our rules in 
response to these comments.  The existing rules addressing the Corporation’s capital 
requirements already incorporate appropriate Basel capital standards, as well as analogous 
standards of other U.S. regulators.   

 

                                                           
10 Farmer Mac explained it is not subject to complete regulation by SEC and, except for certain mortgage-
backed securities, it is not subject to the 1933 Securities Act and must only file reports under the 1934 
Securities Exchange Act.  Farmer Mac comment letter, Appendix B, pages B-2 and B-27. 
11 Under the Farmer Mac 2 program, Farmer Mac's subsidiary, Farmer Mac II LLC, buys guaranteed 
portions directly from lenders. The original lenders retain the unguaranteed portions of these loans and 
continue to service the entire loan. 
12 Refer to section 8.0(9) of the Act, defining “qualified loans”. 
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Farmer Mac asked for the entire section identifying our enforcement authorities to be 
removed or that we directly quote the Act when identifying those authorities, using no further 
interpretation of the statutory language.  We are directed by section 5.17(a)(9) of the Act to issue 
regulations necessary or appropriate for the implementation of the Act’s provisions, which 
involves more than a recitation of the Act.  Farmer Mac also asked that we provide a specific 
“exhaustive list” of our enforcement authorities.  We likewise decline this request as our 
enumerated enforcement authorities may be amended by Congress or court interpretations.  
Further, we do not agree with Farmer Mac’s interpretation of our authorities and decline to make 
changes to the rule based on its analysis.  Farmer Mac also stated that our safety and soundness 
authority should not be viewed to include addressing board committees, director elections, or 
recordkeeping activities of the Corporation.  Again, our oversight of the safe and sound 
operations of the Corporation necessitates that we consider the Corporation’s board operations 
and the records of its decision-making analysis and financial condition.13   

 
Farmer Mac objected to § 650.3(b) referencing when the Corporation engages in 

activities having “excessive risk,” arguing the term is undefined.  Farmer Mac stated that all of its 
activities involve risk and the provision would allow FCA to restrict these activities and substitute 
our judgment on how to run the Corporation.  However, Farmer Mac acknowledged section 8.37 
of the Act uses the term “excessive risk”.  Farmer Mac also objected to separating risk from its 
impact on capital and suggested objective, measureable standards be set for risk levels.  In 
§ 650.3(b), we clarify that risks having adverse impact to capital, which may lead to certain 
enforcement actions, generally refers to the adequacy of the Regulatory Capital level maintained 
by the Corporation.   

  
4. Access to Records and Personnel [new § 650.4] 
 

There were three comments objecting to the inclusion of agents in this section: Farmer 
Mac, a stockholder in Farmer Mac, and an agent of Farmer Mac.  The agent who commented 
objected to classifying certain types of professional assistance received by the Corporation as an 
agency relationship, contending that FCA has no authority over certain types of agents (e.g. 
consultants, vendors), while the stockholder commented that the penalties were burdensome.  
Farmer Mac objected to being required to make its agents available to our examination staff.  
Farmer Mac contended that FCA does not have jurisdiction over all agents of the Corporation, as 
would be covered by the existing part 651 definition of “agent.”    

  
We finalize this section with one change based on comments received.  In § 650.4(b), we 

replace the word “agents” with a more detailed explanation of the personnel required to be 
available to us when requested, which includes those engaged by the Corporation to participate in 
the business conducted by the Corporation.  For example, during an examination it may be 
necessary for our exam staff to speak with the External Auditor.  The Act specifies that directors, 
officers, employees, agents, and “other persons participating in the conduct of the affairs”14 of a 
System institution are subject to our examination and enforcement authorities.15  We relied on 
this language when developing the clarification for this final rule.  We believe the clarifying 
language addresses the comments regarding certain “vendor-type” service providers.  We also 
point out that the part 651 definition of “agent” is restricted to the provisions in part 651 and does 
not carryover to part 650.  Also, the stockholder-commenter objecting to the “penalties” listed in 

                                                           
13 See section 8.11(a)(1)(B) of the Act authorizing OSMO “general supervision of the safe and sound 
performance of the powers, functions, and duties vested in the Corporation”. 
14 See, for example, section 5.32(a) of the Act. 
15 Refer to section 8.11(b)(3) of Act (12 U.S.C. 2279aa-11). 
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this section spoke in error, as there are no “penalties” identified in § 651.4.  Notwithstanding this, 
we believe this comment is adequately addressed in our earlier discussion of our enforcement 
authorities, which explains the “penalties” identified in § 650.3 are derived from the Act.   

 
Farmer Mac also asked us to limit our access to Corporation documents to non-

confidential items.  In addition, Farmer Mac asked that there be a materiality and document age 
threshold controlling which documents and personnel we could access during our examination 
and enforcement activities.  We decline Farmer Mac’s suggestions regarding the scope of our 
access to corporate documents.  As the safety and soundness regulator, we require full access to 
the Corporation’s records.16  In accessing these records, our activities are already covered by 
confidentiality provisions in Federal law.17  Further, we view the act of our requesting the records 
or access to personnel as establishing the “materiality” to our oversight.  We could not permit the 
Corporation to pre-screen records before release to us in order for Farmer Mac to, on its own, 
determine if a record is material or not for our purposes.  Likewise, we cannot provide full 
oversight if we restrict our access to a finite period of time.  It may be that the matter under 
review exceeds that period of time, or records within that time period make key reference to 
other, older records.  

   
5. Reports of Examination and Criminal Referrals [new §§ 650.5 and 650.6] 
 

We finalize as proposed the addition of new §§ 650.5 and 650.6, containing cross-
citations to existing regulatory provisions regarding access to FCA Reports of Examination and 
the Corporation’s obligation to make criminal referrals in certain circumstances.  We received no 
comments to these two sections.  We believe these cross-cites clarify the applicability of these 
provisions to the Corporation, and thereby facilitate compliance with them.   

 
B. Farmer Mac Corporate Governance [Part 651] 
 

Part 651 contains the existing corporate governance provisions for Farmer Mac, without 
subparts.  As explained earlier in this preamble, this final rule does not include many of the 
proposed changes to part 651 since we intend to revisit part 651 in the future.  Although we 
received many comments on the contents of part 651, no comments opposing the proposed 
organizational changes were made and, therefore, we finalize them as proposed.  Specifically, we 
finalize the addition of a new subpart A, entitled “General,” a new subpart B, entitled “Standards 
of Conduct,” and a new subpart C, entitled “Board Governance.”  We also finalize as proposed 
the movement of the existing provisions of part 651 into the relevant subparts and adding new 
sections in reserve for future rulemaking.  We discuss other final changes to part 651, and the 
comments received related to the changed provisions, in the appropriate sections below. 

   
1. Part 651 Definitions [new subpart A; existing § 651.1] 
 

We finalize the proposed revisions to our definitions in existing § 651.1, with two 
changes based on comments received.  We are changing the term “potential conflict of interest” 
to “conflict of interest”, while finalizing the definition as proposed.  Two stockholder-
commenters pointed out the definition covered both material and potential conflicts of interest 
and that we had no general definition for the term “conflict of interest.”  We agree with the 
commenters that the definition defined conflicts of interest in general so should be identified as 
such.   
                                                           
16 See section 8.11(b)(3) of Act (12 U.S.C. 2279aa-11(b)(3)). 
17 Refer to 5 U.S.C. 552(b)(8).  See also 12 CFR 602.2. 
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We are also modifying the definition for “reasonable person” by removing the phrase 
“based on societal requirements for the protection of the general interest.”  The proposed 
definition for the term “reasonable person” was based on general use of the term in conflict-of-
interest proceedings and substantially resembled the legal meaning of the term.  However, 
comments from Farmer Mac and a consultant of Farmer Mac objected to the phrase “societal 
requirements”, arguing it was not part of the Model Business Code.  One of these commenters 
also stated the term should be defined in a manner that directed attention to the Corporation’s 
activities, not the public at large.   

 
We do not agree with the commenters in this regard.  As one commenter acknowledged, 

corporate governance allows consideration of the public impact of corporate behavior.  In 
addition, the Corporation is a GSE with a public policy purpose and has directors appointed by 
the President of the United States to represent the public’s interests in the operations of the 
Corporation.  While we disagree with the reasons given by the commenters, we are removing the 
phrase “based on societal requirements for the protection of the general interest” from the 
definition for “reasonable person” as we believe the remaining language allows for addressing 
public concerns; specifically, the use of “average level of care.”  We recognize that these same 
two commenters also objected to using an average level of care measurement when defining 
“reasonable person”, arguing it expanded the Corporation’s activities to include consideration of 
the general public and not just stockholders.  We agree that using an average level of care 
standard could involve consideration of the public, but unlike the commenters, we do not view 
that as a difficulty.  We also do not agree with comments that the phrase “average level of care” 
in the definition for “reasonable person” under our conflict of interest rules expands the mission 
of the Corporation.  Instead, we believe it emphasizes the scope of the Corporation’s impact.  As 
explained earlier, the Corporation has a statutory public policy purpose and public representatives 
on its board of directors.  We believe retaining the “average level of care” language in the 
definition for “reasonable person” is appropriate.   

 
Farmer Mac and stockholders in Farmer Mac commented on the term “material”, asking 

that we delete the definition.  Farmer Mac commented that the definition was appropriate for 
most of part 651, but stated concerns with how the term would work with securities regulations, 
which have a different definition for the term.  Farmer Mac specified its concern was focused on 
proposed § 651.24.  Stockholder-commenters remarked that the term “material” does not carry 
the same meaning or standard applied to other System institutions.  These commenters made 
particular note of a separate proposed rulemaking affecting Farm Credit banks and associations, 
but not Farmer Mac.18  These commenters argued there is no reason for a different standard 
among System institutions.  As we are not finalizing in this rulemaking the proposed contents of 
§ 651.24, we are not deleting the term “material” and note that the term is an existing term in our 
rules.  We also do not consider it appropriate at this time to substitute the existing definition with 
one that has only been proposed in a separate rulemaking intended for Farm Credit banks and 
associations.     

 
Farmer Mac asked that we remove the existing definition of “agent” from § 651.1, while 

three stockholder-commenters and an agent of Farmer Mac objected to agents being included in 
the rule at all, arguing that the existing definition was too broad in its application.  Farmer Mac 
also stated the existing definition was too broad and exceeds the scope of FCA authority.  We 
also received a call from a member of the general public asking about the definition and 
suggesting it may be problematic for dual compliance with both FCA and SEC requirements.  
The definition is an existing term that has been in our rules for over 20 years and we proposed no 
                                                           
18 79 FR 9649 (April 3, 2014).   
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changes to it.  Commenters offered no examples of difficulties that had been encountered in that 
time and did not express past compliance difficulties with the existing rule.  As we proposed no 
changes to the existing term “agent,” we decline to make any in this final rulemaking.  However, 
we may reconsider the issue when revisiting part 651 in the future.   

 
A stockholder-commenter remarked that the term “officer” seemed to exclude risk 

officers and asked if that was intentional on our part.  We reviewed the existing term “officer”, to 
which we had proposed no changes, and agree that it could result in the risk officer not being 
included in the definition.  However, that would depend on whether the Corporation makes the 
risk officer a vice president.  If not, then the risk officer would be covered by the definition of 
“employee” instead of “officer.”   

 
2. Standards of Conduct [new subpart B] 
 

We finalize moving existing § 651.4 to new subpart B and redesignating it as new § 
651.24.  This section addresses director, officer, employee, and agent responsibilities.  We 
finalize adding new §§ 651.21 and 651.25 under subpart B, but with no content, in reserve for 
future rulemaking. 

 
a. Conflicts-of-Interest Policy [new § 651.22, existing §§ 651.1(i) and 651.2] 
 

We finalize the proposed movement of the existing § 651.2 contents, regarding conflict-
of-interest policies, to new subpart B and redesignating it as new § 651.22.  We are reserving § 
651.2, with no content, for future rulemaking.  Also, we finalize some amendments to the existing 
contents of redesignated § 651.22 and make two clarifying changes.  Other proposed changes to 
the contents of this section are not being finalized in this rulemaking.   

 
We finalize moving the list of imputed interests currently contained in the existing § 

651.1(i) definition of a “potential conflict-of-interest” to this section (thereby removing it from 
the definition) as we received no comments on this proposed action.  We also finalize the 
proposed revisions to the list of imputed interest, as they also received no comments: removing 
highly specific relationships such as “spouse” and “child” and replacing them with language to 
address all persons residing in the household or who are otherwise legal dependents.  These 
changes are premised on the ever-evolving understanding of what is considered a family, as well 
as intended to address non-residential dependents whose activities and interests may create a 
conflict-of-interest for a director, officer, or employee.  We make two clarifying changes to the 
list of imputed interest: a person’s general partner refers to a business partner and employment 
arrangements include both current and prospective employment.  

   
b. Conflicts-of-Interest Reporting and Disclosure [new § 651.23, existing § 651.3] 
 

We finalize moving existing § 651.3 to new subpart B and redesignating it as new § 
651.23.  This section addresses implementation of the conflict-of-interest policy.  Farmer Mac 
offered comments on the existing language of this section, asking that the separate disclosure 
categories be removed.  The rule currently requires Farmer Mac to provide its conflict of interest 
policy to its shareholders, investors, and potential investors when requested.  Farmer Mac posed 
that these parties can obtain the policy from the Corporation’s Web site or SEC filings so the 
provision should be removed.  Farmer Mac did not state that this service could not continue to be 
provided, nor assert that the volume of requests was so high as to create a burden.  We decline to 
remove this existing requirement as we continue to believe the Corporation should strive to 
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accommodate requests from its shareholders, investors and, most especially, potential investors 
for copies of the policy. 

 
c. Agents and Conflicts-of-Interest [existing § 651.1 through 651.4] 
 

Farmer Mac, a stockholder in Farmer Mac, and an agent of Farmer Mac asked that we 
remove references to “agents” from the existing rule.  Some of these commenters remarked that 
agents should not be treated the same as directors, officers, and employees.  Others argued that 
monitoring agent conduct is burdensome, may deter agents from working for the Corporation, 
and was contrary to standard contractual agreements with agents.  The agent stated that 
consultants and advisors were not intended by Congress to be subject to our regulatory or 
examination authority.  The stockholder-commenter added that we should instead rely on the 
Corporation’s existing practices regarding monitoring agent behavior.   

 
Congress gave us certain enforcement authorities for agents of Farm Credit institutions.19  

We also note that agents have been a part of the existing conflict-of-interest rule for over 20 
years.  No commenter provided support to demonstrate that the Corporation has had difficulty in 
all those years obtaining the services of agents because of the existing standards of conduct 
regulations.  We decline to remove agents from part 651 as part of this final rulemaking.  
However, we may reconsider the issue in the future when revisiting part 651.  

 
3. Board Governance--Committees [new subpart C] 
 

We finalize adding new §§ 651.30, 651.35, and 651.40 under subpart C, but with no 
content, in reserve for future rulemaking.  We also finalize adding a new § 651.50 on board 
committees.  The new § 651.50 addresses the relationship between the entire board and its 
committees, requires certain committees, and establish minimum operational requirements for 
board committees (e.g., charters, meeting minutes).  We received comments from Farmer Mac 
and its consultant on this section and make four changes based on those comments: (1) We 
specify charter requirements apply to required committees; (2) we clarify that charters are 
approved by the full board; (3) we are not finalizing the requirement that each type of director 
serve on each committee; and (4) we clarify that an agenda may be informal, such as a list of 
issues under discussion.   

 
a. Committee Charters [new § 651.50] 
 

In general, Farmer Mac objected to any regulation of board committees.  Farmer Mac 
asked that we change the requirement for all committees to be chartered, explaining often ad hoc 
committees are used in the Corporation’s business and allowing committees to develop their own 
charters may be a transfer of board authority.  The proposed provision stated that the 
Corporation’s board is the body approving the charter, not the committee.  However, we clarify in 
§ 651.50(c) that the committees develop the charters, but those charters are not effective unless 
approved by action of the full board.  In addition, we intended the provision to apply to standing 
committees of the Corporation, so have modified the rule to clearly limit the charter requirements 
to those committees required to exist by regulation (i.e. audit, risk, compensation and corporate 
governance committees).  We also made conforming changes elsewhere in this section to clarify 
that the committee provisions apply to these same “required” committees.   

                                                           
19 See sections 5.25, 5.26, and 5.32 of the Act.  See also sections 5.17(a)(9) and (10), 5.19 and 8.11 of the 
Act. 
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Both commenters objected to the provision in § 651.50(a) that use of a board committee 
does not relieve board members of their legal responsibilities.  The commenters stated that 
delegations to committees are permitted and the provision was unnecessary. In paragraph (a) of 
new § 651.50, we proposed regulatory language clarifying that the entire board remains 
accountable for committee actions.  In directing the Corporation, the board of directors may rely 
on reports from board committees, but doing so does not relieve the board of final responsibility.  
While activities and tasks may be delegated to a committee, the fact that a committee handles 
some board responsibilities does not relieve the board of its legal liabilities for such, nor does it 
relieve the board of the ultimate responsibility for those activities or tasks.  Therefore, we decline 
to make changes to § 651.50(a) 

. 
b. Committee Composition  
 

 We received comments from Farmer Mac and its consultant on § 651.50, both objecting 
to the proposed requirement that each committee have representation from the three types of 
directors serving on the Corporation board (Class A elected, Class B elected, and appointed).  The 
commenters stated the provision may result in conflicts of interest, unqualified directors serving 
on committees, and create division on the board.  Commenters offered no support for the named 
concerns, but we consider this issue to be among those we plan to review when we revisit part 
651 in the future.  As a result, we are not finalizing in § 651.50(c) the requirement that each 
committee have representation from the three types of directors serving on the Corporation board.  
In conformance with this, we also remove the proposed paragraph designations in paragraph (c). 

 
Farmer Mac and its consultant also objected to limiting the number of committees a 

director may chair.  We proposed in § 651.50(c) that no director may serve as chair of more than 
one committee.  The commenters stated that this was an unnecessary restriction.  We decline to 
change this limitation based on comments received.  We believe this limitation is necessary, as it 
reasonably distributes responsibilities among individual members of the board.  We also believe 
that too great a concentration of responsibilities among too few directors would detract from the 
board’s overall effectiveness and may create potential, and unnecessary, safety and soundness 
concerns. 

 
c. Committee Agendas 
 

Farmer Mac objected to the § 651.50(d) requirement that board committees have agendas 
for their meetings.  Farmer Mac explained that some ad hoc meetings occur with no prior 
planning, making development of an agenda impossible.  We appreciate that a situation like the 
one described may occur and have modified the rule to allow for an equivalent list of issues under 
discussion to be part of the meeting minutes in lieu of an agenda.     
 
C. Risk Management [Part 653, no subparts] 
 

We finalize adding a part 653, with no subparts, to address risk management within the 
Corporation.  In doing so, we remove proposed references to “risk tolerance” throughout part 
653, while retaining references to risk-appetite, as we determined the term “risk-appetite” 
encompassed risk tolerance consideration.  We received comments from Farmer Mac, 
stockholders of Farmer Mac, and the FCC to this part and discuss them, and any changes, in the 
appropriate sections below.   

 
1. General [new § 653.2] 
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We received comments from Farmer Mac, the FCC, and stockholders in Farmer Mac on 
new § 650.2, which addresses general board-level risk management matters.  Farmer Mac 
expressed agreement with requiring its board to be actively involved in the Corporation’s risk 
framework, but considered it unreasonable to expect it to “ensure” all risk-taking is safe and 
sound.  Farmer Mac asked that it be allowed to address its “risk appetite” by areas, such as 
liquidity risk or operational risk, instead of one unified assessment, explaining that the risk 
committee’s role represents the intersection of oversight of all risk areas.  We generally expect 
functional area specialists (e.g. finance committee, credit committee, marketing committee) to 
evaluate risk in terms of the specialized responsibilities of those operational areas.  While we 
view that as generally appropriate for day-to-day risk management, it is nevertheless important 
that the entire board consider risks from all areas when conducting its enterprise-wide monitoring 
and oversight.  For that reason, the risk committee is expected to evaluate risks from the level of 
the Corporation, rather than the functional area.  To borrow a description from the Treadway 
Commission20, we believe the risk committee aims to strike an optimal balance between growth 
and return goals while attempting to optimize deployment of resources toward the entity’s 
objectives.   

 
In the same way, we view the risk officer as playing a role that represents the intersection 

of risks across functional area managers.  We view the risk officer's role to involve monitoring 
the balance of risk across all functional areas and, as needed, recommending adjustments to re-
balance the enterprise-wide risk profile in a manner consistent with the board-approved risk 
appetite.  This role does not eliminate risk management responsibility from other members of the 
Corporation’s management team.  If a functional area manager knows that his or her performance 
will be evaluated on the basis of the productivity of that area, the manager’s focus on that area’s 
performance could become out of proportion to the impact of that effort on the Corporation’s 
enterprise-wide risk position.  The risk officer would then serve as a means of alerting senior 
management and the board of the potential impact that functional area managers’ activities and 
positions may have on the Corporation at the enterprise-wide level.  This should enable 
appropriate actions and strategies to be evaluated and taken when functional area risk taking 
exceeds the overall risk appetite of the board.   

 
The FCC and two stockholder-commenters agreed with requiring the Corporation’s board 

to be actively involved in the Corporation’s risk framework, but wanted it expanded to include 
capital considerations.  These stockholder-commenters added that the requirement was not 
preventative enough as the Corporation’s board should be required to approve risk-bearing 
capacity and consider the Corporation’s public policy mission as well as capital adequacy.  A 
third stockholder-commenter remarked that the part 653 requirements were not unreasonable, but 
better suited to non-regulatory guidance.  This stockholder-commenter explained that the science 
of risk management is an emerging area, subject to rapid changes, so placing risk management 
requirements within a rule may hinder the Corporation’s ability to keep pace with best practices 
in risk management. 

 
We are replacing the term “ensure” with the phrase “provide reasonable assurance” when 

discussing risk-taking activities in response to comments.  We also add as a clarifying change that 
the requirement to monitor risk activities is expected to be on a regular basis.  We make no other 
changes to new § 653.2.  While we appreciate the comment regarding the evolving nature of risk 
management, we believe it appropriate to establish an essential risk management structure within 
regulation and then supplement the rules with the suggested informal guidance if necessary.  We 
                                                           
20 “Enterprise Risk Management – Integrated Framework”, Executive Summary, Committee of Sponsoring 
Organizations of the Treadway Commission, September 2004. 
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also make no changes in response to comments asking that part 653 address risks associated with 
capital.  We already address risks to capital in § 652.61, where we require the Corporation’s 
board to approve the annual capital plan, which must comply with the board’s risk appetite.   
 
2. Risk Management [new § 653.3] 
 

We finalize, with changes, new § 650.3, which contains the minimum required risk 
management program activities of the Corporation.  We received comments to this section from 
Farmer Mac, the FCC, and three Farmer Mac stockholders.  We discuss the comments, and any 
changes, in the appropriate sections below.   
 
a. Risk Management Program [new § 653.3(a)] 
 

We are making the following changes to new § 653.3(a), which requires the 
Corporation’s board of directors to have a risk management program: 

 
• Replacing the phrase “in effect at all times” in the introductory language of paragraph 

(a) with the more measurable standard “establish, maintain, and periodically update” 
the risk management program;   

• Removing the language “addresses the Corporation’s exposure to credit, market, 
liquidity, business, and operational risks” in paragraph (a)(3) as it is redundant of 
language contained § 653.3(b)(2);  

• Adding language in paragraph (a) to recognize that implementation of the risk 
management program may be handled by senior management; and 

• Adding language to clarify that the list of requirements in new § 653.3(a) are the 
minimum. 

 
In furtherance of these clarifications, we remove the proposed paragraph (a)(4) requirement that 
the risk management policy specify the independence of those carrying-out the program.  
  

We received comments to new § 650.3(a) from the FCC agreeing with the provision, but 
expressing concern that there was insufficient distinction between risks in the System and risks 
faced by the Corporation.  The FCC asked that “casual” references linking the Corporation to the 
System be eliminated and that we specify the Corporation is a separate GSE from the System.  In 
response, we clarify in this preamble that the Corporation is an institution of the Farm Credit 
System, but is not liable for any debt or obligation of any other System institution, and the other 
System institutions have no liability for Farmer Mac’s debt.  Also, Farmer Mac is organized as an 
investor-owned corporation, not a member-owned cooperative as are other System institutions, 
and the Farm Credit System Insurance Corporation does not insure Farmer Mac’s securities.   

 
Farmer Mac remarked that the board does not often involve itself in day-to-day risk 

decisions: that is more properly handled by senior management.  As mentioned above, we have 
made clarifying changes to recognize that daily implementation of the risk management program 
may reside with senior management.  Two stockholder-commenters stated agreement with the 
risk management provisions, but asked that we expand them to include risk-bearing capacity and 
require management of the Corporation’s capital to be consistent with Basel III.  We have 
previously responded to their comment.  These commenters also asked that OSMO provide 
further guidance to the Corporation on specific risk tolerance measures and for OSMO to closely 
monitor the program to ensure it is implemented in an effective manner.  As noted, FCA may 
provide for the guidance on risk management as part of its oversight of this area.  These 
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stockholder-commenters objected to the § 653.3(a) provision requiring risk management to 
include consideration of compensation practices and asked for the provision to be removed.  We 
believe the incentive structures related to functional area managers’ performance and risk-taking 
activities, referred to in our earlier response to comments on § 653.2, includes incentive 
compensation policies and practices and that the Corporation’s enterprise-wide risk management 
oversight would be incomplete without such consideration. 

   
b. Risk Committee [new § 653.3(b)] 
 

We received comments from Farmer Mac and two Farmer Mac stockholders on new § 
653.3(b), which addresses the responsibilities of the risk committee.  The stockholder-
commenters agreed in general with the provisions, but asked that they more closely resemble the 
requirements for other GSEs, including System institutions.  We note that we do not currently 
require other System institutions to have risk committees and so cannot accommodate the request 
of those commenters asking for consistency among System institutions.  Also, we note that the 
Corporation is of a different structure than other System institutions, necessitating some different 
risk management aspects.  However, we did consider the provisions of the recent risk 
management rulemaking by the Federal Housing Finance Agency (FHFA).21    

  
Farmer Mac asked that we use the same experience requirement for the risk committee as 

is used for the risk officer since it could be difficult to ensure a risk expert is always elected to the 
board.  For the same reason, Farmer Mac asked that we change the committee responsibilities to a 
level of understanding of risk rather than possession of expertise.  We agree and substitute in new 
§ 653.3(b)(1) the phrase “an understanding of” and remove the proposed “expertise” requirement 
when talking about the requirement that the risk committee have at least one member who is 
familiar with risk management.  We also make changes in new § 653.3(b) to replace the 
requirement that the risk committee be responsible for the oversight of the risk management 
program, as that responsibility rightfully belongs to the entire Corporation board.  In its place, we 
require the risk committee to assist the Corporation board in overseeing the risk management 
program.  We believe it is essential that the tone of the Corporation’s risk culture and its 
procedures for risk decision-making be set by the Board, even when based on management’s 
recommendations.  Further, the board of directors play a critical role in the ongoing oversight of, 
and cohesive implementation of, operational strategies and plans that conform to established risk 
appetites.   

 
We also replaced the proposed requirement in paragraph (b)(2)(i) that the risk committee 

oversee and document risk management activities with a requirement to periodically assess 
management’s implementation of the risk management program.  Similarly, we remove the 
proposed review requirement of paragraph (b)(2)(ii) and clarify that risk committee 
recommendations relate to changes to the risk management program.  We also clarify in 
paragraph (b)(2)(iii) that the risk committee’s receipt of reports from Corporation staff is not 
limited to the risk officer.  We recognize that any personnel responsible for implementing the risk 
management program may be tasked by Farmer Mac with offering reports to the risk committee. 

 
We are making technical changes in new § 653.3(b) to align language with that contained 

in other sections (e.g. replacing “risk management practices” with “risk management program”, 
replacing “risk profile” with “risk appetite”).  We also remove language redundant of that 
contained in new § 651.50 regarding formation of the risk committee.  As referenced in the 
discussion of § 651.50 (preamble section III.B.3.), we are finalizing the requirement that the 
                                                           
21 80 FR 72327, December 21, 2015. 
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Corporation have a risk management committee so do not need to state in § 653.3(b) that the risk 
committee must be formed. 

 
c. Management of Risk [new § 653.3(c)] 
 

We received comments from Farmer Mac and two Farmer Mac stockholders on new § 
653.3(c), which requires the Corporation to have a risk officer.  The stockholder-commenters 
agreed in general with the need for a risk officer, but stated that FCA should not require it as FCA 
should not make staffing decisions within a System institution.  These commenters also 
contended that requiring a risk officer offers no assurance, from a safety and soundness 
perspective, of compliance with risk management policies.  The stockholder-commenters asked 
that the entire paragraph be removed.  Farmer Mac commented on the use of the term 
“experience” versus “expertise”, asking for similar use for both the risk committee and the risk 
officer.  Farmer Mac explained that using different terms implied different expectations regarding 
the background of the risk officer versus the risk committee expert.  Farmer Mac also asked that 
the standard be an understanding of risk issues and not direct experience in risk issues to facilitate 
recruitment.  Finally, Farmer Mac asked for a 1-year phase in to fill the position.   

 
We earlier addressed most of Farmer Mac’s comment regarding the level of expertise 

required in § 653.3(b).  In response to remaining comments, we are changing the name of 
paragraph (c) from “Risk Officer” to “Management of risk” and making conforming changes to 
reference a “risk officer, however styled” so as to encompass other personnel responsible for 
implementing the risk management program.  We also remove specific reporting requirements to 
“the chief executive officer and board risk committee” in new § 653.3(c)(4) and (5) to recognize 
that Farmer Mac will exercise its own discretion in designing a risk management position(s).  We 
decline to reduce the level of experience for risk officers to a mere understanding of risk and have 
retained the requirement for experience in risk management.  We are not delaying the effective 
date of this rule as requested by Farmer Mac to facilitate the Corporation having a risk officer in 
place before the rule is effective.  Should the Corporation encounter difficulties in having a risk 
officer in place after this rule is effective, Farmer Mac should contact the Director of OSMO. 

 
3. Internal Controls [new § 653.4] 
 

We received comments on new § 653.4 from Farmer Mac and two Farmer Mac 
stockholders.  Farmer Mac asked that we remove the entire section on internal controls, stating 
the Corporation’s internal control activities under SEC regulations are sufficient.  Farmer Mac 
then asked us to mirror SEC regulation if we retained the provision or make the following 
changes to it: remove the term “ensure”, incorporate more flexibility, and avoid expanding the 
role of the directors.  Farmer Mac also asked for clarification on paragraph (b)(6) regarding 
information reported to the board of directors, as it considered the provision to be vague.  

  
We decline the request to remove the entire section requiring internal controls.  We 

continue to believe that the Corporation’s board oversight of internal controls is a critical 
component of its responsibility for monitoring corporate activities and providing reasonable 
assurances that the controls will prevent excessive risk taking, mitigate operational risks, and 
minimize the potential for unsafe and unsound activities.  The corporate environment is 
influenced by management’s philosophy, operating style, integrity, ethical values, and 
commitment to competence.  If this foundation is strong, if the corporate environment is positive, 
the overall system of internal controls will be more effective.  Further, a sound system of 
comprehensive and integrated internal controls is vital to the operations of any organization and 
especially those whose business is taking financial risk.  In the more than two decades since the 
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Corporation was chartered, business and operational environments have become significantly 
more complex and technology-driven.  A system of internal controls should dynamically respond 
to such changes in complexity – not just in business unit operations but also in compliance with 
increasingly complex laws, regulations, and industry standards.  We also decline to rely solely on 
the internal control assessment the Corporation prepares for the SEC since that assessment is 
targeted at financial reporting issues, pursuant to provisions in the Sarbanes-Oxley Act.22  As a 
safety and soundness regulator, our interest in internal controls extends beyond preparation of 
financial report.  While we believe effective financial controls reduce the risk of asset loss and 
help ensure that financial information is complete and accurate, and agree that financial 
statements need to be reliable and comply with laws and regulations, we also believe safety and 
soundness internal controls extend to the operations, programs, and resources of the Corporation.  
We are, however, making some changes based on the comments.  We change paragraph (a) to 
clarify the expected internal controls are safety and soundness controls over the Corporation’s 
operations, programs, and resources.  We also remove the “ensure” language from paragraph (a), 
to which a commenter objected.  Also, we are substituting the requirement in paragraph (b)(6) for 
“transparency” with the Corporation’s board in response to a comment.  We instead require that 
internal controls address “the completeness and quality” of information shared with the 
Corporation’s board. 

 
Farmer Mac also asserted that requiring it to have internal controls would deviate from 

what FHFA requires of the only other secondary market GSEs (Fannie Mae and Freddie Mac).23  
We believe that the current differences between the operating structures of the housing GSEs and 
Farmer Mac, in particular the conservatorships of the housing GSEs, makes comparison of their 
regulatory structures less useful.  We believe internal controls are important for Farmer Mac 
regardless of whether another regulator adopted them for the housing GSEs.  The overall purpose 
of an internal controls system is to help an entity achieve its mission and accomplish certain goals 
and objectives.  An effective internal control system should promote orderly, economical, 
efficient and effective operations; safeguard resources against loss due to waste, abuse, 
mismanagement, errors and fraud; promote adherence to statutes, regulations, and operating 
procedures; as well as develop and maintain reliable financial and management data (and 
accurately report that data in a timely manner), all of which can help protect the Corporation’s 
safe and sound operation and its reputation. 

 
We had proposed in paragraphs (c) and (d) that the Corporation establish a monitoring 

system for its internal controls and to report to us on the effectiveness of those controls.  
Stockholder-commenters objected to the requirement for annual reports on internal controls, 
explaining such reports would be burdensome and could reduce the attention given the issue 
during FCA examinations.  The commenters instead stated that FCA should rely primarily on its 
examination authority for review of internal controls.  We make changes to paragraphs (c) and (d) 
to address the comments objecting to annual reports on internal controls, but do so in a manner 
that also satisfies the underlying purpose of proposing an annual report on the effectiveness of 
internal controls.  We are removing paragraph (d), which required the annual report to OSMO, in 

                                                           
22 The Sarbanes-Oxley Act stressed the importance of public companies maintaining internal controls when 
it comes to their financial reporting by requiring public companies to include details on the company's 
financial internal controls inside of their annual reports. Also, the SEC requires filers to include an 
attestation of “internal controls over financial reporting” in annual reports.  
23 See footnote 15, Appendix B, of the Farmer Mac comment letter to the proposed rulemaking.  See also, 
12 CFR 1236, Appendix A, “Prudential Management and Operations Standard,” containing some FHFA 
internal controls requirements for the secondary market housing GSEs (e.g. “Standard 1—Internal Controls 
and Information Systems”). 
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its entirety.  In connection with this, we enhance the provision in paragraph (c) to require the 
monitoring of internal controls to include an identification and documentation of weaknesses in 
internal controls.  We continue to believe the Corporation’s internal control system needs to be 
monitored to assess whether controls are effective and operating as intended.  On-going 
monitoring occurs through routine managerial activities such as supervision, reconciliations, 
checklists, comparisons, performance evaluations, and status reports.  Monitoring may also occur 
through separate internal evaluations (e.g., internal audits/reviews) or from use of external 
sources (e.g., comparison to peer groups or industry standards, surveys, etc.).  Deficiencies found 
during monitoring should then be documented and reported to those responsible for the function, 
with serious deficiencies being reported to top management or the board.  To ensure this 
monitoring occurs, the rule requires the Corporation to document the process used to identify and 
resolve weaknesses in its internal controls, as well as document what weaknesses were found.  
This change, along with the internal controls over financial reporting made to SEC, should 
provide the necessary source documents for our examination of the Corporation’s internal 
controls, similar to what would have resulted from the proposed annual report to OSMO.   

 
D. Disclosure and Reporting [Part 655] 
 

Part 655 contains the existing financial disclosure and reporting provisions for the 
Corporation.  We received comments to part 655 from Farmer Mac, an agent of Farmer Mac, and 
a Farmer Mac stockholder.  There were no comments opposing the proposed organizational 
changes and, therefore, we finalize them as proposed.  We also finalize as proposed the 
movement of existing provisions into the relevant subparts.  

 
We discuss final changes to part 655, and the related comments received, in the 

appropriate sections below.   
 

1. Definitions [new subpart A: new § 655.1] 
 

We received a comment from Farmer Mac on the definition for “material” in part 655, 
asking us to remove the definition or restate that used by the SEC.  We proposed defining 
“material” as information required when “there is a substantial likelihood that a reasonable person 
would attach importance in making investor decisions or determining the financial condition of 
the Corporation.”  We decline Farmer Mac’s request as it did not argue that the term “material,” 
as used in part 655, presented any conflict with SEC reporting rules.24  Rather, we note that, like 
the SEC, our rule interprets the term in a manner similar to the Financial Accounting Standards 
Board (FASB) Concepts Statement No. 2 explanation of “materiality.”25  FASB, in turn, relied on 
the U.S. Supreme Court explanation that a fact is material under Federal securities laws if there is 
a “substantial likelihood” the fact would be “viewed by the reasonable investor as having 
significantly altered the ’total mix‘ of information made available.”26  We also note that our rule 
                                                           
24 See SEC Staff Accounting Bulletin: No. 99-Materiality, 17 CFR part 211 (August 12, 1999), explaining 
the meaning of “material” as “A matter is ’material‘ if there is a substantial likelihood that a reasonable 
person would consider it important.” 
25 FASB, Statement of Financial Accounting Concepts No. 2, Qualitative Characteristics of Accounting 
Information, 132 (1980).  In this bulletin, FASB explained the concept of “materiality” as “The omission or 
misstatement of an item in a financial report is material if, in the light of surrounding circumstances, the 
magnitude of the item is such that it is probable that the judgment of a reasonable person relying upon the 
report would have been changed or influenced by the inclusion or correction of the item.” 
26 See TSC Industries v. Northway, Inc., 426 U.S. 438, 449-450 (1976), where the court noted that 
determining materiality required "delicate assessments of the inferences a 'reasonable shareholder' would 
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substantially resembles the SEC Rule 405 definition,27 with adjustments made for financial safety 
and soundness considerations.  We finalize the term “material” and its definition as proposed.  
However, we are not finalizing adding the term “report” and its accompanying definition to new § 
651.1 as the term is sufficiently explained in the relevant provisions of the rule.   

 
2. Prohibitions [proposed new § 655.2] 
 

We received comments on new § 655.2 from Farmer Mac and an agent of Farmer Mac.  
Farmer Mac asked that all references to “agents” be removed and that the provision include a 
materiality standard so as to limit FCA actions.  Farmer Mac asserted that FCA has no authority 
to regulate non-System persons or entities, suggesting FCA limit itself to imposing an obligation 
on the Corporation to monitor its agents.  Farmer Mac again stated that FCA should not intrude 
into areas under SEC jurisdiction.  Farmer Mac also asked that we defer to the SEC for 
determining compliance, specifically mentioning the SEC rules on omissions and misstatements 
in reports filed with the SEC.  The agent to Farmer Mac stated the regulation of agents was 
intrusive and burdensome, adding that Congress did not intend consultants and advisors to be 
subject to FCA authority.   

 
We proposed new § 655.2 to prohibit directors, officers, employees, or agents of the 

Corporation from making misleading, inaccurate, or incomplete part 655 disclosures.  The 
provision would have covered reports and disclosures made to FCA, stockholders of Farmer Mac, 
and the general public.  Contrary to the remarks of some commenters, the provision did not assert 
direct regulatory authority over the general actions of an agent of Farmer Mac.  Instead, the 
provision would have required Farmer Mac to control its agents, or issue corrections to 
disclosures made by the same if those disclosures were determined to be misleading, inaccurate, 
or incomplete.  As explained in section 8.3(c)(4) of the Act, Farmer Mac has a statutory duty to 
take necessary precautions, including obtaining surety bonds, against any losses caused by the 
acts of its agents.  Further, FCA has statutory authority to issue cease-and-desist orders to agents 
of the Corporation in appropriate circumstances.  In addition, we reject the argument of Farmer 
Mac that misleading, inaccurate, or incomplete disclosures are the exclusive jurisdiction of the 
SEC.  Not every report or disclosure made by Farmer Mac is in response to a requirement of the 
SEC, particularly those we require under our rules in part 655.  Rather, activities of the 
Corporation extend beyond registered securities issued or guaranteed by Farmer Mac, and we 
have long had regulations addressing Farmer Mac disclosures related to securities not registered 
under the Securities Act of 1933.  All this notwithstanding, in response to the concerns expressed 
by commenters regarding dual compliance with SEC regulations, we are not finalizing the 
contents of § 655.2 at this time.  

      
3. Reports of Condition [new subpart B: existing § 655.1; new §§ 655.10 and 655.15] 
 

Our existing rule requires the Corporation to make annual reports to its shareholders, and 
we had proposed enhancements to this existing requirement.  The enhancement included adding 
quarterly reports, increasing the information in the reports, reducing distribution timeframes, and 
requiring the reports to be signed and certified as accurate.  We received comments on these 
proposed changes from Farmer Mac and a Farmer Mac stockholder.  The stockholder-commenter 
only remarked that we should remove references to “EDGAR”, the SEC Web site portal, as the 

                                                           
draw from a given set of facts and the significance of those inferences to him ...". See also Basic, Inc. v. 
Levinson, 485 U.S. 224 (1988).  
27 17 CFR 230.405. 
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name of the portal may change.  We agree and have removed all references to “EDGAR” in part 
655.   

 
Farmer Mac objected to our rules containing any different reporting or disclosure 

requirements than those required by the SEC.  Farmer Mac stated reporting and disclosures are 
the jurisdiction of the SEC and FCA should reconsider any regulation of the matter.  We reject 
the argument of Farmer Mac that financial reports and disclosures are the exclusive jurisdiction of 
the SEC and remind the Corporation that we have long had regulations addressing financial 
reports and disclosures made by the Corporation.  Further, FCA may require disclosure necessary 
to the safety and soundness of the Corporation.28  In particular, we may require disclosures 
suitable to the purpose for which Farmer Mac was created, to follow disclosure practices 
appropriate to secondary market activities, and to aid in reducing risks in secondary market 
transactions.29  We also point out that SEC rules do not prohibit its filers from making financial 
reports to other Federal agencies.30    

  
While we understand Farmer Mac’s desire to only concern itself with one unified set of 

reporting and disclosure requirements, we cannot uniformly adopt SEC reporting and disclosure 
requirements.  As explained in the proposed rulemaking, SEC requires certain reporting and 
disclosures to satisfy its role in ensuring listed companies provide sufficient information to the 
investing public.  We, on the other hand, concern ourselves with ensuring disclosures and report 
made by the Corporation address safety and soundness concerns, which include all the activities 
of the Corporation.  Where we can in this rule, we have allowed Farmer Mac to use SEC filings 
in satisfaction of our requirements.  However, the SEC is a separate agency and can change its 
reporting and disclosure requirements without consulting FCA.  For this reason, we limit the 
extent that SEC filing requirements may also satisfy our requirements and do so in a manner to 
avoid conflict with SEC requirements and unnecessary duplication of effort by Farmer Mac.   
 
a. Annual Reports 
 

Our existing rule requires the Corporation to make annual reports to its shareholders 
consistent with shareholder reports required by the SEC, and to submit copies of such to us.  We 
note that the Corporation must also file annual and quarterly reports with the SEC (10Q and 10K, 
respectively), which may include additional information not part of the annual report to 
shareholders.31  Farmer Mac asked us to mirror SEC annual reporting requirements.  Doing so 
would include removing the proposed quarterly reporting to shareholders.32  We finalize the 
proposed language that the annual reports to shareholders must be either equivalent in content to 
that required under the Securities Act or as we so instruct.  However, we are not finalizing the 
proposed requirement in § 655.10(a) that the Corporation make quarterly shareholder reports.  
                                                           
28 Sections 5.17(a)(8) and 8.11 of the Act (12 U.S.C. 2252(a)(8) and 2279aa-11). 
29 Section 8.11(a)(1) and (2) of the Act (12 U.S.C. 2279aa-11). 
30 Refer to 17 CFR 240.12b-33. 
31 The SEC requires registered entities to file an annual report on Form 10-K, which may contain more 
detailed information about the company’s financial condition than the annual report to shareholders.  The 
annual report on Form 10-K provides a comprehensive overview of the company's business and financial 
condition and includes audited financial statements.  Although similarly named, the annual report on Form 
10-K is distinct from the “annual report to shareholders,” which a company must send to its shareholders 
when it holds an annual meeting to elect directors.  www.sec.gov/answers/form10k.htm. 
32 Currently, the SEC does not require registrants to issue a quarterly report to shareholders. However, the 
issuance of such a report might be required by the listing standards of a national securities exchange or 
association. In addition, communications about quarterly results are subject to Regulation FD, Fair 
Disclosure, as well as Form 8-K disclosure requirements. 
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Farmer Mac also asked that we remove the requirement to file any paper copies of reports with 
OSMO.  We decline this request for reasons discussed in the proposed rulemaking preamble. 

   
b. Certification of Reports 
 

Farmer Mac said that there was no need for requiring signatures and certifications on 
reports as the SEC already addresses how reports are to be signed and certified.  Farmer Mac also 
asked that we define “financially accurate” as used in new § 655.10(b), explaining it is not a term 
used in the SEC-required certification of reports.  We finalize with changes the signature and 
certification requirements of new § 655.10(b).  Our proposed certification did not conflict with 
SEC laws or regulations, but may have caused compliance issues with SEC instructions.  SEC 
rules §§ 240.13a-14 and 240.15d-14 require certification of quarterly and annual reports filed 
with them, but SEC instructions for completing these certifications prohibit filers from making 
changes to the certification language provided in the SEC rules.  Our proposed certification 
requirements captured most of the same information as the SEC certifications, without giving 
specific language that had to be used.  To address the commenter’s concern regarding compliance 
with both the SEC and FCA, we are changing our certification requirements to require the use of 
SEC certifications.33  We also clarify that the requirements of § 655.10(b) apply to reports issued 
under new subpart B of part 655.   

 
c. Distribution Deadlines 

 
Farmer Mac objected to reducing distribution deadlines to 90 days, asking that we keep 

the current 120-day deadline so as to provide it greater flexibility.  Farmer Mac added that the 
proposed 90-day timeframe “deviates from SEC rules,” but does not name the SEC rules being 
referenced.  Farmer Mac also asserted the shorter timeframe could increase compliance burden. 

 
Absent a citation to the SEC rules, we do not see where the number of days FCA 

proposed created any compliance problems with SEC requirements.  The SEC has a three-tiered 
deadline for annual reports filed with them that is based on the size of the filer: 60 days after 
fiscal year end for large accelerated filers, 75 days after fiscal year end for regular accelerated 
filers, and 90 days after fiscal year end for nonaccelerated filers.34  Our proposed 90-day deadline 
did not conflict with any of these timeframes.  The separate “annual report to shareholders”35 
required by the SEC provides that a registered company must distribute the company’s annual 
report to shareholders at least 40 days before the company holds its annual meeting or elections.36  
Again, our proposed 90-day deadline did not conflict with this timeframe as the Corporation is 
not legally required to hold its annual meeting on any specific date.   

 

                                                           
33 SEC certifications are designed to be consistent with the certification requirements of section 302 of the 
Sarbanes-Oxley Act, which is intended to improve the quality of public financial disclosures that a 
company provides in its periodic reports to investors.     
34 SEC Web site, www.sec.gov/answers/form10k.htm.  See also Instructions to Form 10-K at section A.2, 
www.sec.gov. 
35 The SEC-required annual report to shareholders is usually includes an opening letter from the Chief 
Executive Officer, financial data, results of operations, market segment information, new product plans, 
subsidiary activities, and research and development activities on future programs. Companies sometimes 
elect to send their annual report on Form 10-K to their shareholders in lieu of, or in addition to, providing 
shareholders with a separate annual report to shareholders.  SEC Web site, 
www.sec.gov/answers/annrep.htm. 
36 17 CFR 240.14a-16.   
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Our existing rule requires distribution of annual reports to shareholders within 120 days 
of the fiscal year end (i.e. April of each year).  The SEC ties distribution of shareholder reports to 
the annual meeting date (or election date) and reports to the SEC are tied to fiscal year end.  We 
use fiscal year end for both actions.  This means to comply with both the SEC and FCA deadlines 
the Corporation currently must distribute its report to shareholders within 120 days of fiscal year 
end and may not hold its annual meeting (or elections) until 40 days after the report is distributed 
(approximately 160 days or June 9th of each year).  We proposed reducing our deadline to 90 
days, which would result in the Corporation being required to hold its annual meeting (and 
elections) no earlier than May 10th of each year (approximately 120 days from fiscal year end).  
As there is no compliance issue with SEC rules, we reject the request of Farmer Mac to follow 
the SEC in this regard.  We prefer a date certain under which the Corporation must distribute its 
annual report to shareholders.  However, we have restored the existing 120-day deadline for 
distribution of the annual report to shareholders.  We continue to believe the Corporation is more 
than capable of issuing the report sooner, but agree that the additional time is beneficial to the 
director nomination process (due to the report’s connection to holding annual meetings/elections 
under SEC rules).  

 
d. Interim Reports, Proxy Statements, and Notices 

 
We proposed in § 655.15 that the Corporation provide us copies of interim reports (e.g. 8-

K), proxy statements, and notices sent to SEC.  We also proposed that this same information be 
posted on the Corporation’s Web site for public viewing, but that links to the SEC electronic 
filings may be used to satisfy this requirement.  Farmer Mac commented that these requirements 
were an unjustified regulatory burden.  Farmer Mac then asked that we clarify the scope of 
notices, interim reports, and proxy statements required to be sent to OSMO under § 655.15(a).  
Farmer Mac also asked that we remove the requirement to post on its Web site these same 
notices, interim reports, and proxy statements.  Farmer Mac stated concern with the public 
posting requirement since these filings include all papers and documents made part of the filing, 
contending confidential communication with the SEC may be made public.   

 
We decline to remove the § 655.15(a) requirement to provide these complete filings to 

OSMO as we continue to believe it is essential that communications between the Corporation and 
OSMO, its primary regulator, include the substantive communications the Corporation has with 
the SEC.  We also fail to see how providing us copies of reports and filings already being 
prepared is a burden on the Corporation.  We have clarified in § 655.15(b) that the public Web 
site postings may be limited to the public aspects of the notices, interim reports, and proxy 
statements.     
 
4. Reports Related to Securities Activities [new subpart C: existing § 655.50; new § 655.20] 

 
Farmer Mac objected to being required in § 655.20 to send paper copies to us of reports 

on unregistered securities activities.  We have removed the requirement for both electronic and 
paper copies, replacing it with a requirement for either a paper or electronic copy, whichever is 
most conducive to transmitting the information.  We also added language to clarify the reports are 
to be sent to the Director of OSMO.   

 
Farmer Mac requested we clarify the types of documents covered by § 655.20 and 

whether daily transactions (e.g. issuance of unregistered debt securities) needed to be filed with 
us.  Farmer Mac explained that many documents and daily activities could be covered by the rule 
under some interpretations.  If so, the burden of providing that information to us would be 
significantly increased.  As we made little change to existing requirements in this area, we 
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question the assertion that the rule could be misinterpreted or is a burden on Farmer Mac.  Farmer 
Mac has made reports to us on its activities regarding securities not registered under the 
Securities Act under this regulatory requirement since 1993.  As such, Farmer Mac should 
continue its current practices addressing daily activities for filings made under this requirement, 
unless we later advise them otherwise.  The Corporation at a minimum must make special filings 
with us regarding those items specifically listed in the rule.  We encourage the Corporation to 
contact us when questions arise as to whether a specific securities action requires a filing under § 
655.20.   

 
Farmer Mac requested we update existing terminology in § 655.20(b)(2) regarding 

securities purchased by the Corporation under section 8.6(e) of the Act.  We agree that the 
specific citation to the Act needed to be updated to reference the correct paragraph of section 
8.6.37  The current reference predates Congress moving the relevant provision from section 8.6(g) 
to section 8.6(e) of the Act.38  We also revise the “pooling and servicing agreements” terminology 
as requested by Farmer Mac.  The existing rule used this phrase to reference those documents 
employed in the exercise of the Corporation’s authority to purchase and hold securities that are 
backed by pools of qualified loans (which loans are secured by a first lien on agricultural real 
estate, per section 8.0(9)(A) of the Act).39  The phrase “pooling and servicing agreements” is 
outdated as such documents are no longer a fundamental prerequisite to doing business with 
Farmer Mac.  We replace this phrase with one that refers to those documents supporting issuances 
of these types of guaranteed securities and which are material to the transaction(s).    
5. Correspondence Related to Securities Activities [new subpart C: existing § 655.50; new § 
655.21] 

 
We proposed expanding the existing requirement to send us copies of substantive 

correspondence between Farmer Mac and the SEC or U.S. Treasury to cover all subject matters, 
instead of just those substantive communications related to securities activities and SEC 
compliance matters.  We also proposed adding similar communications with the NYSE and 
setting timeframes for providing the information to us.  Farmer Mac asked for clarification on the 
types of correspondence between the Corporation and the SEC or NYSE that needed to be sent to 
us, adding that sending all substantive communique could be unworkably burdensome.  Farmer 
Mac did acknowledge that the provision was within our oversight authority, but stated the scope 
of communication was too broad.  Farmer Mac went on to equate “substantive” correspondence 
with “routine” communications received by many employees of the Corporation through 
subscriptions to NYSE market data.   

 
Material such as mass-produced market updates are not “substantive correspondence 

between the Corporation and the SEC, U.S. Treasury, or NYSE” nor would we expect to be sent 
SEC and NYSE communique provided to a subscriber list.  However, to alleviate any confusion, 
we clarify that correspondence directly addressing the activities of the Corporation is what is 
covered by the provision.  Further, we refer to past clarifications on this issue, explaining that 
non-substantive transmittal letters accompanying SEC filings, for example, would not be 
considered “substantial” and therefore not required to be filed with the FCA.40  On the other 

                                                           
37 12 U.S.C. 2279aa-6(e). 
38 Pub. L. 104-105, 110 Stat. 164 (February 10, 1996). 
39 See former § 621.20(b)(2)(ii) (58 FR 48786, September 20, 1993) referring to Farmer Mac I securities, 
relocated to existing § 655.50(b)(2)(ii)(70 FR 40635, July 14, 2005).  Farmer Mac I securities are those 
backed by pools of qualified loans as defined in section 8.0(9)(A) of the Act.     
40 See 58 FR 48786 (September 20, 1993), where FCA responded in 1993 to a similar comment of Farmer 
Mac regarding the meaning of “substantive”. 
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hand, we have particular interest in interpretive rulings of the NYSE, the SEC, or the Treasury 
Department bearing on Farmer Mac's ongoing business activities and expect such correspondence 
to be filed with us under this provision.   

 
Farmer Mac asked that we exclude communications to NYSE that would be duplicative 

of official filings with the SEC.  We agree and have changed the language of § 655.21(a) 
accordingly.  Farmer Mac also requested guidance on how to transmit to us communique issued 
via secure electronic portals.  We encourage Farmer Mac to contact us when they have such 
communique, at which time we will provide instructions on how to provide us copies of such.    

 
In addition, Farmer Mac objected to being required in § 655.21(c) to notify us of any 

exemption it obtained from the SEC.  Farmer Mac asked that we limit the requirement to those 
SEC exemptions obtained under the Securities Act of 1934.  In making this request, Farmer Mac 
explained it is not subject to complete regulation by SEC and, except for certain mortgage-backed 
securities, it is not subject to the 1933 Securities Act and must only file reports under the 1934 
Securities Act.  We decline the request to limit the rule by naming a specific securities law.  The 
definition for “securities” contained in § 655.1 explains that it means the securities law(s) 
appropriate to the context of the employing provision.  However, we have changed the 
requirement to only require notice to us of those exemptions that are not generally available under 
SEC rules to similarly situated filers.   
 
E. Other Comments  

 
We received comments on portions of the proposed rule preamble language that do not 

address regulatory provisions and result in no change to the rule.  These comments are discussed 
below. 
 
1. Regulatory Flexibility Act Certification 

 
We received a comment from an agent of Farmer Mac regarding the Regulatory 

Flexibility Act (RFA).41  The commenter argued this rulemaking would impact a substantial 
number of small businesses, with whom Farmer Mac conducts business, and therefore would alter 
our assessment of the economic impact of the rulemaking.  In the proposed rule, we certified that 
the rule would not have a significant economic impact on a large number of small entities, and 
that Farmer Mac did not qualify as a “small entity” as defined under the RFA.  The RFA does 
not: (1) Seek preferential treatment for small entities; (2) require agencies to adopt regulations 
that impose the least burden on small entities; or (3) mandate exemptions for small entities.  
Rather, it requires agencies to examine public policy issues using an analytical process that 
identifies, among other things, barriers to small business competitiveness.  Meaning, it requires 
agencies to analyze the economic impact of proposed regulations when there is likely to be a 
significant economic impact on a substantial number of small entities covered by the rulemaking, 
and to consider regulatory alternatives that will achieve the agency’s goal while minimizing the 
burden on those same small entities.  The rule is directed at Farmer Mac, which is not a small 
business.  Further, we see nothing in this final rulemaking that creates significant economic 
barriers to small businesses.  Those areas of the rule referencing agents of Farmer Mac expound 
upon existing regulations or statutory provisions and make no reference to the size of entity 
serving as an agent to Farmer Mac.  
 
2. Need for Rulemaking 
                                                           
41 Regulatory Flexibility Act, Pub. L. 96-354, 94 Stat. 1164 (codified at 5 U.S.C. 601). 
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One stockholder-commenter expressed general concern with FCA regulating the 
corporate governance and disclosures for Farmer Mac given existing SEC rules in these areas.  
This commenter asked FCA to use caution as SEC rules are constantly changing.  The commenter 
also stated FCA did not need to regulate governance behavior at Farmer Mac as the Corporation 
has a strong history of sophisticated corporate governance practices.   

 
Voluntary governance is valuable, but it does not replace the stability that rules provide 

in assuring stakeholders of the safety and soundness of the Corporation.  Our governance rules set 
a minimum level of performance that is mandatory for the Corporation.  While we believe it is 
important to preserve individual operating flexibility wherever and whenever possible, our 
responsibility as regulator requires us to issue regulations we determine appropriate for safety and 
soundness reasons.  We believe the assurances derived from a regulatory minimum standard, 
combined with the Corporation’s voluntary governance efforts, will increase stockholder, 
investor, and public confidence in Farmer Mac. 

 
Farmer Mac questioned the need for any regulatory changes, stating that insufficient 

recognition was given to its status as a public company.  Farmer Mac also stated that it is 
unnecessary for FCA to regulate many corporate governance areas due to SEC requirements and 
thus we should remove those provisions.  Farmer Mac explained that it is the mission of the SEC 
to protect investors, and the SEC provides sufficient regulation of board activities and corporate 
disclosures.  Farmer Mac added that portions of the rule presented compliance concerns with 
other regulatory elements unrelated to FCA, but provided no specific citation to these other rules.  
Farmer Mac also asserted that the rulemaking would potentially harm the Corporation and those it 
serves in a material way instead of enhance safe and sound operations, but again offered no 
specifics.   

 
The FCA, acting through OSMO, examines and provides general supervision over the 

activities of Farmer Mac pursuant to section 8.11 of the Act.  As discussed elsewhere in this 
preamble, the role the SEC plays in the disclosure and reporting aspects of the Corporation does 
not remove our responsibility to regulate Farmer Mac’s safe and sound operations.  We have a 
responsibility to address corporate governance within the Corporation given its importance to the 
safe and sound operations of the Corporation and the current business climate in which Farmer 
Mac operates.  As a GSE, the Corporation has strategic objectives that are both commercially and 
public policy oriented.  Thus, governance of the Corporation must be understood and interpreted 
not only in the context of the fiduciary responsibilities to the Corporation and its shareholders, but 
also in the context of the statutory duty to further the Congressional purposes the Corporation was 
chartered to achieve.  In addition, we explained in the proposed rule preamble that Farmer Mac, 
as a publicly traded company, is subject to many of the governance requirements of Sarbanes-
Oxley, Dodd-Frank, and SEC disclosure regulations for publicly traded companies. However, 
with the recent events in the financial industry, increased sophistication in financial markets, and 
on-going scrutiny of GSE financial activities and related reporting practices, we believed it 
prudent to update our current regulatory standards related to Farmer Mac’s Board governance, 
reporting, and disclosures. 

 
Farmer Mac stated that FCA did not publish its current concerns with the risk 

management and governance operations of the Corporation in support of the rulemaking.  This 
rulemaking is intended to ensure that appropriate board governance and risk management 
practices are in place at Farmer Mac.  We are not limited to issuing regulations only when there is 
an existing adverse risk or problem.  Our responsibilities as a safety and soundness regulator 
requires us to be proactive and prudent in our rulemaking, as well as reactive by providing 
standards that help avert potential problems.  Thus, we have flexibility to issue rules either in 
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response to a problem or proactively to ensure the Corporation’s continued safe and sound 
business operations.   

 
Farmer Mac also asserted FCA has in the past “deferred” to the oversight of the SEC and 

NYSE.  We reject this assertion.  The FCA, as an independent regulator of the Corporation, is not 
required to follow the actions of other regulators and we have never deferred our regulatory 
oversight to another agency.  We do not view our past efforts to accommodate the Corporation’s 
requests to modify our regulations in light of those issued by other regulators (whose regulations 
also affect the Corporation’s operations) as a relinquishment of our safety and soundness 
authority.   
 
3. Terminology 
  

Farmer Mac asked that we define an assortment of terms and phrases used throughout the 
rule, asserting that many of these terms and phrases are not “established” in a body of law.  Most 
of the terms and phrases identified by Farmer Mac are derived from corporate case law, model 
codes, and the Act itself.  As such, we do not believe it necessary to further define them.   
 
4. Regulatory Burden 

 
Farmer Mac commented that it viewed many aspects of the rule as unnecessary and 

burdensome, making them inconsistent with the “Congressional mandate” that we eliminate 
unnecessary regulations.  As we understand this comment, Farmer Mac is referring to the 
instructions of the Farm Credit System Reform Act of 1996 (1996 Act)42 to reduce regulatory 
burdens.  Section 212(b) of the 1996 Act requires us to continuously review our regulations to 
eliminate rules that are unnecessary, unduly burdensome, costly, or not based on law.  The 1996 
Act specifies that we are to make these eliminations only if they would be consistent with law, 
safety, and soundness.  As explained throughout this preamble, Congress charged us to issue 
regulations to ensure the safety and soundness of the Corporation and this rule is consistent with 
the law and safety and soundness concerns.   
 
IV.  Regulatory Flexibility Act 

 
Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), FCA 

hereby certifies the final rule will not have a significant economic impact on a substantial number 
of small entities.  The Corporation has assets and annual income over the amounts that would 
qualify it as a small entity.  Therefore, the Corporation is not considered a "small entity" as 
defined in the Regulatory Flexibility Act. 
 
List of Subjects 
 
12 CFR Part 650 

Agriculture, Banks, banking, Credit, Reporting and recordkeeping requirements, Rural 
areas. 
 
12 CFR Part 651 

Agriculture, Banks, banking, Conduct standards, Conflict of interests, Elections, Ethical 
conduct, Rural areas. 
 
                                                           
42 Pub. L. 104-105, 110 Stat. 162 (February 10, 1996). 
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12 CFR Part 653 
Agriculture, Banks, banking, Capital, Conduct standards, Credit, Finance, Rural areas. 

 
12 CFR Part 655 

Accounting, Agriculture, Banks, banking, Accounting and reporting requirements, 
Disclosure and reporting requirements, Financial disclosure, Rural areas. 

 
For the reasons stated in the preamble, parts 650, 651, 653, and 655 of chapter VI, title 12 

of the Code of Federal Regulations are amended as follows: 
 
PART 650--FEDERAL AGRICULTURAL MORTGAGE CORPORATION GENERAL 
PROVISIONS 
 

1. The authority citation for part 650 is revised to read as follows: 
 
Authority: Secs. 4.12, 5.9, 5.17, 5.25, 8.11, 8.12, 8.31, 8.32, 8.33, 8.34, 8.35, 8.36, 8.37, 

8.41 of Pub. L. 92-181, 85 Stat. 583 (12 U.S.C. 2183, 2243, 2252, 2261, 2279aa-11, 2279aa-12, 
2279bb, 2279bb-1, 2279bb-2, 2279bb-3, 2279bb-4, 2279bb-5, 2279bb-6, 2279cc); sec. 514 of 
Pub. L. 102-552, 106 Stat. 4102; sec. 118 of Pub. L. 104-105, 110 Stat. 168. 

 
2. Add subpart B, under the heading “Conservators, Receivers, and Liquidations” 

consisting of existing §§ 650.1 through 650.80 as redesignated in the following table: 
 

Old section    New section 
650.1, no subpart   650.13, subpart B 
650.5, no subpart   650.14, subpart B 
650.10, no subpart   650.10, subpart B 
650.15, no subpart   650.15, subpart B 
650.20, no subpart   650.20, subpart B 
650.25, no subpart   650.25, subpart B 
650.30, no subpart   650.30, subpart B 
650.35, no subpart   650.35, subpart B 
650.40, no subpart   650.40, subpart B 
650.45, no subpart   650.45, subpart B 
650.50, no subpart   650.50, subpart B 
650.55, no subpart   650.55, subpart B 
650.60, no subpart   650.60, subpart B 
650.65, no subpart   650.65, subpart B 
650.70, no subpart   650.70, subpart B 
650.75, no subpart   650.75, subpart B 
650.80, no subpart   650.80, subpart B 
 

3. Add a new subpart A to read as follows: 
 

Subpart A--Regulation, Examination and Enforcement 

Sec. 
650.1  Definitions. 
650.2  Regulatory authority. 
650.3  Supervision and enforcement. 
650.4  Access to Corporation records and personnel. 
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650.5  Reports of examination. 
650.6  Criminal referrals. 
 
Subpart A--Regulation, Examination and Enforcement 

§ 650.1 Definitions. 
The following definitions apply to this part: 
Act or Authorizing statute means the Farm Credit Act of 1971, as amended. 
Business day means a day the Corporation is open for business, excluding the legal public 

holidays identified in 5 U.S.C. 6103(a). 
Corporation or Farmer Mac means the Federal Agricultural Mortgage Corporation and 

its affiliates. 
FCA means the Farm Credit Administration, an independent Federal agency of the 

executive branch.  
NYSE means the New York Stock Exchange, a listing exchange. 
OSMO means the FCA Office of Secondary Market Oversight, which is responsible for 

the general supervision of the safe and sound exercise of the Corporation’s powers, functions, and 
duties and compliance with laws and regulations. 

Our or we means the FCA or OSMO, as appropriate to the context of the provision 
employing the term. 

SEC means the Securities and Exchange Commission. 
Securities Act means the Securities Act of 1933 (15 U.S.C. 77a et seq.) or the Exchange 

Act of 1934 (15 U.S.C. 78a et seq.), or both, as appropriate to the context of the provision 
employing the term. 

Signed, when referring to paper form, means a manual signature, and, when referring to 
electronic form, means marked in a manner that authenticates each signer’s identity. 
 
§ 650.2 Regulatory authority. 

(a) General.  The Corporation is a for-profit Government-sponsored enterprise developed 
to provide a secondary market for qualified agricultural, USDA-guaranteed, and rural utility 
loans, with public policy objectives included in its statutory charter.  The Corporation is regulated 
by the FCA, operating through OSMO.  The Corporation also lists securities on the NYSE, 
making it subject to certain SEC listing and disclosure requirements. 

(b) Primary regulator.  The FCA, operating through OSMO, holds primary regulatory, 
examination, and enforcement authority over the Corporation.  The FCA, operating through 
OSMO, is responsible for the general supervision of the safe and sound exercise of the 
Corporation’s powers, functions, and duties and compliance with applicable laws and regulations.   

(c) Other regulatory authorities.  The Corporation registers its common stock and certain 
offerings of Farmer Mac Guaranteed Securities under the Securities Act and related regulations 
so must comply with certain SEC reporting requirements.   

   
§ 650.3 Supervision and enforcement. 

The Act provides FCA, acting through OSMO, with enforcement authority to protect the 
financial safety and soundness of the Corporation and to ensure that the Corporation’s powers, 
functions, and duties are exercised in a safe and sound manner. 

(a) General supervision. When we determine the Corporation has violated a law, rule, or 
regulation or is engaging in an unsafe or unsound condition or practice, we have enforcement 
authority that includes, but is not limited to, the following: 

(1) Issue an order to cease and desist; 
(2) Issue a temporary order to cease and desist;  
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(3) Assess civil monetary penalties against the Corporation and its directors, officers, 
employees, and agents; and 

(4) Issue an order to suspend, remove, or prohibit directors and officers.  
(b) Financial safety and soundness of the Corporation.  When we determine the 

Corporation is taking excessive risks that adversely impact the adequacy of Regulatory Capital, 
we have authority to address that risk.  This includes, but is not limited to, requiring capital 
restoration plans, restricting dividend distributions, requiring changes in the Corporation’s 
obligations and assets, requiring the acquisition of new capital and restricting those Corporation 
activities determined to create excessive risk to the Corporation’s Regulatory Capital. 
 
§ 650.4 Access to Corporation records and personnel. 

(a) The Corporation must make its records available promptly upon request by OSMO, at 
a location and in a form and manner acceptable to OSMO.   

(b) The Corporation must make directors, officers, employees and other individuals or 
entities engaged by the Corporation to participate in the conduct of the Corporation’s business 
available to OSMO during the course of an examination or supervisory action when OSMO 
determines it necessary to facilitate an examination or supervisory action.  
 
§ 650.5 Reports of examination. 

The Corporation is subject to the provisions in 12 CFR part 602 regarding FCA Reports 
of Examination. 
 
§ 650.6 Criminal referrals. 

The rules at 12 CFR part 612, subpart B, regarding “Referral of Known or Suspected 
Criminal Violations” are applicable to the Corporation. 

 
4. Revise part 651 to read as follows: 

 
PART 651--FEDERAL AGRICULTURAL MORTGAGE CORPORATION 
GOVERNANCE 
Subpart A--General 
Sec. 
651.1  Definitions. 
651.2  [Reserved] 
 
Subpart B--Standards of Conduct 

651.21  [Reserved] 
651.22  Conflict-of-interest policy. 
651.23  Implementation of policy. 
651.24  Director, officer, employee, and agent responsibilities. 
 
Subpart C--Board Governance 
651.30  [Reserved] 
651.35  [Reserved] 
651.40  [Reserved] 
651.50  Committees of the Corporation’s board of directors. 
 
 Authority: Secs. 4.12, 5.9, 5.17, 8.3, 8.11, 8.14, 8.31, 8.32, 8.33, 8.34, 8.35, 8.36, 
8.37, 8.41 of Pub. L. 92-181, 85 Stat. 583 (12 U.S.C. 2183, 2243, 2252, 2279aa-3, 2279aa-11, 
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2279aa-14, 2279bb, 2279bb-1, 2279bb-2, 2279bb-3, 2279bb-4, 2279bb-5, 2279bb-6, 2279cc); 
sec. 514 of Pub. L. 102-552, 106 Stat. 4102; sec. 118 of Pub. L. 104-105, 110 Stat. 168. 

 
Subpart A--General 
§ 651.1 Definitions. 

The following definitions apply to this part: 
Act or Authorizing statute means the Farm Credit Act of 1971, as amended.  
Agent means any person (other than a director, officer, or employee of the Corporation) 

who represents the Corporation in contacts with third parties or who provides professional 
services such as legal, accounting, or appraisal services to the Corporation. 

Affiliate means any entity established under authority granted to the Corporation under 
section 8.3(c)(14) of the Act. 

Appointed director means a member of the Corporation’s board of directors who was 
appointed to the Corporation board by the President of the United States of America. 

Business day means a day the Corporation is open for business, excluding the legal public 
holidays identified in 5 U.S.C. 6103(a). 

Class A stockholders means holders of common stock in the Corporation that are 
insurance companies, banks, or other financial institutions or entities. 

Class B stockholders means holders of common stock in the Corporation that are Farm 
Credit System institutions. 

Conflict-of-interest means a director, officer, or employee of the Corporation has an 
interest in a transaction, relationship, or activity that might adversely affect, or appear to 
adversely affect, the ability of the director, officer, or employee to perform his or her official 
duties on behalf of the Corporation in an objective and impartial manner in furtherance of the 
interest of the Corporation and its statutory purposes. 

Corporation means the Federal Agricultural Mortgage Corporation and its affiliates. 
Director elections mean the process of searching for director candidates, conducting 

director nominations, and voting for directors.   
Elected director means a member of the Corporation’s board of directors who was 

elected by either Class A or Class B stockholders.  
Employee means any salaried individual working part-time, full-time, or temporarily for 

the Corporation. 
Entity means a corporation, company, association, firm, joint venture, partnership 

(general or limited), society, joint stock company, trust (business or otherwise), fund, or other 
organization or institution. 

FCA means the Farm Credit Administration, an independent Federal agency of the 
executive branch. 

Material means conflicting interests of sufficient magnitude or significance that a 
reasonable person with knowledge of the relevant facts would question the ability of the person 
having such interest to discharge official duties in an objective and impartial manner in 
furtherance of the interests and statutory purposes of the Corporation. 

Officer means the salaried president, vice presidents, secretary, treasurer, and general 
counsel, or other person, however designated, who holds a position of similar authority in the 
Corporation. 

OSMO means the FCA Office of Secondary Market Oversight, which is responsible for 
the general supervision of the safe and sound exercise of the Corporation’s powers, functions, and 
duties and compliance with laws and regulations. 

Our or we means the FCA or OSMO, as appropriate to the context of the provision 
employing the term.  

Person means individual or entity. 
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Reasonable person means a person under similar circumstances exercising the average 
level of care, skill, and judgment in his or her conduct.  

Resolved means an actual or potential material conflict-of-interest that has been altered so 
that a reasonable person with knowledge of the relevant facts would conclude that the conflicting 
interest would not adversely affect the person's performance of official duties in an objective and 
impartial manner and in furtherance of the interests and statutory purposes of the Corporation. 

Signed, when referring to paper form, means a manual signature, and, when referring to 
electronic form, means marked in a manner that authenticates each signer’s identity. 
 
§ 651.2 [Reserved] 
 
Subpart B--Standards of Conduct 

§ 651.21 [Reserved] 

§ 651.22 Conflict-of-interest policy. 
The Corporation shall establish and administer a conflict-of-interest policy that will 

provide reasonable assurance that the directors, officers, employees, and agents of the 
Corporation discharge their official responsibilities in an objective and impartial manner in 
furtherance of the interests and statutory purposes of the Corporation. The policy shall, at a 
minimum: 

(a) Define the types of transactions, relationships, or activities that could reasonably be 
expected to give rise to potential conflicts of interest.  For the purpose of determining whether a 
potential conflict of interest exists, the following interests shall be imputed to a person subject to 
this regulation as if they were that person's own interests: 

(1) Interests of any individual residing in that person’s household; 
(2) Interests of any individual identified as a legal dependent of that person; 
(3) Interests of that person's general business partner; 
(4) Interests of an organization or entity that the person serves as officer, director, trustee, 

general partner or employee; and 
(5) Interests of a person, organization, or entity with which that person is negotiating for 

or has an arrangement concerning current or prospective employment. 
(b) Require each director, officer, and employee to report in writing, annually, and at 

such other times as conflicts may arise, sufficient information about financial interests, 
transactions, relationships, and activities to inform the Corporation of potential conflicts of 
interest; 

(c) Require each director, officer, and employee who had no transaction, relationship, or 
activity required to be reported under paragraph (b) of this section at any time during the year to 
file a signed statement to that effect; 

(d) Establish guidelines for determining when a potential conflict is material in 
accordance with this subpart; 

(e) Establish procedures for resolving or disclosing material conflicts of interest. 
(f) Provide internal controls to ensure that reports are filed as required and that conflicts 

are resolved or disclosed in accordance with this subpart. 
(g) Notify directors, officers, and employees of the conflict-of-interest policy and any 

subsequent changes thereto and allow them a reasonable period of time to conform to the policy. 
 
§ 651.23 Implementation of policy. 

(a) The Corporation shall disclose any unresolved material conflicts of interest involving 
its directors, officers, and employees to: 

(1) Shareholders through annual reports and proxy statements; and 
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(2) Investors and potential investors through disclosure documents supplied to them. 
(b) The Corporation shall make available to any shareholder, investor, or potential 

investor, upon request, a copy of its policy on conflicts of interest. The Corporation may charge a 
nominal fee to cover the costs of reproduction and handling. 

(c) The Corporation shall maintain all reports of all potential conflicts of interest and 
documentation of materiality determinations and resolutions of conflicts of interest for a period of 
6 years. 

 
§ 651.24 Director, officer, employee, and agent responsibilities. 

(a) Each director, officer, employee, and agent of the Corporation shall: 
(1) Conduct the business of the Corporation following high standards of honesty, 

integrity, impartiality, loyalty, and care, consistent with applicable law and regulation in 
furtherance of the Corporation's public purpose; 

(2) Adhere to the requirements of the conflict-of-interest policy established by the 
Corporation and provide any information the Corporation deems necessary to discharge its 
responsibilities under this subpart. 

(b) Directors, officers, employees, and agents of the Corporation shall be subject to the 
penalties of part C of title V of the Farm Credit Act of 1971, as amended, for violations of this 
regulation, including failure to adhere to the conflict-of-interest policy established by the 
Corporation. 
 
Subpart C--Board Governance 
 
§ 651.30 [Reserved] 
 
§ 651.35 [Reserved] 
 
§ 651.40 [Reserved] 
 
§ 651.50 Committees of the Corporation’s board of directors. 

(a) General. No committee of the board of directors may be delegated the authority of the 
board of directors to amend Corporation bylaws. No committee of the board of directors shall 
relieve the board of directors or any board member of a responsibility imposed by law or 
regulation. 

(b) Required committees. The board of directors of the Corporation must have 
committees, however styled, that address risk management, audit, compensation, and corporate 
governance. Neither the risk management committee nor the audit committee may be combined 
with any other committees. This provision does not prevent the board of directors from 
establishing any other committees that it deems necessary or useful to carrying out its 
responsibilities. 

(c) Charter.  Each committee required by this section must develop a formal written 
charter that specifies the scope of the committee’s powers and responsibilities, as well as the 
committee’s structure, processes, and membership requirements. To be effective, the charter must 
be approved by action of the full board of directors.  No director may serve as chairman of more 
than one of the board committees required by this section. 

(d) Frequency of meetings and records. Each committee of the board of directors 
required by this section must meet with sufficient frequency to carry out its obligations and duties 
under applicable laws, regulations, and its operating charter.  Each of these committees must 
maintain minutes of its meetings. The minutes must record attendance, the agenda (or equivalent 
list of issues under discussion), a summary of the relevant discussions held by the committee 
during the meeting, and any resulting recommendations to the board. Such minutes must be 
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retained for a minimum of 3 years and must be available to the entire board of directors and to 
OSMO. 

 
5. Add part 653 to read as follows: 

 
PART 653--FEDERAL AGRICULTURAL MORTGAGE CORPORATION RISK 
MANAGEMENT  
Sec. 
653.1  Definitions. 
653.2  General. 
653.3  Risk management. 
653.4  Internal controls. 
 

Authority: Secs. 8.3, 8.4, 8.6, 8.8, and 8.10 of Pub. L. 92-181, 85 Stat. 583 (12 U.S.C. 
2279aa-3, 2279aa-4, 2279aa-6, 2279aa-8, and 2279aa-10). 
 
§ 653.1 Definitions. 

The following definitions apply to this part: 
Corporation means the Federal Agricultural Mortgage Corporation and its affiliates. 
FCA means the Farm Credit Administration, an independent Federal agency of the 

executive branch.  
OSMO means the FCA Office of Secondary Market Oversight, which is responsible for 

the general supervision of the safe and sound exercise of the Corporation’s powers, functions, and 
duties and compliance with laws and regulations. 
 
§ 653.2 General.   

The Corporation’s board of directors must approve the overall risk-appetite of the 
Corporation and regularly monitor internal controls to provide reasonable assurance that risk-
taking activities are conducted in a safe and sound manner.   
 

§ 653.3 Risk management. 
(a) Risk management program.  The Corporation's board of directors must establish, 

maintain, and periodically update an enterprise-wide risk management program addressing how 
the Corporation’s activities are exercised in a safe and sound manner.  The implementation of the 
risk management program may reside with senior management.  The risk management program at 
a minimum must: 

(1) Periodically assess and document the Corporation's risk profile.  
(2) Align the Corporation's risk profile with the board-approved risk appetite and the 

Corporation's operational planning strategies and objectives.   
(3) Specify management's authority to carry out risk management responsibilities. 
(4) Integrate risk management and control objectives into management goals and 

compensation structures.  
(5) Comply with all applicable FCA regulations and policies.   
(b) Risk committee. The Corporation’s board-level risk committee assists the full board of 

directors in the oversight of the enterprise-wide risk management program of the Corporation.   
(1) The risk committee must have at least one member with an understanding of risk 

management commensurate with the Corporation's capital structure, risk profile, complexity, 
activities, size, and other appropriate risk-related factors.   

(2) The responsibilities of the risk committee include, but are not limited to:  
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(i) Periodically assessing management’s implementation of the enterprise-wide risk 
management program;  

(ii) Recommending changes to the risk management program to keep the program 
commensurate with the Corporation’s capital structure, risk appetite, complexity, activities, size, 
and other appropriate risk-related factors; and 

(iii) Receiving and reviewing regular reports directly from personnel responsible for 
implementing the Corporation’s risk management program. 

(c) Management of risk. The Corporation must have a risk officer, however styled, who is 
responsible for implementing and maintaining the enterprise-wide risk management practices of 
the Corporation.  The risk officer must have risk management experience commensurate with the 
Corporation’s capital structure, risk appetite, complexity, activities, and size. The responsibilities 
of the risk officer include, but are not limited to:  

(1) Identifying and monitoring compliance with risk limits, exposures, and controls;  
(2) Implementing risk management policies, procedures, and risk controls;  
(3) Developing appropriate processes and systems for identifying and reporting risks, 

including emerging risks;  
(4) Reporting on risk management issues, emerging risks, and compliance concerns; and 
(5) Making recommendations on adjustments to the risk management policies, 

procedures, and risk controls of the Corporation. 
 

§ 653.4 Internal controls. 
(a) The Corporation's board of directors must adopt an internal controls policy that 

provides adequate directions for, and identifies expectations in, establishing effective safety and 
soundness control over, and accountability for, the Corporation’s operations, programs, and 
resources.   

(b) The internal controls system must address: 
(1) The efficiency and effectiveness of the Corporation’s activities; 
(2) Safeguarding the assets of the Corporation; 
(3) Evaluating the reliability, completeness, and timely reporting of financial and 

management information;  
(4) Compliance with applicable laws, regulations, regulatory directives, and the policies 

of the Corporation's board of directors and senior management; 
(5) The appropriate segregation of duties among the Corporation personnel so that 

personnel are not assigned conflicting responsibilities; and 
(6) The completeness and quality of information provided to the Corporation's board of 

directors.  
(c) The Corporation is responsible for establishing and implementing an effective system 

to identify internal controls weaknesses and taking action to correct detected weaknesses.  The 
Corporation must document:  

(1) The process used to identify weaknesses,  
(2) Any found weaknesses, and  
(3) How identified weaknesses were addressed. 
 
6. Revise part 655 to read as follows: 

 
PART 655--FEDERAL AGRICULTURAL MORTGAGE CORPORATION 
DISCLOSURE AND REPORTING REQUIREMENTS 
Subpart A--General 
Sec. 
655.1 Definitions. 
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Subpart B--Report of Condition of the Federal Agricultural Mortgage Corporation 
655.10 Reports of condition. 
655.15 Interim reports, notices, and proxy statements. 
 
Subpart C—-Reports Relating to Securities Activities of the Federal Agricultural Mortgage 
Corporation 
655.20 Securities not registered under the Securities Act. 
655.21 Filings and communications with the U.S. Treasury, the SEC and NYSE. 
 
 Authority: Secs. 5.9, 8.3, 8.11, and 8.12 of Pub. L. 92-181, 85 Stat. 583 (12 U.S.C. 
2243, 2279aa-3, 2279aa-11, 2279aa-12). 

Subpart A--General 

§ 655.1 Definitions. 
The following definitions apply to this part: 
Act or authorizing statute means the Farm Credit Act of 1971, as amended. 
Business day means a day the Corporation is open for business, excluding the legal public 

holidays identified in 5 U.S.C. 6103(a). 
Corporation means the Federal Agricultural Mortgage Corporation and its affiliates. 
FCA means the Farm Credit Administration, an independent Federal agency of the 

executive branch.  
Material, when used to qualify a requirement to furnish information as to any subject, 

means the information required for those matters to which there is a substantial likelihood that a 
reasonable person would attach importance in making investor decisions or determining the 
financial condition of the Corporation. 

NYSE means the New York Stock Exchange, a listing exchange. 
OSMO means the FCA Office of Secondary Market Oversight, which is responsible for 

the general supervision of the safe and sound exercise of the Corporation’s powers, functions, and 
duties and compliance with laws and regulations. 

Our or us means the FCA or OSMO, as appropriate to the context of the provision 
employing the term. 

Person means individual or entity. 
SEC means the Securities and Exchange Commission 
Securities Act means the Securities Act of 1933 (15 U.S.C. 77a et seq.) or the Exchange 

Act of 1934 (15 U.S.C. 78a et seq.), or both, as appropriate to the context of the provision 
employing the term. 

Signed, when referring to paper form, means a manual signature, and, when referring to 
electronic form, means marked in a manner that authenticates each signer’s identity. 
 
Subpart B—-Reports of Condition of the Federal Agricultural Mortgage Corporation 
 
§ 655.10 Reports of condition. 

(a) General. The Corporation must prepare and publish annual reports to its shareholders 
of its condition, including financial statements and related schedules, exhibits, and other 
documents that are part of the reports.  The contents of each report must be equivalent in content 
to the annual report to shareholders required by the Securities Act unless we issue instructions 
otherwise. 

(b) Signatures and certification.  Each report issued under this subpart must be signed. 
The Corporation must designate the representatives who will sign each report.  The name and 
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position title of each person signing the report must be printed beneath his or her signature.  The 
signatories must certify the report by using the SEC rules on certifications for disclosures in 
annual reports to shareholders.   

(c) Distribution. The Corporation must distribute the signed annual report of condition to 
its shareholders within 120 days of its fiscal year-end. Within 5 days of signing, the Corporation 
must provide us one paper and one electronic copy of every signed report that is distributed to its 
shareholders. If the report is the same as that filed with the SEC, the Corporation may instead 
provide the signed reports to us only in electronic form and simultaneous with filing the report 
with the SEC.     

(1) The Corporation must publish on its Web site a copy of each annual report to 
shareholders within 3 business days of filing the report with us.  The report must remain on the 
Web site until the next report is posted.  When the reports are the same as those filed with the 
SEC, electronic links to the SEC filings Web site may be used in satisfaction of this requirement. 

(2) Upon receiving a request for an annual report of condition from a stockholder, 
investor, or the public, the Corporation must promptly provide the requester the most recent 
annual report issued in compliance with this section. 
 
§ 655.15 Interim reports, notices, and proxy statements. 

(a) The Corporation must provide to us one paper and one electronic copy of every 
interim report, notice, and proxy statement filed with the SEC within 1 business day of filing the 
item with the SEC, including all papers and documents that are a part of the report, notice, or 
statement. 

(b) The Corporation must publish a copy of each interim report, notice, and proxy 
statement on its Web site within 5 business days of filing the document(s) with the SEC.  The 
Corporation may omit from these postings confidential, non-public information contained in the 
interim report, notice, or proxy statement.  The interim report, notice, or proxy statement must 
remain on the Web site for 6 months or until the next annual report of condition is posted, 
whichever is later.  Electronic links to the SEC filings Web site may be used in satisfaction of this 
requirement. 
 
Subpart C—-Reports Relating to Securities Activities of the Federal Agricultural Mortgage 
Corporation 
 
§ 655.20 Securities not registered under the Securities Act. 

The Corporation must make special filings with the Director of OSMO for securities 
either issued or guaranteed by the Corporation that are not registered under the Securities Act.  
These filings include, but are not limited to: 

(a) Either one paper or one electronic copy of any offering circular, private placement 
memorandum, or information statement prepared in connection with the securities offering at or 
before the time of the securities offering. 

(b) For securities backed by qualified loans as defined in section 8.0(9)(A) of the Act, 
either one paper or one electronic copy of the following within 1 business day of the finalization 
of the transaction: 

(1) The private placement memoranda for securities sold to investors; and 
(2) The final agreement and all supporting documents material to the Corporation’s 

purchase of a security under section 8.6(e) of the Act. 
(c) For securities backed by qualified loans as defined in section 8.0(9)(B) of the Act, the 

Corporation must provide summary information on such securities issued during each calendar 
quarter in the form prescribed by us. Such summary information must be provided with each 
report of condition and performance (Call report) filed pursuant to § 621.12, and at such other 
times as we may require. 
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§ 655.21 Filings and communications with the U.S. Treasury, the SEC, and NYSE. 
(a) The Corporation must send us one paper and one electronic copy of every filing made 

with U.S. Treasury, the SEC, or NYSE, including financial statements and related schedules, 
exhibits, and other documents that are a part of the filing.  Such items must be filed with us no 
later than 1 business day after the U.S. Treasury, SEC, or NYSE filing.  For those filings with the 
NYSE that duplicate ones made to the SEC, the Corporation may send only the SEC filing to us.  
If the filing is one addressed in subpart B of this part, no action under this paragraph is required. 

(b) The Corporation must send us, within 3 business days and according to instructions 
provided by us, copies of all substantive correspondence between the Corporation and the U.S. 
Treasury, the SEC, or NYSE that are directed at the activities of the Corporation. 

(c) The Corporation must notify us within 1 business day if it becomes exempt or claims 
exemption from the filing requirements of the Securities Act. Notice is not required when the 
Corporation claims an exemption that is generally available under SEC rules and regulations to 
similarly situated filers. 
 
Date: July 20, 2016   
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
 
 



[6705-01-P] 
 
FARM CREDIT ADMINISTRATION  
 
12 CFR Part 602 
 
RIN 3052-AD18 
 
Releasing Information; Availability of Records of the Farm Credit Administration; FOIA 
Fees 
 
AGENCY: Farm Credit Administration. 
 
ACTION: Final rule. 
 
SUMMARY: The Farm Credit Administration (FCA or Agency) issues a final rule amending its 
regulations to reflect changes to the Freedom of Information Act (FOIA). The FOIA 
Improvement Act of 2016 requires FCA to amend its FOIA regulations to extend the deadline for 
administrative appeals, to add information on dispute resolution services, and to amend the way 
FCA charges fees. 
 
DATES: This regulation will become effective no earlier than 30 days after publication in the 
Federal Register during which either one or both Houses of Congress are in session. We will 
publish a notice of the effective date in the Federal Register. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Mike Wilson, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, McLean, 
VA 22102-5090, (703)-883-4124, TTY (703) 883-4434; 
 
or  
 
Autumn Agans, Attorney-Advisor, Office of General Counsel, Farm Credit Administration, 
McLean, VA 22102-5090. (703) 883-4020, TTY (703) 883-4020. 
 
SUPPLEMENTARY INFORMATION: 
 
I. Objective 
 The objective of this final rule is to reflect changes to the FOIA by the FOIA 
Improvement Act of 2016 (Improvement Act). The Improvement Act added additional 
protections for requesters of records held by the executive branch of the U.S. Government. 
 
II. Background 

The FOIA was enacted to give the public a right to access records held by the executive 
branch that, although not classified, were not otherwise available to them.1 Since its enactment in 

                                                           
1 Pub. L. 89–554, Sept. 6, 1966, 80 Stat. 383; Pub. L. 90–23, sec. 1, June 5, 1967, 81 Stat. 54; Pub. L. 93–
502, secs. 1–3, Nov. 21, 1974, 88 Stat. 1561–1564; Pub. L. 94–409, sec. 5(b), Sept. 13, 1976, 90 Stat. 1247; 
Pub. L. 95–454, title IX, sec. 906(a)(10), Oct. 13, 1978, 92 Stat. 1225; Pub. L. 98–620, title IV, sec. 402(2), 
Nov. 8, 1984, 98 Stat. 3357; Pub. L. 99–570, title I, secs. 1802, 1803, Oct. 27, 1986, 100 Stat. 3207–48, 
3207–49; Pub. L. 104–231, secs. 3–11, Oct. 2, 1996, 110 Stat. 3049–3054; Pub. L. 107–306, title III, 
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1966, the FOIA has been amended on a number of occasions to adapt to the times and changing 
priorities. 
 
III. FOIA Procedures 

The Improvement Act contains several substantive and procedural amendments to the 
FOIA, as well as new reporting requirements for agencies.2 The Improvement Act addresses a 
range of procedural issues, including requirements that agencies establish a minimum of 90 days 
for requesters to file an administrative appeal and that they provide dispute resolution services at 
various times throughout the FOIA process. The Improvement Act also updates how fees are 
assessed. 
 
IV. Section-by-Section Analysis 
A.  Section 602.8 

We revise § 602.8 by:  
1. Changing the appeals deadline from 30 days to 90 days in paragraph (a); and 
2. Adding FCA’s FOIA Public Liaison and the Office of Government Information 

Services to the list of offices available to offer dispute resolution services in paragraph (d). 
B.  Section 602.12 

We revise § 602.12 by adding paragraphs (f), (g), and (h) with updated information about 
charging fees. 
C.  Section 602.16 

We revise § 602.16 by removing the last line of the paragraph, which requires FCA to 
assume multiple requests made within 30 days have been made to avoid fees. 
 
V. Certain Findings 
 We have determined that the amendments mandated by the Improvement Act involve 
agency management and technical changes. Therefore, the amendments do not constitute a 
rulemaking under the Administrative Procedure Act (APA), 5 U.S.C. 551, 553(a)(2). Under the 
APA, the public may participate in the promulgation of rules that have a substantial impact on the 
public. The amendments to our regulations relate to agency management and technical changes 
only and are required by statute, and therefore, do not require public participation. 
 Even if these amendments were a rulemaking under 5 U.S.C. 551, 553(a)(2) of the APA, 
we have determined that notice and public comment are unnecessary and contrary to the public 
interest. Under 5 U.S.C. 553(b)(B) of the APA, an agency may publish regulations in final form 
when the agency for good cause finds that notice and public procedure thereon are impracticable, 
unnecessary, or contrary to public interest. The proposed amendments are required by statute, are 
not a matter of agency discretion, and provide additional protections to the public through the 
existing regulations. Thus, notice and public procedure are impracticable, unnecessary, and 
contrary to the public interest. 
 
VI. Regulatory Flexibility Act 
 Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), FCA 
hereby certifies that the final rule will not have a significant economic impact on a substantial 
number of small entities.  Each of the banks in the Farm Credit System (System), considered 
together with its affiliated associations, has assets and annual income in excess of the amounts 
that would qualify them as small entities.  Therefore, System institutions are not “small entities” 
as defined in the Regulatory Flexibility Act. 

                                                           
sec. 312, Nov. 27, 2002, 116 Stat. 2390; Pub. L. 110–175, secs. 3, 4(a), 5, 6(a)(1), (b)(1), 7(a), 8–10(a), 12, 
Dec. 31, 2007, 121 Stat. 2525–2530; Pub. L. 111–83, title V, sec. 564(b), Oct. 28, 2009, 123 Stat. 2184. 
2 Pub. L. 114-185, June 30, 2016. 
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List of Subjects in 12 CFR Part 602  
Courts, Freedom of information, Government employees. 
 
As stated in the preamble, part 602 of chapter VI, title 12 of the Code of Federal 

Regulations is amended as follows: 
 
PART 602 – RELEASING INFORMATION 
 

1. The authority citation for part 602 continues to read as follows: 
 
Authority: Secs. 5.9, 5.17, 5.59 of 92-181, 85 Stat. 583 (12 U.S.C. 2243, 2252, 2277a-

8); 5 U.S.C. 301, 552; 52 FR 10012; E.O. 12600; 52 FR 23781, 3 CFR 1987, p. 235. 
 
Subpart B—Availability of Records of the Farm Credit Administration 
 

2. Section 602.8 is amended by revising paragraph (a) and adding paragraph (d) to read 
as follows: 

 
§ 602.8 Appeals. 

(a) How to appeal. You may appeal a total or partial denial of your FOIA request within 
90 calendar days of the date of the denial letter. Your appeal must be in writing and addressed to 
the Director, Office of Agency Services (OAS), Farm Credit Administration. You may send it: 

(1) By mail to 1501 Farm Credit Drive, McLean, Virginia 22102-5090;  
(2) By facsimile to (703) 893-2608; or  
(3) By E-mail to foiaappeal@fca.gov.  

You also have the right to seek dispute resolution services from FCA’s FOIA Public Liaison and 
the Office of Government Information Services.  
*  *  *  *  *   

(d) How to seek dispute resolution services. Requesters may seek dispute resolution 
services from:  

(1) FCA’s FOIA Public Liaison; 
(i) By mail addressed to FOIA Public Liaison, 1501 Farm Credit Drive, McLean, 

Virginia 22101-5090;  
(ii) By facsimile at 703-790-3260; or  
(iii) By E-mail at FOIAPublicLiaison@fca.gov.  
(2) Office of Government Information Services;  
(i) By mail to Office of Government Information Services, National Archives and 

Records Administration, 8601 Adelphi Road – OGIS, College Park, Maryland, 20740-6001; 
(ii) By facsimile at (202) 741-5769; or 
(iii) By E-mail at ogis@nara.gov.   

 
Subpart C—FOIA Fees  
 

3. Section 602.12 is amended by adding paragraphs (f), (g) and (h) to read as follows:  
 
§ 602.12 Fees.  
*  *  *  *  *  

 (f) We will not assess fees if we fail to comply with any time limit under the FOIA or 
these regulations, and have not timely notified the requester, in writing, that an unusual 
circumstance exists. If an unusual circumstance exists, and timely, written notice is given to the 



4 
 

requester, we may be excused an additional 10 working days before fees are automatically 
waived under this paragraph.  

(g) If we determine that unusual circumstances apply and more than 5,000 pages are 
necessary to respond to a request, we may charge fees if we provided a timely, written notice to 
the requester and discussed with the requester via mail, E-mail, or telephone (or made at least 
three good-faith attempts to do so) how the requester could effectively limit the scope of the 
request.  

(h) If a court has determined that exceptional circumstances exist, a failure to comply 
with time limits imposed by these regulations or FOIA shall be excused for the length of time 
provided by court order.  

 
4. Section 602.16 is revised to read as follows:  
 

§ 602.16 Combining requests. 
 You may not avoid paying fees by filing multiple requests at the same time.  When FCA 
reasonably believes that you, alone or with others, are breaking down one request into a series of 
requests to avoid fees, we will combine the requests and charge accordingly.   
 
Date: September 9, 2016  
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
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FARM CREDIT ADMINISTRATION 
 
12 CFR Part 652 
 
RIN 3052-AC70 
 
Federal Agricultural Mortgage Corporation Funding and Fiscal Affairs; Farmer Mac Risk-Based 
Capital Stress Test, Version 5.0 
 
AGENCY:  Farm Credit Administration. 
 
ACTION:  Advance notice of proposed rulemaking. 
 
SUMMARY:  In this advance notice of proposed rulemaking (ANPRM), the Farm Credit Administration 
(FCA, we, us, our) is requesting comments on alternatives to using credit ratings issued by nationally 
recognized statistical ratings organizations (NRSRO or credit rating agency) in regulations addressing the 
Risk-Based Capital Stress Test (RBCST or stress test) for the Federal Agricultural Mortgage Corporation 
(Farmer Mac or FAMC).  Recent legislation requires every Federal agency to remove any references to 
credit ratings from its regulations and to substitute them with other standards of creditworthiness 
considered appropriate.  Additionally, in response to this same legislative emphasis on ensuring 
appropriate prudential oversight of derivatives transactions, we are  considering whether the RBCST 
should include a more explicit and comprehensive capital charge for counterparty risk stemming from 
derivative transactions.  Lastly, through the ANPRM we are seeking public input on how we might revise 
the operational and strategic business planning requirements for FAMC to place greater emphasis on 
diversity and inclusion. 
 
DATES:  You may send comments on or before August 15, 2011. 
 
ADDRESSES:  We offer a variety of methods for you to submit comments.  For accuracy and efficiency 
reasons, commenters are encouraged to submit comments by e-mail or through the FCA's Web site.  As 
facsimiles (fax) are difficult for us to process and achieve compliance with section 508 of the 
Rehabilitation Act, we no longer accept comments submitted by fax.  Regardless of the method you use, 
please do not submit your comment multiple times via different methods.  You may submit comments by 
any of the following methods: 
 



• E-mail:  Send us an e-mail at reg-comm@fca.gov. 
• FCA Web site:  http://www.fca.gov.  Select "Public Commenters", then "Public Comments", and 

follow the directions for "Submitting a Comment". 
• Federal eRulemaking Portal:  http://www.regulations.gov.  Follow the instructions for submitting 

comments. 
• Mail:  Laurie A. Rea, Director, Office of Secondary Market Oversight, 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 on 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, including any supporting data provided, but for technical reasons we may omit 
items such as logos and special characters.  Identifying information that you provide, such as phone 
numbers and addresses, will be publicly available.  However, we will attempt to remove e-mail addresses 
to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Joseph T. Connor, Associate Director for Policy and Analysis, Office of Secondary Market Oversight, 
Farm Credit Administration, McLean, VA  22102-5090, (703) 883-4280, TTY (703) 883-4434, 
 
Or 
 
Laura McFarland, Senior Counsel, Office of the General Counsel, Farm Credit Administration, McLean, 
VA  22102-5090, (703) 883-4020, TTY (703) 883-4020. 
 
SUPPLEMENTARY INFORMATION: 
 
I. Objective 
 

The purpose of this ANPRM is to gather public input on how FCA might: 
 

• Revise existing Farmer Mac RBCST regulations to replace data from credit rating agencies.   
 
• Comprehensively address derivative counterparty exposure in the RBCST; and 
 
• Revise operational and strategic business planning requirements to place greater emphasis on 

diversity and inclusion. 
 

II. Background 
 

Farmer Mac is an institution of the Farm Credit System, regulated by FCA through the FCA 
Office of Secondary Market Oversight (OSMO).  Farmer Mac was established and chartered by Congress 
to create a secondary market for agricultural real estate mortgage loans, rural housing mortgage loans, and 
rural utilities loans, and it is a stockholder-owned instrumentality of the United States.  Title VIII of the 
Farm Credit Act of 1971, as amended, (Act) governs Farmer Mac.1  

  
On July 21, 2010, the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 

(Dodd-Frank Act) was enacted.2 Section 939A of the Dodd-Frank Act requires Federal agencies to 
review all regulatory references to NRSRO credit ratings and replace those references with other 

mailto:reg-comm@fca.gov
http://www.fca.gov/
http://www.regulations.gov/
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appropriate standards for determining creditworthiness.  The Dodd-Frank Act further provides that, to the 
extent feasible, agencies should adopt a uniform standard of creditworthiness for use in regulations, 
taking into account the entities regulated and the purposes for which such regulated entities would rely on 
the creditworthiness standard.  

  
The FCA uses credit rating agency data in its RBCST regulations for Farmer Mac.  Section 8.32 

of the Act required FCA to establish a risk-based capital stress test for Farmer Mac's portfolio.3 This 
stress test determines the level of regulatory capital necessary for Farmer Mac to maintain positive capital 
during a 10-year period where stressful credit and interest rate conditions occur.  We first published 
regulations on the stress test, and other requirements related to section 8.32 of the Act, in the Federal 
Register at 66 FR 19048 (April 12, 2001).  Since then, we revised the stress test several times, most 
recently to capture capital requirements for Farmer Mac's rural utilities authorities.  The existing RBCST 
for Farmer Mac is contained in 12 CFR part 652, subpart B, and it currently relies, in part, on NRSRO 
credit ratings when calculating regulatory minimum capital requirements.  

  
We have comprehensively reviewed our regulations that use or rely on credit ratings, including 

other sections in part 652 which govern Farmer Mac’s non-program investments and liquidity reserve 
requirements.  This ANPRM is one of several notices and proposed rules on which we will be seeking 
public input relating to use of credit ratings in our rules. 

 
A. Farmer Mac Programs 

 
Under the Farmer Mac I program, FAMC guarantees prompt payment of principal and interest on 

securities representing interests in, or obligations backed by, mortgage loans secured by first liens on 
agricultural real estate or rural housing.  It also purchases, or commits to purchase, qualified loans or 
securities backed by qualified loans directly from lenders.  Under the Farmer Mac II program, FAMC 
purchases and securitizes portions of certain loans guaranteed by the U.S. Department of Agriculture, 
including farm ownership and operating loans and rural business and community development loans.  
Farmer Mac also guarantees the timely payment of principal and interest on the securities created from 
these loans.  In 2008, Congress granted Farmer Mac the authority to purchase and guarantee securities 
backed by loans to rural electric and telephone utility cooperatives as program business.4   Farmer Mac 
also provides a secondary market for USDA-guaranteed farm program and rural development loans.   

 
B. Risk-based Capital and Credit Ratings 

 
Under our rules, Farmer Mac’s regulatory capital must be sufficient so that it would remain 

positive during the 10-year time horizon of the stress test.  One component of the RBCST accounts for the 
risk of loss on specific types of program investments (i.e., investments backed by agricultural real estate 
mortgage loans, rural housing loans, or rural utility cooperative loans) that include credit enhancement 
features.  In this context, credit risk is adjusted downward based on the whole-letter credit rating of the 
counterparty on AgVantage and similarly structured assets.  The adjustment is made to recognize the risk-
reducing strength of the counterparty’s general obligation backing of these securities.  These securities are 
further backed by eligible loan collateral.  

  
Another component of the RBCST estimates counterparty risk associated with non-program 

investments, e.g., corporate debt, asset-backed securities and mortgage- related securities.  In this context, 
the RBCST reduces earnings at rates related to the cumulative historical default and recovery rates of 
corporate debt by whole-letter credit rating category as published by Moody’s Investor Services.5 The 
RBCST’s calculations in each of these two components use five whole-letter rating categories.  It then 
assigns counterparties into these categories by referencing ratings issued by an NRSRO for the 
counterparty.  The regulations, in turn, specify the change in expected cash flows during the stress period 
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to reflect the risk of default by a counterparty based in part on the assigned ratings category.  The changes 
in cash flows decrease projected losses on program assets and decrease earnings on non-program 
investments, which then translate to changes in equity over the modeling horizon and affect the required 
minimum regulatory capital calculated by the stress test.   

 
FCA initially chose to use NRSRO ratings in the RBCST as a source of objective and neutral 

third-party assessments of the credit risk for particular instruments and counterparties.  We used ratings 
because they were readily and publicly available.  The use of NRSRO ratings was also, at the time, 
believed to offer enhanced consistency in credit evaluation across different components of the RBCST.  
In 2010, the Dodd-Frank Act addressed, in part, the structure of credit rating agencies, requiring revisions 
and imposing other requirements in an effort to resolve the conflicts of interest and other difficulties 
believed to be at the center of the 2008-2009 financial market crisis.  The Dodd-Frank Act also 
questioned the value of these ratings when used as the primary data source in the assessment of the 
creditworthiness of a security or money market instrument.  In connection with that, the Dodd-Frank Act 
requires every Federal agency to remove any reference to, or reliance on, credit rating agencies in its 
regulations and replace any such reference with an alternative standard of credit worthiness considered 
appropriate for the regulatory purpose.  As a result, we are seeking suggestions on what alternative data 
sources would be most appropriate for the RBCST.  

  
C.  Considerations and Objectives for a New Approach to Quantifying Relative 
Creditworthiness 
 

FCA believes that any new standard of creditworthiness should distinguish between different 
levels of credit risk, in an accurate and timely manner, and be transparent in its approach.  We believe it 
should also be applied consistently across the multiple components of the RBCST and be reasonably 
simple, while not unduly burdensome to apply and not be easily subject to manipulation.  FCA recognizes 
that any resulting system will likely involve trade-offs among these objectives, e.g., simple versus 
accurate and timely, accurate and timely versus not burdensome to apply.   

 
To eliminate the use of NRSRO ratings in calculating risk-based capital requirements for Farmer 

Mac, we need to develop an alternative basis to assess counterparty risk.  One approach may be to 
identify objective criteria that Farmer Mac could apply to categorize credit exposures into different risk 
classes and assess counterparty risk accordingly.  The criteria may be broadly designated.  For example, 
credit exposures could be divided into government and non-government, secured and unsecured, or other 
categories, such as maturity.  Such a broad approach, however, may not be able to sufficiently and 
consistently account for difference in relative risk among exposures that fall into the same category.  FCA 
may also consider adopting criteria that reference certain financial or other metrics related to the obligor 
or counterparty.  To be meaningful, the criteria would need to account for or bear a reasonable correlation 
to the potential riskiness of default among different obligors or counterparties.  Any criteria would also 
need to be readily obtainable for all relevant counterparties by FCA, Farmer Mac and the public or it 
might not be sufficiently transparent and objective.  The standards would need to ensure that the 
investment or position is not speculative, and carries credit risk appropriate for Farmer Mac’s risk profile 
and the authorized purposes for non-program investments.  As any new counterparty risk evaluation 
approach is initiated, there is the potential for increased risk as the new system is implemented.   

 
FCA might also consider an approach that builds on Farmer Mac’s internal credit review process 

and allows it to assign risk ratings to various categories and assess risk based on qualitative and 
quantitative standards set by FCA regulations.  For example, FCA could assign loss rate estimates based 
on Farmer Mac’s internal ratings or some modification of such, as reviewed or approved by FCA – or 
simply review or approve Farmer Mac’s mapping of its assigned risk ratings to estimated loss rates.  This 
approach would be more subjective than the alternative discussed above but could allow FCA to leverage 



the data collection and analysis already performed by Farmer Mac.  Under this approach, FCA would 
likely rely heavily on the supervisory process to make sure that Farmer Mac is strictly following its 
internal guidelines and not assuming high levels of credit risk. 

 
Questions (1) through (11) of Section III of this ANPRM address this topic. 
 

D.  Counterparty Risk on Derivatives 
 

As part of our Dodd-Frank Act review and the increasing emphasis by the financial industry on 
ensuring appropriate prudential oversight of derivatives transactions, we are also considering whether the 
RBCST should include a more explicit and comprehensive capital charge for counterparty risk stemming 
from derivative transactions.  

  
The RBCST produces a single comprehensive capital requirement for Farmer Mac by modeling 

changes in cash flows under a specific statutory stress scenario.  We believe there may be opportunities to 
revise the RBCST to add a representation of counterparty default exposure on derivatives transactions by 
considering both net replacement cost as well as current exposure to individual cash flows based on an 
assessment of the counterparty’s creditworthiness.  

   
Questions (12) and (13) of Section III. of this ANPRM address this topic. 
 

E.  Capital and Business Planning 
 

As part of this ANPRM, we are seeking input on how we might revise § 652.60(b) on operational 
and strategic business planning requirements to place greater emphasis on diversity and inclusion in both 
Farmer Mac’s personnel as well as the borrowers and lenders who benefit from its secondary market 
activities.   

 
We believe an integral part of promoting and achieving inclusion and diversity can be 

accomplished through an effective operational plan that includes strategies to seek out qualified loans 
from a diverse group of sources and provides rural lenders with financing products that serve a diverse 
array of borrowers, such as small, beginning, new, disabled, female, and minority farmers, ranchers, and 
rural homeowners, as well as cooperatives with diversity of ownership.  We believe promotion of 
inclusion and diversity should also extend to non-traditional agricultural producers, such as local food 
systems, organic or specialty crop farmers, and community-supported agriculture.   

 
Additionally, we are considering whether Farmer Mac's operational and strategic plans should 

include strategies and actions to achieve diversity and inclusion within FAMC’s workforce, management, 
and governance structure, as well as an assessment of the progress FAMC has made in this area.  We are 
also contemplating whether the plans should describe FAMC's succession programs.  

  
Questions (14) and (15) of Section III. of this ANPRM address this topic. 
 

III.  Request for Comments 

FCA regulations governing the Farmer Mac RBCST contain specific references to credit ratings 
issued by NRSROs for purposes of calculating regulatory minimum capital requirements.  FCA is issuing 
this ANPRM to identify standards that may be appropriate replacements for credit ratings issued by 
NRSROs, which maintain compliance with statutory design requirements for the RBCST.  Other 
regulatory agencies have also issued ANPRMs as part of their process to address references to credit 
ratings in their capital regulations and prudential standards.6 We encourage any interested person(s) to 
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submit comments on the following questions and ask that you support your comments with relevant data 
or examples.  We remind commenters that comments and data submitted in support of a comment are 
available to the public through our rulemaking files. 

 
1. What core principles would be most important in FCA’s development of new standards of 

creditworthiness? 
 
2. What qualitative and quantitative standards would FCA need to set to implement an approach 

that relied on the Farmer Mac to generate internal estimates of counterparty risk exposures?  
What are the strengths and weaknesses of such an approach?  

 
3. Is it important that FCA’s approach to replacing its reliance on credit rating agency data be 

consistent with that of other financial regulators or with those of other Farm Credit System institutions?  
If so, how important and why? 

 
4. What specific creditworthiness or investment criteria should FCA use in its RBCST regulation?   
 
5. What types of objective criteria should be used to differentiate credit exposures and apply 

meaningful counterparty risk estimates in the RBCST?  
 
6. Should different criteria be used for different broad classes of investments or exposures?  If so, 

what perverse incentives or other unintended consequences could that lead to?  For example, could 
criteria that are perceived to be more flexible or subjective for a given asset class incent the regulated 
entity to accept a proportion of exposure to that asset class relative to its entire program (or non-program) 
portfolio that it might deem excessive without that incentive? 

 
7. What approach would estimate a meaningful and consistent level of counterparty risk for a 

variety of exposures by employing publicly available qualitative and quantitative metrics, such as 
individual obligor credit spreads and/or financial ratio analysis to estimate probability of default and 
recovery rates?   

 
8. Alternatively, could such estimates be reasonably made at the level of the market (e.g., 

identifying an index of industry sector spreads and stratifying spreads into certain ranges) and mapped to 
loss rates set by FCA?   

 
9. How might a set of loss rates be developed for each spread stratum? 
 
10. Are there any existing objective tools or approaches that could readily replace references to 

ratings issued by NRSROs in the RBCST?  
 
11. What other approaches or methodologies not discussed above should FCA consider?   
 
12. What methodologies or approaches should FCA consider to more explicitly incorporate a 

derivatives counterparty exposure charge into the RBCST?    
 
13. What is the best manner of evaluating minimum capital requirements on derivative 

counterparty exposures in the RBCST and should a pre-processing model be constructed (i.e., a sub-
model used to derive inputs into the RBCST) to represent this risk--both in terms of missed individual 
contractual cash flows as well the replacement cost on defaulted derivatives?  If so, how should 
replacement costs be estimated? 

 



14. Should Farmer Mac be required to include strategies in its marketing plans that address how 
its secondary market programs and products will be offered to all qualified borrowers, including: 

 
(a) Minorities, the disabled, and women;  
(b) Young, beginning, small, and family farms and cooperatives; or 
(c) Non-traditional agricultural producers, such as local food systems, organic or specialty crop 

farmers and the lenders who serve them?  Why or why not? 
 
15. Should Farmer Mac's marketing plans set quantitative goals to increase purchases of, or 

commitments to purchase, loans to young, beginning, small, and family farms, and those owned or 
operated by minorities, the disabled, and women?  If so, what would be the best method to apply such 
goals to rural utility cooperatives (e.g., minority-managed cooperatives or cooperatives that serve 
predominantly minority residential customers or minority-owned commercial customers)? 

 
16. To what extent should FCA regulations require Farmer Mac to develop a human capital plan 

as part of its strategic and operational business plan to foster diversity in its workforce and succession 
planning?   

 
Dated: June 10, 2011 
 
Mary Alice Donner, 
Acting Secretary, 
Farm Credit Administration Board. 
 
 
 
 
 
 
________________________________ 
1 Pub. L. 92-181, 85 Stat. 583, 12 U.S.C. 2001 et seq. (December 10, 1971). 
2 Pub. L. 111-203, 124 Stat. 1376, (H.R. 4173), July 21, 2010. 
3 12 U.S.C. 2279bb-1. 
4  Section 5406 of Pub. L. 110-246, 122 Stat. 1651 (June 18, 2008)(repealing and replacing Pub. L. 110-
234).  
5 Emery K., Ou S., Tennant, J., Kim F., Cantor R., “Corporate Default and Recovery Rates, 1920 – 2009,” 
published by Moody’s Investors Service, February 2010. 
6 See 75 FR 49423 (Aug. 13, 2010), 75 FR 52283 (Aug. 25, 2010), and 76 FR 5292 (Jan. 31, 2011). 
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FARM CREDIT ADMINISTRATION 
 
Market Access Agreement   
 
AGENCY:  Farm Credit Administration. 
 
ACTION:  Notice of Draft Second Amended and Restated Market Access Agreement; request for 
comments.  
 
SUMMARY:  The Farm Credit Administration (FCA or we) is publishing for comment the Draft Second 
Amended and Restated Market Access Agreement (Draft Second Restated MAA) proposed to be entered 
into by all of the banks of the Farm Credit System (System or FCS) and the Federal Farm Credit Banks 
Funding Corporation (Funding Corporation). This Draft Second Restated MAA is an update to and would 
replace the Amended and Restated MAA (Amended and Restated MAA) approved by the FCA on 
January 9, 2003, and published in the Federal Register on January 15, 2003 (68 FR 2037). The Draft 
Second Restated MAA sets forth the rights and responsibilities of each of the parties when the condition 
of a bank falls below pre-established financial thresholds. 
 
DATES: You may send comments on or before December 1, 2011. 
 
ADDRESSES:  There are several methods for you to submit your comments.  For accuracy and 
efficiency reasons, commenters are encouraged to submit comments by e-mail or through the FCA’s Web 
site.  As facsimiles (faxes) are difficult for us to process and achieve compliance with section 508 of the 
Rehabilitation Act, we are no longer accepting comments submitted by fax.  Regardless of the method 
you use, please do not submit your comment multiple times via different methods.  You may submit 
comments by any of the following methods: 
 

· E-mail:  Send us an e-mail at reg-comm@fca.gov.  
 
· FCA Web site:  http://www.fca.gov.  Select “Public Commenters,” then “Public Comments,” and 

follow the directions for “Submitting a Comment.” 
 
· Federal E-Rulemaking Web site:   http://www.regulations.gov.  Follow the instructions for 

submitting comments. 
 

http://ww3.fca.gov/readingrm/fedreg/Federal%20Register%20Documents/68%20FR%202037.docx


· Mail:  Send mail to Gary K. Van Meter, Director, Office of Regulatory Policy, Farm Credit 
Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090. 

 
You may review copies of comments we receive at our office in McLean, Virginia, or on 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 that you provide, such as phone numbers and addresses, will be publicly available.  
However, we will attempt to remove e-mail addresses to help reduce Internet spam.  

 
FOR FURTHER INFORMATION CONTACT: 
 
Thomas R. Risdal, Senior Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, 
McLean, VA 22102-5090, (703) 883-4257, TTY (703) 883-4434, 
 
or 
 
Rebecca S. Orlich, Senior Counsel, Office of General Counsel, Farm Credit Administration, McLean, VA 
22102-5090, (703) 883-4020, TTY (703) 883-4020. 
 
SUPPLEMENTARY INFORMATION:   
 

System banks and the Funding Corporation entered into the original Market Access Agreement 
(original MAA) on September 1, 1994, to help control the risk of each System bank by outlining each 
party's respective rights and responsibilities in the event the condition of a System bank fell below certain 
financial thresholds.  As part of the original MAA, System banks and the Funding Corporation agreed to 
periodic reviews of the terms of the MAA to consider whether any amendments were appropriate.  The 
original MAA was updated by the parties in 2003 in the Amended and Restated MAA and received FCA 
approval following notice and request for public comments in the Federal Register.1    

 
On December 3, 2010, the FCA Board approved amendments to the Amended and Restated 

MAA that would conform its provisions to the System banks' proposed Joint and Several Liability 
Reallocation Agreement (Reallocation Agreement) to ensure that the MAA provisions did not impede 
operation of the Reallocation Agreement; the amendments also provided that the MAA and the 
Reallocation Agreement are separate agreements, and invalidation of one does not affect the other.  The 
FCA published these amendments in the Federal Register.2   The proposed Reallocation Agreement is an 
agreement among the banks and the Funding Corporation that establishes a procedure for non-defaulting 
banks to pay maturing System-wide debt on behalf of defaulting banks prior to a statutory joint and 
several call by the FCA under section 4.4 of the Farm Credit Act of 1971, as amended (Act).3   The FCA 
Board approved the proposed Reallocation Agreement on October 14, 2010, and notice of the approval 
was published in the Federal Register.4   The System banks have approved the Reallocation Agreement 
but have not yet executed it.   

 
The Amended and Restated MAA has a termination date of December 31, 2011.  The System 

banks and the Funding Corporation have requested the FCA to approve the Draft Second Restated MAA 
at this time in order to have it approved by the parties and in place when the current agreement terminates.  
The FCA seeks public comment on the proposed agreement. 

 
The Amended and Restated MAA establishes certain financial thresholds at which conditions are 

placed on the activities of a bank or restrictions are placed on a bank's access to participation in System-
wide and consolidated obligations.  The MAA establishes three categories, which are based on each 



bank's net collateral ratio, permanent capital ratio, and scores under the Contractual Inter-bank 
Performance Agreement, which is an agreement among the banks and the Funding Corporation that 
establishes certain financial performance criteria. 

 
The proposed Second Restated MAA retains the same general framework and most of the 

provisions of the Restated and Amended MAA, updated as necessary.  An important change is to section 
1.05, which revises the level of the net collateral ratio that would place a bank in Category I.  The revision 
takes into account that the FCA has increased the minimum net collateral ratio for some banks to an 
amount higher than the 103 percent stated in FCA regulation 12 CFR 615.5335.  Revisions to the sections 
that refer to the Reallocation Agreement clarify that such agreement has not been executed.  In addition, 
certain voting and quorum procedures in Article II and Article VI of the proposed Second Restated MAA 
will require consent or approval of all banks rather than a majority of banks; this change recognizes that 
there are now only five System banks and are likely to be only four System banks as of January 1, 2012.5  

 

The Second Restated MAA, together with the recitals to the amendment, is as follows: 
 

SECOND AMENDED AND RESTATED MARKET ACCESS AGREEMENT 
AMONG 

AgFirst Farm Credit Bank 
AgriBank, FCB 
CoBank, ACB 

Farm Credit Bank of Texas 
U.S. AgBank, FCB 

And  
Federal Farm Credit Banks Funding Corporation 

 
This SECOND AMENDED AND RESTATED MARKET ACCESS AGREEMENT (the 

"Restated MAA") is entered into among AgFirst Farm Credit Bank, AgriBank, FCB, CoBank, ACB, the 
Farm Credit Bank of Texas, U.S. AgBank, FCB (collectively, the “Banks”) and the Federal Farm Credit 
Banks Funding Corporation (“Funding Corporation”).  

 
WHEREAS, the Banks and the Funding Corporation entered into that certain Market Access 

Agreement dated September 1, 1994 and effective as of November 23, 1994, (the "Original Agreement") 
for the reasons stated therein; and 

 
WHEREAS, the Original Agreement was subsequently amended by that certain Amended and 

Restated Market Access Agreement, dated July 1, 2003, referred to herein as the “First Restated MAA,” 
for the reasons stated therein; and 

 
WHEREAS, pursuant to Sections 7.04 and 7.05 of the First Restated MAA, the Banks and the 

Funding Corporation have reviewed the First Restated MAA to consider whether an extension and any 
amendments to it are appropriate; and 

 
WHEREAS, representatives of the Banks and the Funding Corporation met various times in 

connection with such review and recommended an extension of the First Restated MAA and certain 
amendments for presentation to the Committee; and 

 
WHEREAS, the Committee met various times in connection with the review and recommended 

an extension of the First Restated MAA and certain amendments for presentation to the Banks and the 
Funding Corporation; and 

 



WHEREAS, the boards of directors of the Banks and of the Funding Corporation approved this 
Restated MAA in principle; and 

 
WHEREAS, thereafter, this Restated MAA was submitted to FCA for approval and to the 

Insurance Corporation for an expression of support; and 
 
WHEREAS, FCA published this Restated MAA in the Federal Register and sought comments 

thereon; and 
 
WHEREAS, FCA approved this Restated MAA, subject to approval of this Restated MAA by the 

boards of directors of the Banks and the Funding Corporation, and a notice of such approval was 
published in the Federal Register; and 

 
WHEREAS, the Insurance Corporation expressed its support of this Restated MAA; and 
 
WHEREAS, the Parties are mindful of FCA's independent authority under Section 5.17(a)(10) of 

the Act to ensure the safety and soundness of Banks, FCA's independent authority under Sections 4.2 and 
4.9 of the Act to approve the terms of specific issuances of Debt Securities, the Insurance Corporation's 
independent authority under Section 5.61 of the Act to assist troubled Banks, and the Banks' independent 
obligations under Section 4.3(c) of the Act to maintain necessary collateral levels for Debt Securities; and  

 
WHEREAS, the Banks are entering into this Restated MAA pursuant to, inter alia, Section 4.2(c) 

and (d) of the Act; and 
 
WHEREAS, the Funding Corporation is prepared to adopt as the “conditions of participation” 

that it understands to be required by Section 4.9(b)(2) of the Act each Bank’s compliance with the terms 
and conditions of this Restated MAA; and 

 
WHEREAS, the Funding Corporation believes the execution and implementation of this Restated 

MAA will materially accomplish the objectives which it has concluded are appropriate for a market 
access program under Section 4.9(b)(2) of the Act; and 

 
WHEREAS, prior to the adoption of the Original Agreement, the Funding Corporation adopted 

and maintained in place a Market Access and Risk Alert Program designed to fulfill what it understood to 
be its responsibilities under Section 4.9(b)(2) of the Act with respect to determining “conditions of 
participation,” which Program was discontinued by the Funding Corporation in accordance with the terms 
of the Original Agreement; and  

 
WHEREAS, the Funding Corporation is entering into this Restated MAA pursuant to, inter alia, 

Section 4.9(b)(2) of the Act; and 
 
WHEREAS, the Parties believe that the execution and implementation of this Restated MAA will 

accomplish the objectives intended to be achieved by the Original Agreement, 
 
NOW THEREFORE, in consideration of the foregoing, the mutual promises and agreements 

herein contained, and other good and valuable consideration, receipt of which is hereby acknowledged, 
the Parties, intending to be legally bound hereby, agree as follows: 

 
ARTICLE I - CATEGORIES 

 



Section 1.01.  Scorekeeper.  The Scorekeeper, for purposes of this Restated MAA, shall be the 
Funding Corporation.  

  
Section 1.02.  CIPA Oversight Body.  The CIPA Oversight Body, for purposes of this Restated 

MAA, shall be the same as the Oversight Body under Section 5.1 of CIPA.  
 
Section 1.03.  CIPA Scores.  Net Composite Scores and Average Net Composite Scores, for 

purposes of this Restated MAA, shall be the same as those determined under Article II of CIPA and the 
Model referred to therein, as in effect on June 30, 2011, and as amended under CIPA or replaced by 
successor provisions under CIPA in the future, to the extent such future amendments or replacements are 
by agreement of all the Banks.  

 
Section 1.04.  Net Collateral and Permanent Capital Ratios.  Each Bank shall report to the 

Scorekeeper within fifteen days after the end of each month its Net Collateral Ratio and Permanent 
Capital Ratio as of the last day of that month.  Should any Bank later correct or revise, or be required to 
correct or revise, any past financial data in a way that would cause any Net Collateral Ratio or Permanent 
Capital Ratio previously reported hereunder to have been different, the Bank shall promptly report a 
revised Ratio to the Scorekeeper.  Should the Scorekeeper consider it necessary to verify any Net 
Collateral Ratio or Permanent Capital Ratio, it shall so report to the Committee, or, if the Committee is 
not in existence, to the CIPA Oversight Body, and the Committee or the CIPA Oversight Body, as the 
case may be, may verify the Ratios as it deems appropriate, through reviews of Bank records by its 
designees (including experts or consultants retained by it) or otherwise.  The reporting Bank shall 
cooperate in any such verification, and the other Banks shall provide such assistance in conducting any 
such verification as the Committee or the CIPA Oversight Body, as the case may be, may reasonably 
request. 

 
Section 1.05.  Category I.  A Bank shall be in Category I if it (a) has an Average Net Composite 

Score of 50.0 or more, but less than 60.0, for the most recent calendar quarter for which an Average Net 
Composite Score is available, (b) has a Net Composite Score of 45.0 or more, but less than 60.0, for the 
most recent calendar quarter for which a Net Composite Score is available, (c) has a Net Collateral Ratio 
of 103.00% or more, but less than the greater of: (i) 104.00%, or (ii) 50 basis points above the minimum 
set by FCA for the last day of the most recent month or (d) has a Permanent Capital Ratio of  7.00% or 
more, but less than 8.00%, for the period ending on the last day of the most recent month. 

  
Section 1.06.  Category II.  A Bank shall be in Category II if it (a) has an Average Net Composite 

Score of 35.0 or more, but less than 50.0, for the most recent calendar quarter for which an Average Net 
Composite Score is available, (b) has a Net Composite Score of 30.0 or more, but less than 45.0, for the 
most recent calendar quarter for which a Net Composite Score is available,(c) has a Net Collateral Ratio 
of 102.00% or more, but less than 103.00%, for the last day of the most recent month, (d) has a 
Permanent Capital Ratio of 5.00% or more, but less than 7.00%, for the period ending on the last day of 
the most recent month, or (e) is in Category I and has failed to provide information to the Committee as 
required by Article III within two Business Days after receipt of written notice from the Committee of 
such failure.  

 
Section 1.07.  Category III.  A Bank shall be in Category III if it (a) has an Average Net 

Composite Score of less than 35.0 for the most recent calendar quarter for which an Average Net 
Composite Score is available, (b) has a Net Composite Score of less than 30.0 for the most recent 
calendar quarter for which a Net Composite Score is available, (c) has a Net Collateral Ratio of less than 
102.00% for the last day of the most recent month, (d) has a Permanent Capital Ratio of less than 5.00% 
for the period ending on the last day of the most recent month, or (e) is in Category II and has failed to 



provide information to the Committee as required by Article III within two Business Days after receipt of 
written notice from the Committee of such failure. 

 
Section 1.08.  Highest Category.  If a Bank would come within more than one Category by reason 

of the various provisions of Sections 1.05 through 1.07, it shall be considered to be in the highest-
numbered Category for which it qualifies (e.g., Category III rather than Category II). 

 
Section 1.09.  Notice by Scorekeeper.  Within twenty days of the end of each month, after 

receiving the reports due under Section 1.04 within fifteen days of the end of the prior month, the 
Scorekeeper shall provide to all Banks, all Associations discounting with or otherwise receiving funding 
from a Bank that is in Category I, Category II or Category III, FCA, the Insurance Corporation, the 
Funding Corporation, and either the CIPA Oversight Body or, if it is in existence, the Committee a notice 
identifying the Banks, if any, that are in Categories I, II and III, or stating that no Banks are in such 
Categories.  

 
ARTICLE II—THE COMMITTEE 

 
Section 2.01.  Formation.  A Monitoring and Advisory Committee (the “Committee”) shall be 

formed at the instance of the CIPA Oversight Body within seven days of the date that it receives a notice 
from the Scorekeeper under Section 1.09 that any Bank is in Category I, Category II or Category III 
(unless such a Committee is already in existence).  The Committee shall remain in existence thereafter for 
so long as the most recent notice from the Scorekeeper under Section 1.09 indicates that any Bank is in 
Category I, Category II or Category III.  If not already in existence, the Committee may also be formed (a) 
at the instance of the CIPA Oversight Body at any other time, in order to consider a Continued Access 
Request that has been submitted or is expected to be submitted, (b) for purposes of preparing the reports 
described in Section 7.05, and (c) as provided for in Section 8.04(b). 

 
Section 2.02.  Composition.  The Committee shall be made up of two representatives of each 

Bank and two representatives of the Funding Corporation.  One of the representatives of each Bank shall 
be that Bank's representative on the CIPA Oversight Body.  The other representative of each Bank shall 
be an individual designated by the Bank's board of directors, who may be a member of the Bank's board 
of directors or a senior officer of the Bank, in the discretion of the Bank’s board.  One of the 
representatives of the Funding Corporation shall be an outside director of the Funding Corporation 
designated by the Funding Corporation board of directors.  The other representative of the Funding 
Corporation shall be designated by the board of directors of the Funding Corporation from among the 
members of its board and/or its senior officers.  The removal and replacement of the Committee members 
designated directly by Bank boards of directors and by the Funding Corporation shall be in the sole 
discretion of each Bank board and of the Funding Corporation, respectively.  A replacement for a member 
of the CIPA Oversight Body shall automatically replace such member on the Committee.  

 
Section 2.03.  Authority and Responsibilities.  The Committee shall have the authority and 

responsibilities specified in this Article II, in Sections 1.04, 3.01, 3.02, 3.05, 3.06, 4.02, 7.05, 8.04 and 
8.08, and in Article VI, and such incidental powers as are necessary and appropriate to effectuating such 
authority and responsibilities. 

 
Section 2.04.  Meetings.  Notwithstanding anything herein to the contrary, at all times, the Banks 

entitled to vote on Committee business shall be all Banks other than (i) those in Category II and Category 
III, as indicated in the most recent notice from the Scorekeeper under Section 1.09, and (ii) in the case of 
a Bank requesting a Continued Access Decision, such Bank.  The initial meeting of the Committee shall 
be held at the call of the Chairman of the CIPA Oversight Body or a majority of the Parties entitled to 
vote on Committee business.  Thereafter, the Committee shall meet at such times and such places at the 



call of the Chairman of the Committee or a majority of the Parties entitled to vote on Committee business.  
For all voting and quorum purposes each Party entitled to vote on Committee business shall act through at 
least one of its representatives.  Written notice of each meeting shall be given to each member by the 
Chairman or his or her designee not less than 48 hours prior to the time of the meeting.  A meeting may 
be held without such notice upon the signing of a waiver of notice by all of the Parties entitled to vote on 
Committee business.  All of the Parties entitled to vote on Committee business shall constitute a quorum 
for the conduct of business.  A meeting may be held by a telephone conference arrangement or similar 
communication method allowing each speaker to be heard by all others in attendance at the same time. 

 
Section 2.05.  Action Without a Meeting.  Action may be taken by the Committee without a 

meeting if each Bank and the Funding Corporation consent in writing to consideration of a matter without 
a meeting and all of the Parties entitled to vote on Committee business approve the action in writing, 
which writings shall be kept with the minutes of the Committee. 

 
Section 2.06.  Voting.  The Funding Corporation and each Bank entitled to vote on Committee 

business shall have one vote on Committee business.  Voting on Committee business (including 
recommendations on Continued Access Decisions, but not the ultimate vote on Continued Access 
Decisions, which is addressed in Article VI) shall be by unanimity of the Parties entitled to vote on 
Committee business that are present (physically, by telephone conference or similar communication 
method allowing each speaker to be heard by all others in attendance at the same time) through at least 
one representative.  If a Bank or the Funding Corporation has two representatives present, they shall agree 
in casting the vote of the Bank or the Funding Corporation, and if they cannot agree on a particular matter, 
that Bank or the Funding Corporation shall not cast a vote on that matter, and, in determining unanimity, 
shall not be counted as a Party entitled to vote on that matter.   

 
Section 2.07.  Officers.  The Committee shall elect from among its members a Chairman, a Vice 

Chairman, a Secretary and such other officers as it shall from time to time deem appropriate.  The 
Chairman shall chair the meetings of the Committee and have such other duties as the Committee may 
delegate to him or her.  The Vice Chairman shall perform such duties of the Chairman as the Chairman is 
unable or fails to perform, and shall have such other duties as the Committee may delegate to him or her.  
The Secretary shall keep the minutes and maintain the minute book of the Committee.  Other officers 
shall have such duties as the Committee may delegate to them.  Should the Chairman be a representative 
of either a Category II or Category III Bank, such individual will no longer be eligible to serve as 
Chairman.  The Vice Chairman will thereafter perform the duties of Chairman, and if the Vice Chairman 
is unable, the Committee may elect a new Chairman from among its members. 

 
Section 2.08.  Retention of Staff, Consultants and Experts.  The Committee shall be authorized to 

retain staff, consultants and experts as it deems necessary and appropriate in its sole discretion. 
 
Section 2.09.  Expenses.  Any compensation of each member of the Committee for time spent on 

Committee business and for his or her out-of-pocket expenses, such as travel, shall be paid by the Party 
that designated that member to the Committee or to the CIPA Oversight Body.  All other expenses 
incurred by the Committee shall be borne by the Banks and assessed by the Funding Corporation based 
on the formula then used by the Funding Corporation to allocate its operating expenses.   

 
Section 2.10.  Custody of Records.  All information received by the Committee pursuant to this 

Restated MAA, and all Committee minutes, shall be lodged, while not in active use by the Committee, at 
the Funding Corporation, and shall be deemed records of the Funding Corporation for purposes of FCA 
examination.  The Parties agree that documents in active use by the Committee may also be examined by 
FCA.  

  



ARTICLE III - PROVISION OF INFORMATION 
 

Section 3.01.  Information To Be Provided By All Banks in Categories I, II and III.  If a Bank is 
in Category I, Category II or Category III, as indicated in the most recent notice from the Scorekeeper 
under Section 1.09, and if the prior monthly notice by the Scorekeeper did not indicate that the Bank was 
in any Category, then the Bank shall within thirty days of receipt of the latest notice provide to the 
Committee:  (a) a detailed explanation of the causes of its being in that Category, (b) an action plan to 
improve its financial situation so that it is no longer in any of the three Categories, (c) a timetable for 
achieving that result, (d) at the discretion of the Committee, the materials and information listed in 
Attachment 1 hereto (in addition to fulfilling the other obligations specified in Attachment 1 hereto) and 
(e) such other pertinent materials and information as the Committee shall, within seven days of receiving 
notice from the Scorekeeper, request in writing from the Bank.  Such Bank shall summarize, aggregate or 
analyze data, as well as provide raw data, in such manner as the Committee may request.  Such 
information shall be promptly updated (without any need for a request by the Committee) whenever the 
facts significantly change, and shall also be updated or supplemented as the Committee so requests in 
writing of the Bank by such deadlines as the Committee may reasonably specify. 

 
Section 3.02.  Additional Information To Be Provided By Banks in Categories II and III.  If a 

Bank is in Category II or Category III, as indicated in the most recent notice from the Scorekeeper under 
Section 1.09, and if the prior monthly notice by the Scorekeeper did not indicate that the Bank was in 
Category II or Category III, then the Bank shall within thirty days of receipt of the latest notice provide to 
the Committee, in addition to the information required by Section 3.01, at the discretion of the Committee, 
the materials and information listed in Attachment 2 hereto (in addition to fulfilling the other obligations 
specified in Attachment 2 hereto).  Such information shall be promptly updated (without any need for a 
request by the Committee) whenever the facts significantly change, and shall also be updated or 
supplemented as the Committee so requests in writing of the Bank by such deadlines as the Committee 
may reasonably specify. 

  
Section 3.03.  Documents or Information Relating to Communications With FCA or the 

Insurance Corporation.  Notwithstanding Sections 3.01 and 3.02, a Bank shall not disclose to the 
Committee any communications between the Bank and FCA or the Insurance Corporation, as the case 
may be, or documents describing such communications, except as consented to by, and subject to such 
restrictive conditions as may be imposed by, FCA or the Insurance Corporation, as the case may be.  
However, facts regarding the Bank's condition or plans that pre-existed a communication with FCA or the 
Insurance Corporation and then were included in such a communication are not barred from disclosure by 
this section.  The Committee shall decide on a case-by-case basis whether to request copies of such 
communications and documents from FCA or the Insurance Corporation, as the case may be.  Each Bank 
hereby consents to the disclosure of such communications and documents to the Committee if consented 
to by FCA or the Insurance Corporation, as the case may be.  Nothing in this section shall preclude a 
Bank from making disclosures to the System Disclosure Agent necessary to allow the System Disclosure 
Agent to comply with its obligations under the securities laws or other applicable law or regulations with 
regard to disclosure to investors.  

  
Section 3.04.  Sources of Information; Certification.  Information provided to the Committee 

under Sections 3.01 and 3.02 shall, to the extent applicable, be data used in the preparation of financial 
statements in accordance with generally accepted accounting principles, or data used in the preparation of 
call reports submitted to FCA pursuant to 12 C.F.R. pt. 621, as amended from time to time, or any 
successor thereto.  A Bank shall certify, through its chief executive officer or, if there is no chief 
executive officer, a senior executive officer, the completeness and accuracy of all information provided to 
the Committee under Sections 3.01 and 3.02.  

 



Section 3.05.  Failure to Provide Information.  If a Bank fails to provide information to the 
Committee as and when required under Sections 3.01 and 3.02, and does not correct such failure within 
two Business Days of receipt of the written notice by the Committee of the failure, then the Committee 
shall so advise the Scorekeeper.   

 
Section 3.06.  Provision of Information to Banks.  Any information provided to the Committee 

under Sections 3.01 and 3.02 shall be provided by the Committee to any Bank upon request.  A Bank 
shall not have the right under this Restated MAA to obtain information directly from another Bank. 

 
Section 3.07.  Cessation of Obligations.  A Bank's obligation to provide information to the 

Committee under Section 3.01 shall cease as soon as the Bank is no longer in Category I, Category II or 
Category III, as indicated in the most recent notice from the Scorekeeper under Section 1.09.  A Bank's 
obligation to provide to the Committee information under Section 3.02 shall cease as soon as the Bank is 
no longer in Category II or Category III, as indicated in the most recent notice from the Scorekeeper 
under Section 1.09. 

 
ARTICLE IV - RESTRICTIONS ON MARKET ACCESS 

 
Section 4.01.  Final Restrictions.  As of either,  
 

(i) the tenth day after a Bank receives a notification from the Scorekeeper that it is in 
Category II, as indicated in the most recent notice from the Scorekeeper under Section 1.09, if it 
has not by said tenth day submitted a Continued Access Request to the Committee; or 

 
(ii) if the Bank has submitted a Continued Access Request to the Committee by the tenth 

day after its receipt of notice from the Scorekeeper that it is in Category II, the seventh day 
following the day a submitted Continued Access Request is denied, 

 
a Bank in Category II, as indicated in the most recent notice from the Scorekeeper under Section 

1.09, (a) shall be permitted to participate in issues of Debt Securities only to the extent necessary to roll 
over the principal (net of any original issue discount) of maturing debt, and (b) shall comply with the 
Additional Restrictions.  

  
Section 4.02.  Category II Interim Restrictions.  From the day that a Bank receives a notice from 

the Scorekeeper that it is in Category II until: (a) ten days thereafter, if the Bank does not by that day 
submit a Continued Access Request to the Committee, or (b) if the Bank by such tenth day after it has 
received a notice from the Scorekeeper that it is in Category II does submit a Continued Access Request 
to the Committee, the seventh day following the day that notice is received by the Bank that the 
Continued Access Request is granted or denied, the Bank (i) may participate in issues of Debt Securities 
only to the extent necessary to roll over the principal (net of any original issue discount) of maturing debt 
unless the Committee, taking into account the criteria in Section 6.03, shall specifically authorize 
participation to a greater extent, and (ii) shall comply with the Additional Restrictions.  Notwithstanding 
the foregoing, the Category II Interim Restrictions shall not go into effect if a Continued Access Request 
has already been granted in anticipation of the formal notice that the Bank is in Category II. 

 
Section 4.03.  FCA Action.  The Final Restrictions and the Category II Interim Restrictions shall 

go into effect without the need for case-by-case approval by FCA. 
 
Section 4.04.  Cessation of Restrictions.  The Final Restrictions and the Category II Interim 

Restrictions shall cease as soon as the Bank is no longer in Category II, as indicated in the most recent 



notice from the Scorekeeper under Section 1.09.  The Bank shall continue, however, to be subject to such 
other obligations under this Restated MAA as may apply to it by reason of its being in another Category. 

 
  Section 4.05.  Relationship to the Joint and Several Liability Reallocation Agreement.  A 

Category II Bank shall not be subject to the Final Restrictions and Category II Interim Restrictions, to the 
extent that the Final Restrictions and Category II Interim Restrictions would prohibit such Category II 
Bank from issuing debt required to fund such Category II Bank’s liabilities and obligations under the 
Joint and Several Liability Reallocation Agreement, if and when the Joint and Several Liability 
Reallocation Agreement is in effect among the Parties. 

 
ARTICLE V - PROHIBITION OF MARKET ACCESS 

 
Section 5.01.  Final Prohibition.  As of either,  
 

(i) the tenth day after a Bank receives a notification from the Scorekeeper that it is in 
Category III, as indicated in the most recent notice from the Scorekeeper under Section 1.09, if it 
has not by said tenth day submitted a Continued Access Request to the Committee; or  

 
(ii) if the Bank has submitted a Continued Access Request to the Committee by the tenth 

day after its receipt of notice from the Scorekeeper that it is in Category III, the seventh day 
following the day a submitted Continued Access Request is denied, 

 
a Bank in Category III, as indicated in the most recent notice from the Scorekeeper under Section 

1.09, (a) shall be prohibited from participating in issues of Debt Securities, and (b) shall comply with the 
Additional Restrictions. 

 
Section 5.02.  Category III Interim Restrictions.  From the day that a Bank receives a notice from 

the Scorekeeper that it is in Category III until: (a) ten days thereafter, if the Bank does not by that day 
submit a  Continued Access Request to the Committee, or (b) if the Bank by such tenth day after it has 
received a notice from the Scorekeeper that it is in Category III does submit a Continued Access Request 
to the Committee, the seventh day following the day that notice is received by the Bank that the 
Continued Access Request is granted or denied, the Bank (i) may participate in issues of Debt Securities 
only to the extent necessary to roll over the principal (net of any original issue discount) of maturing debt, 
and (ii) shall comply with the Additional Restrictions.  Notwithstanding the foregoing, the Category III 
Interim Restrictions shall not go into effect if a Continued Access Request has already been granted in 
anticipation of the formal notice that the Bank is in Category III. 

 
Section 5.03.  FCA Action.  The Category III Interim Restrictions shall go into effect without the 

need for case-by-case approval by FCA.  The Parties agree that the Final Prohibition shall go into effect 
without the need for approval by FCA; provided, however, that FCA may override the Final Prohibition, 
for such time period up to 60 days as FCA may specify (or, if FCA does not so specify, for 60 days), by 
so ordering before the date upon which the Final Prohibition becomes effective pursuant to Section 5.01, 
and may renew such an override once only, for such time period up to 60 additional days as FCA may 
specify (or, if FCA does not so specify, for 60 days), by so ordering before the expiration of the initial 
override period.  If the Final Prohibition is overridden by FCA, the Category III Interim Restrictions shall 
remain in effect. 

 
Section 5.04.  Cessation of Restrictions.  The Final Prohibition and the Category III Interim 

Restrictions shall cease as soon as the Bank is no longer in Category III, as indicated in the most recent 
notice from the Scorekeeper under Section 1.09.  The Bank shall continue, however, to be subject to such 
other obligations under this Restated MAA as may apply to it by reason of its being in another Category. 



 
Section 5.05.  Relationship to the Joint and Several Liability Reallocation Agreement.  A 

Category III Bank shall not be subject to the Final Prohibition or Category III Interim Restrictions, to the 
extent that the Final Prohibition or Category III Interim Restrictions would prohibit such Category III 
Bank from issuing debt required to fund such Category III Bank’s liabilities and obligations under the 
Joint and Several Liability Reallocation Agreement, if and when the Joint and Several Liability 
Reallocation Agreement is in effect among the Parties. 

 
ARTICLE VI - CONTINUED ACCESS DECISIONS 

 
Section 6.01.  Process.  The process for action on Continued Access Requests shall be as follows:  
 
(a) Submission of Request.  A Bank may submit a Continued Access Request for consideration 

by the Committee at any time, including (i) prior to formal notice from the Scorekeeper that it is in 
Category II or Category III, if the Bank anticipates such notice, and (ii) prior to the tenth day after a Bank 
receives a notification from the Scorekeeper that it is in Category II or the tenth day after a Bank receives 
a notification from the Scorekeeper that it is in Category III.  

 
(b) Committee Recommendation.  After a review of the Request, the supporting information and 

any other pertinent information available to the Committee, the Committee shall arrive at a 
recommendation regarding the Request (including, if the recommendation is to grant the Request, 
recommendations as to the expiration date of the Continued Access Decision and as to any conditions to 
be imposed on the Decision).  The Funding Corporation, drawing upon its expertise and specialized 
knowledge, shall provide to the Committee all pertinent information in its possession (and the Banks 
authorize the Funding Corporation to provide such information to the Committee for its use as provided 
herein, and, to that limited extent only, waive their right to require the Funding Corporation to maintain 
the confidentiality of such information).  The Committee shall send its recommendation and a statement 
of the reasons therefor, including a description of any considerations that were expressed for and against 
the recommendation by members of the Committee during its deliberations, together with the Request, the 
supporting information, a report of how the members of the Committee voted on the recommendation, a 
report by the Funding Corporation concerning its position on the recommendation, and any other material 
information that was considered by the Committee, to all Banks and the Funding Corporation by a 
nationally recognized overnight delivery service within fourteen days after receiving the Request.  If the 
Committee fails to act within such fourteen-day period, the Continued Access Request shall be deemed 
forwarded to all Banks entitled to vote thereon for their consideration.  If the Committee has failed to act, 
the Funding Corporation shall send to all Banks, within two days following the deadline for Committee 
action, a report concerning the position of the Funding Corporation on the Continued Access Request. 

 
(c) Vote on the Request.  Unless otherwise expressly stated herein, the Banks entitled to vote on 

the Request shall be all Banks other than those in Category II and Category III, as indicated in the most 
recent notice from the Scorekeeper under Section 1.09, and other than the Bank requesting the Continued 
Access Decision.  Within ten days of receiving the Committee's recommendation and the accompanying 
materials (or, if the Committee failed to act within fourteen days, within ten days following the fourteenth 
day), the board of directors of each Bank entitled to vote on the Request, or its designee, after review of 
the recommendation, the accompanying materials, the report of the Funding Corporation, and any other 
pertinent information, shall vote to grant or deny the Request (as modified or supplemented by any 
recommendations of the Committee as to the expiration date of the Continued Access Decision and as to 
conditions to be imposed on the Decision), and shall provide written notice of its vote to the Committee.  
If the Committee has recommended in favor of a Continued Access Decision, the vote of a Bank shall be 
either to accept or reject the Committee's recommendation, including the recommended expiration date 
and conditions; if the Committee has recommended against a Continued Access Decision or has failed to 



act, the vote of a Bank shall be either to grant the Continued Access Request on the terms requested by 
the requesting Bank, or to deny it.  Failure to vote within the ten-day period shall be considered a "no" 
vote.  A Continued Access Request shall be granted only upon a 100% Vote within the ten-day period, 
and shall be considered denied if a 100% Vote is not forthcoming by that day.  

  
(d) Notice.  The Committee shall promptly provide written notice to the Parties, FCA and the 

Insurance Corporation of the granting or denial of the Continued Access Request, and, if the Continued 
Access Request was granted, of all the particulars of the Continued Access Decision. 

 
Section 6.02.  Provision of Information to FCA and the Insurance Corporation.  FCA and the 

Insurance Corporation shall be advised by the Committee of the submission of a Continued Access 
Request, shall be provided by the Committee with appropriate materials relating to the Request, and shall 
be advised by the Committee of the recommendation made by the Committee concerning the Request.  

 
Section 6.03.  Criteria.  The Committee, in arriving at its recommendation on a Continued Access 

Request, and the voting Banks, in voting on a Continued Access Request, shall consider (a) the present 
financial strength of the Bank in issue, (b) the prospects for financial recovery of the Bank in issue, (c) the 
probable costs of particular courses of action to the Banks and the Insurance Fund, (d) any intentions 
expressed by the Insurance Corporation with regard to assisting or working with the Bank in issue, (e) 
any existing lending commitments and any particular high-quality new lending opportunities of the Bank, 
(f) seasonal variations in the borrowing needs of the Bank, (g) whether the Bank's independent public 
accountants have included a Going Concern Qualification in the most recent combined financial 
statements of the Bank and its constituent Associations, and (h) any other matters deemed pertinent.  

  
Section 6.04.  Expiration Date.  A Continued Access Decision shall have such expiration date as 

the Committee recommends and is approved by a 100% Vote.  If the Committee recommends against or 
fails to act on a Continued Access Request, and it is subsequently approved by a 100% Vote, the 
expiration date of the Continued Access Decision shall be the earlier of the date requested by the Bank or 
180 days from the date the Request is granted.  A Continued Access Decision may be terminated prior to 
that date, or renewed for an additional term, upon a new recommendation by the Committee and 100% 
Vote.  

  
Section 6.05.  Conditions.  A Continued Access Decision shall be subject to such conditions as 

the Committee recommends and are approved by a 100% Vote.  If specifically approved by a 100% Vote, 
administration of the details of the conditions and ongoing refinement of the conditions to take account of 
changing circumstances can be left to the Committee or such subcommittee as it may establish for that 
purpose.  Among the conditions that may be imposed on a Continued Access Decision are (a) a 
requirement of remedial action by the Bank, failing which the Continued Access Decision will terminate, 
(b) a requirement of other appropriate conduct on the part of the Bank (such as compliance with the 
Additional Restrictions), failing which the Continued Access Decision will terminate, and (c) specific 
restrictions on continued borrowing by the Bank, such as a provision allowing a Bank in Category II to 
borrow only for specified types of business in addition to rolling over the principal of maturing debt, or 
allowing such a Bank only to roll over interest on maturing debt in addition to rolling over the principal of 
maturing debt, or a provision allowing a Bank in Category III to roll over a portion of its maturing debt.  
The Committee shall be responsible for monitoring and determining compliance with conditions, and 
shall promptly advise the Parties of any failure by a Bank to comply with conditions.  The Committee's 
determination with respect to compliance with conditions shall be final, until and unless overturned or 
modified in arbitration pursuant to Section 7.08. 

 
Section 6.06.  FCA Action.  The Parties agree that a Continued Access Decision shall go into 

effect without the need for approval by FCA, but that FCA may override the Continued Access Decision, 



for such time period as FCA may specify (or, if FCA does not so specify, until a new Continued Access 
Decision is made pursuant to a recommendation of the Committee and a 100% Vote, in which case it is 
again subject to override by FCA), by so ordering at any time. 

 
Section 6.07.  Notice to FCA of Intent to File Continued Access Request.  A Bank that receives 

notice that it is in Category III shall advise FCA, within ten days of receiving such notice, whether it 
intends to file a Continued Access Request. 

 
ARTICLE VII - OTHER 

 
Section 7.01.  Conditions Precedent.  This Restated MAA shall go into effect on January 1, 2012, 

provided, however, that on or before January 15, 2012 each Party has executed a certificate in 
substantially the form of Attachment 3 hereto that all of the following conditions precedent have been 
satisfied: (a) the delivery to the Banks of an opinion by an outside law firm reasonably acceptable to all of 
the Parties and in substantially the form of Attachment 4 hereto, (b) the delivery to the Funding 
Corporation of an opinion by an outside law firm reasonably acceptable to all of the Parties and in 
substantially the form of Attachment 5 hereto, (c) adoption by each of the Banks and the Funding 
Corporation of a resolution in substantially the form of Attachment 6 hereto, (d) action by the Insurance 
Corporation, through its board, expressing its support for this Restated MAA, and (e) action by FCA, 
through its board, approving this Restated MAA pursuant to Section 4.2(c) and Section 4.2(d) of the Act, 
and (without necessarily expressing any view as to the proper interpretation of Section 4.9(b)(2) of the 
Act) approving this Restated MAA pursuant to Section 4.9(b)(2) of the Act insofar as such approval may 
be required, which action shall (i) indicate that the entry into and compliance with this Restated MAA by 
the Funding Corporation fully satisfy such obligations as the Funding Corporation may have with respect 
to establishing "conditions of participation" for market access under Section 4.9(b)(2), and (ii) contain no 
reservations or other conditions or qualifications except for those which may be specifically agreed to by 
the Funding Corporation's board of directors and the other Parties.  

  
Upon execution of its certificate, each Party shall forward a copy to the Funding Corporation, attn. 

General Counsel, which shall advise all other Parties when a complete set of certificates is received. 
 
If this Restated MAA becomes effective in accordance with this Section 7.01, the First Restated 

MAA shall be amended and restated by this Restated MAA as of that date without further action of the 
Parties.  If any term, provision, covenant or restriction of this Restated MAA is held by a court of 
competent jurisdiction or other authority to be invalid, void or unenforceable, the remainder of the terms, 
provisions, covenants and restrictions of this Restated MAA shall remain in full force and effect and shall 
in no way be affected, impaired or invalidated.  If any term, provision, covenant or restriction of this 
Restated MAA that purports to amend a term, provision, covenant or restriction of the Original 
Agreement or the First Restated MAA is held by a court of competent jurisdiction or other authority to be 
invalid, void or unenforceable, such term, provision, covenant or restriction of the Original Agreement or 
the First Restated MAA shall be considered to have continued and to be continuing in full force and effect 
at all times since this Restated MAA has purported to be in effect.  The Parties agree that notwithstanding 
the occurrence of any of the foregoing events they will treat, to the maximum extent permitted by law, all 
actions theretofore taken pursuant to this Restated MAA as valid and binding actions of the Parties. 

 
Section 7.02.  Representations and Warranties.  Each Party represents and warrants to the other 

Parties that (a) it has duly executed and delivered this Restated MAA, (b) its performance of this Restated 
MAA in accordance with its terms will not conflict with or result in the breach of or violation of any of 
the terms or conditions of, or constitute (or with notice or lapse of time or both constitute) a default under 
any order, judgment or decree applicable to it, or any instrument, contract or other agreement to which it 
is a party or by which it is bound, (c) it is duly constituted and validly existing under the laws of the 



United States, (d) it has the corporate and other authority, and has obtained all necessary approvals, to 
enter into this Restated MAA and perform all of its obligations hereunder, and (e) its performance of this 
Restated MAA in accordance with its terms will not conflict with or result in the breach of or violation of 
any of the terms or conditions of, or constitute (or with notice or lapse of time or both constitute) a default 
under its charter (with respect to the Banks), or its bylaws.  

 
Section 7.03.  Additional Covenants. 
 
(a)  Each Bank agrees to notify the other Parties and the Scorekeeper if, at any time, it anticipates 

that within the following three months it will come to be in Category I, Category II or Category III, or 
will move from one Category to another. 

 
(b)  Whenever a Bank is subject to Final Restrictions, a Final Prohibition, Category II Interim 

Restrictions, Category III Interim Restrictions, or a Continued Access Decision, the Committee shall 
promptly so notify the Funding Corporation, and the Funding Corporation shall take all necessary steps to 
ensure that the Bank participates in issues of Debt Securities only to the extent permitted thereunder.  The 
Funding Corporation may rely on the determination of the Committee as to whether a Bank has complied 
with a condition to a Continued Access Decision. 

 
(c)  Each Bank agrees that it will not at any time that it is in Category I, Category II or Category 

III, as indicated in the most recent notice from the Scorekeeper under Section 1.09, and will not without 
twelve months' prior notice to all other Banks and the Funding Corporation at any other time, either (i) 
withdraw, or (ii) modify, in a fashion that would impede the issuance of Debt Securities, the funding 
resolution it has adopted pursuant to Section 4.4(b) of the Act.  Should a violation of this covenant be 
asserted, and should the Bank deny same, the funding resolution shall be deemed still to be in full effect, 
without modification, until arbitration of the matter is completed, and each Bank, by entering into this 
Restated MAA, consents to emergency injunctive relief to enforce this provision.  Nothing in this 
Restated MAA shall be construed to restrict any Party's ability to take the position that a Bank's 
withdrawal or modification of its funding resolution is not authorized by law. 

 
(d)  Each Bank agrees that it will not at any time that it is in Category I, Category II or Category 

III, as indicated in the most recent notice from the Scorekeeper under Section 1.09, and will not without 
twelve months' prior notice to all other Banks and the System Disclosure Agent at any other time, fail to 
report information to the System Disclosure Agent pursuant to the Disclosure Program for the issuance of 
Debt Securities and for the System Disclosure Agent to have a reasonable basis for making disclosures 
pursuant to the Disclosure Program.  Should the System Disclosure Agent assert a violation of this 
covenant, and should the Bank deny same, the Bank shall furnish such information as the System 
Disclosure Agent shall request until arbitration of the matter is completed, and each Bank, by entering 
into this Restated MAA, consents to emergency injunctive relief to enforce this provision.  Nothing in this 
Restated MAA shall be construed to restrict the ability of the System Disclosure Agent to comply with its 
obligations under the securities laws or other applicable law or regulations with regard to disclosure to 
investors. 

 
(e)  Without implying that suit may be brought on any other matter, each Bank and the Funding 

Corporation specifically agree not to bring suit to challenge this Restated MAA or to challenge any Final 
Prohibition, Final Restrictions, Category II Interim Restrictions, Category III Interim Restrictions, 
Continued Access Decision, denial of a Continued Access Request or recommendation of the Committee 
with respect to a Continued Access Request arrived at in accordance with this Restated MAA.  This 
provision shall not be construed to preclude judicial actions under the U.S. Arbitration Act, 9 U.S.C. 
sections 1-15, to enforce or vacate arbitration decisions rendered pursuant to Section 7.08, or for an order 
that arbitration proceed pursuant to Section 7.08. 



 
(f) The Funding Corporation agrees that it will not reinstitute the Market Access and Risk Alert 

Program, or adopt a similar such program for so long as both (i) this Restated MAA is in effect and (ii) 
Section 4.9(b)(2) of the Act is not amended in a manner which would require, nor is there any other 
change in applicable law or regulations which would require, the Funding Corporation to establish 
"conditions of participation" different from those contained in this Restated MAA.  Should the condition 
described in (ii) no longer apply and the Funding Corporation adopt a market access program, this 
Restated MAA shall be deemed terminated.  All Banks reserve the right to argue, if the conditions 
described in clauses (i) or (ii) of the preceding sentence should no longer apply and the Funding 
Corporation should adopt such a program, that any such program adopted by the Funding Corporation is 
contrary to law, either because Section 4.9(b)(2) of the Act does not authorize such a program, or for any 
other reason, and the entry by any Bank into this Restated MAA shall not be construed as waiving such 
right. 

 
(g)  It is expressly agreed that the Original Agreement, FCA approval of the Original Agreement, 

the First Restated MAA and FCA approval of this Restated MAA  do not provide any grounds for 
challenging FCA or Insurance Corporation actions with respect to the creation of or the conduct of 
receiverships or conservatorships.  Without limiting the preceding statement, each Bank specifically and 
expressly agrees and acknowledges that it cannot, and agrees that it shall not, attempt to challenge FCA's 
appointment of a receiver or conservator for itself or any other System institution or FCA's or the 
Insurance Corporation's actions in the conduct of any receivership or conservatorship (i) on the basis of 
this Restated MAA or FCA's approval of this Restated MAA; or (ii) on the grounds that Category II 
Interim Restrictions, Final Restrictions, Category III Interim Restrictions, or Final Prohibitions were or 
were not imposed, whether by reason of FCA's or the Insurance Corporation's action or inaction or 
otherwise.  The Banks jointly and severally agree that they shall indemnify and hold harmless FCA and 
the Insurance Corporation against all costs, expenses, and damages, including without limitation, 
attorneys' fees and litigation costs, resulting from any such challenge by any Party. 

 
Section 7.04.  Termination.  This Restated MAA shall terminate upon the earliest of (i) December 

31, 2025, (ii) an earlier date if so agreed in writing by 100% Vote of the Banks, or (iii) in the event that all 
Banks shall be in either Category II or Category III.  Commencing a year before December 31, 2025, the 
Parties shall meet to consider its extension.  Except as provided in Section 7.03(f), it is understood that 
the termination of this Restated MAA shall not affect (i) any rights and obligations of the Funding 
Corporation under Section 4.9(b)(2) of the Act, and (ii) any Bank’s rights pursuant to any Final 
Restrictions, a Final Prohibition, Category II Interim Restrictions, Category III Interim Restrictions, or a 
Continued Access Decision then-in-effect. 

 
Section 7.05.  Periodic Review.  Commencing every third anniversary of the effective date of this 

Restated MAA, beginning January 1, 2015, and at such more frequent intervals as the Parties may agree, 
the Banks and the Funding Corporation, through their boards of directors, shall conduct a formal review 
of this Restated MAA and consider whether any amendments to it are appropriate.  In connection with 
such review, the Committee shall report to the boards on the operation of the Restated MAA and 
recommend any amendments it considers appropriate.  

 
Section 7.06.  Confidentiality.  The Parties may disclose this Restated MAA and any amendments 

to it and any actions taken pursuant to this Restated MAA to restrict or prohibit borrowing by a Bank.  All 
other information relating to this Restated MAA shall be kept confidential and shall be used solely for 
purposes of this Restated MAA, except that, to the extent permitted by applicable law and regulations, 
such information may be disclosed by (a) the System Disclosure Agent under the Disclosure Program, (b) 
a Bank, upon coordination of such disclosure with the System Disclosure Agent, as the Bank deems 
appropriate for purposes of the Bank's disclosures to borrowers or shareholders; (c) a Bank as deemed 



appropriate for purposes of disclosure to transacting parties (subject, to the extent the Bank reasonably 
can obtain such agreement, to such a transacting party's agreeing to keep the information confidential) of 
material information relating to that Bank, or (d) any Party in order to comply with legal or regulatory 
obligations.  Notwithstanding the preceding sentence, the Parties shall make every effort, to the extent 
consistent with legal requirements, securities disclosure obligations and other business necessities, to 
preserve the confidentiality of information provided to the Committee by a Bank and designated as 
"Proprietary and Confidential."  Any expert or consultant retained in connection with this Restated MAA 
shall execute a written undertaking to preserve the confidentiality of any information received in 
connection with this Restated MAA.  Notwithstanding the foregoing, nothing in this Restated MAA shall 
prevent Parties from disclosing information to FCA or the Insurance Corporation. 

 
Section 7.07.  Amendments.  This Restated MAA may be amended only by the written agreement 

of all the Parties.   
 
Section 7.08.  Dispute Resolution.  All disputes between or among Parties relating to this 

Restated MAA shall be submitted to final and binding arbitration pursuant to the U.S. Arbitration Act, 9 
U.S.C. sections 1-15, provided, however, that any recommendation by the Committee regarding a 
Continued Access Request (including, if the recommendation is to grant the Request, recommendations as 
to the expiration date of the Continued Access Decision and as to any conditions to be imposed on the 
Decision), and any vote by a Bank on a Continued Access Request, shall be final and not subject to 
arbitration.  Arbitrations shall be conducted under the Commercial Arbitration Rules of the American 
Arbitration Association before a single arbitrator.  An arbitrator shall be selected within fourteen days of 
the initiation of arbitration by any Party, and the arbitrator shall render a decision within thirty days of his 
or her selection, or as otherwise agreed to by the parties thereto.   

Section 7.09. Governing Law.  This Restated MAA shall be governed by and construed in 
accordance with the Federal laws of the United States of America, and, to the extent of the absence of 
Federal law, in accordance with the laws of the State of New York excluding any conflict of law 
provisions that would cause the law of any jurisdiction other than New York to be applied; provided, 
however, that in the event of any conflict between the U.S. Arbitration Act and applicable Federal or New 
York law, the U.S. Arbitration Act shall control. 

 
Section 7.10.  Notices.  Any notices required or permitted under this Restated MAA shall be in 

writing and shall be deemed given if delivered in person, by e-mail, by fax or by a nationally recognized 
overnight courier, in each case addressed as follows, unless such address is changed by written notice 
hereunder: 

 
To AgFirst Farm Credit Bank: 
 

AgFirst Farm Credit Bank 
Farm Credit Bank Building 
1401 Hampton Street 
Columbia, SC  29201 
Attention:  President and Chief Executive Officer 
Fax:  803-254-1776 
E-Mail:[OMITTED] 
 

To AgriBank, FCB: 
 

AgriBank, FCB 
375 Jackson Street 
St. Paul, MN  55101 



Attention:  President and Chief Executive Officer 
Fax:  651-282-8494 
E-Mail: [OMITTED] 
 
 

To CoBank, ACB: 
 

CoBank, ACB 
5500 South Quebec Street 
Greenwood Village, CO  80111 
Attention:  President and Chief Executive Officer 
Fax:  303-740-4002 
E-Mail: [OMITTED] 
 
 

To the Farm Credit Bank of Texas: 
 

Farm Credit Bank of Texas 
4801 Plaza on the Lake Drive 
Austin, TX  78746 
Attention:  President and Chief Executive Officer 
Fax:  512-465-0775 
E-Mail: [OMITTED] 
 
 

To U.S. AgBank, FCB: 
 

U.S. AgBank, FCB 
Farm Credit Bank Building 
245 North Waco 
Wichita, KS  67202 
Attention:  President and Chief Executive Officer 
Fax:  316-266-5126 
E-Mail: [OMITTED] 
 
 

To Federal Farm Credit Banks Funding Corporation: 
 

Federal Farm Credit Banks Funding Corporation 
10 Exchange Place 
Suite 1401 
Jersey City, NJ  07302 
Attention:  President and Chief Executive Officer 
Fax:  201-200-8109 
E-Mail: [OMITTED] 
 

To the Farm Credit System Insurance Corporation: 
 

Farm Credit System Insurance Corporation 
1501 Farm Credit Drive 
McLean, Virginia  22102 



Attention:  Chairman 
Fax:  703-790-9088 
E-Mail: [OMITTED] 
 
 

To the Farm Credit Administration: 
 

Farm Credit Administration 
1501 Farm Credit Drive 
McLean, Virginia  22102-5090 
Attention:  Chairman 
Fax:  703-734-5784 
E-Mail: [OMITTED] 
 
 

To the CIPA Oversight Body: 
 

At such address, fax number and e-mail address as shall be supplied to the Parties from time to 
time by the Chairman of the CIPA Oversight Body. 

 
To the Committee: 
 

At such address, fax number and e-mail address as shall be supplied by the Committee, which the 
Committee shall promptly transmit to each Party. 
 

 
Any notice sent by the courier shall be deemed given one Business Day after depositing with the 
overnight courier.  Any notice given in person, by e-mail, or by fax shall be deemed given instantaneously. 
 

Section 7.11.  Headings; Conjunctive/Disjunctive; Singular/Plural.  The headings of any article or 
section of this Restated MAA are for convenience only and shall not be used to interpret any provision of 
the Restated MAA.  Uses of the conjunctive include the disjunctive, and vice versa, unless the context 
clearly requires otherwise.  Uses of the singular include the plural, and vice versa, unless the context 
clearly requires otherwise. 

 
Section 7.12.  Successors and Assigns.  Except as provided in the definitions of "Bank" and 

"Banks" in Article IX, this Restated MAA shall inure to the benefit of and be binding upon the successors 
and assigns of the Parties, including entities resulting from the merger or consolidation of one or more 
Banks. 

 
Section 7.13.  Counterparts.  This Restated MAA, and any document provided for hereunder, may 

be executed in one or more counterparts.  Transmission by facsimile or other form of electronic 
transmission of an executed counterpart of this Restated MAA shall be deemed to constitute due and 
sufficient delivery of such counterpart. 

 
Section 7.14.  Waiver.  Any provision of this Restated MAA may be waived, but only if such 

waiver is in writing and is signed by all Parties to this Restated MAA. 
 
Section 7.15.  Entire Agreement.  Except as provisions of CIPA are cited in this Restated MAA 

(which provisions are expressly incorporated herein by reference), this Restated MAA sets forth the entire 



agreement of the Parties and supersedes all prior understandings or agreements, oral or written, among the 
Parties with respect to the subject matter hereof. 

 
Section 7.16.  Relation to CIPA.  This Restated MAA and CIPA are separate agreements, and 

invalidation of one does not affect the other.  Should CIPA be invalidated or terminated, the Parties will 
take the necessary steps to maintain those aspects of CIPA that are referred to in Sections 1.01, 1.02 and 
1.03 of this Restated MAA, and to replace the CIPA Oversight Body for purposes of continued 
administration of this Restated MAA. 

 
Section 7.17.  Third Parties.  Except as provided in Sections 2.10, 3.03, 7.03(g), 7.21 and 7.22, 

this Restated MAA is for the benefit of the Parties and their respective successors and assigns, and no 
rights are intended to be, or are, created hereunder for the benefit of any third party. 

 
Section 7.18.  Time Is Of The Essence.  Time is of the essence in interpreting and performing this 

Restated MAA. 
 
Section 7.19.  Statutory Collateral Requirement.  Nothing in this Restated MAA shall be 

construed to permit a Bank to participate in issues of Debt Securities or other obligations if it does not 
satisfy the collateral requirements of Section 4.3(c) of the Act.  For purposes of this Section, "Bank" shall 
include any System bank in conservatorship or receivership. 

 
Section 7.20.  Termination of System Status.  Nothing in this Restated MAA shall be construed to 

preclude a Bank from terminating its status as a System institution pursuant to Section 7.10 of the Act, or 
from at that time withdrawing, as from that time forward, the funding resolution it has adopted pursuant 
to Section 4.4(b) of the Act. A Bank that terminates its System status shall cease to have any rights or 
obligations under this Restated MAA, except that it shall continue to be subject to Article VIII with 
respect to claims accruing through the date of such termination of System status. 

 
Section 7.21.  Restrictions Concerning Subsequent Litigation.  It is expressly agreed by the Banks 

that (a) characterization or categorization of Banks, (b) information furnished to the Committee or other 
Banks, and (c) discussions or decisions of the Banks or Committee under this Restated MAA shall not be 
used in any subsequent litigation challenging FCA's or the Insurance Corporation's action or inaction. 

 
Section 7.22.  Effect of this Agreement.  Neither this Restated MAA nor FCA approval hereof 

shall in any way restrict or qualify the authority of FCA or the Insurance Corporation to exercise any of 
the powers, rights, or duties granted by law to FCA or the Insurance Corporation. 

 
Section 7.23.  Relationship to the Joint and Several Liability Reallocation Agreement.  This 

Restated MAA and the Joint and Several Liability Reallocation Agreement are separate agreements, and 
invalidation of one does not affect the other. 

 
ARTICLE VIII - INDEMNIFICATION 

 
Section 8.01.  Definitions.  As used in this Article VIII: 
 
(a) "Indemnified Party" means any Bank, the Funding Corporation, the Committee, the 

Scorekeeper, or any of the past, present or future directors, officers, stockholders, employees or agents of 
the foregoing. 

 
(b) "Damages" means any and all losses, costs, liabilities, damages and expenses, including, 

without limitation, court costs and reasonable fees and expenses of attorneys expended in investigation, 



settlement and defense (at the trial and appellate levels and otherwise), which are incurred by an 
Indemnified Party as a result of or in connection with a claim alleging liability to any non-Party for 
actions taken pursuant to or in connection with this Restated MAA.  Except to the extent otherwise 
provided in this Article VIII, Damages shall be deemed to have been incurred by reason of a final 
settlement or the dismissal with prejudice of any such claim, or the issuance of a final nonappealable 
order by a court of competent jurisdiction which ultimately disposes of such a claim, whether favorably or 
unfavorably. 

 
Section 8.02.  Indemnity.  To the extent consistent with governing law, the Banks, jointly and 

severally, shall indemnify and hold harmless each Indemnified Party against and in respect of Damages, 
provided, however, that an Indemnified Party shall not be entitled to indemnification under this Article 
VIII in connection with conduct of such Indemnified Party constituting gross negligence, willful 
misconduct, intentional tort or criminal act, or in connection with civil money penalties imposed by FCA.  
In addition, the Banks, jointly and severally, shall indemnify an Indemnified Party for all costs and 
expenses (including, without limitation, fees and expenses of attorneys) incurred reasonably and in good 
faith by an Indemnified Party in connection with the successful enforcement of rights under any provision 
of this Article VIII. 

 
Section 8.03.  Advancement of Expenses.  The Banks, jointly and severally, shall advance to an 

Indemnified Party, as and when incurred by the Indemnified Party, all reasonable expenses, court costs 
and attorneys' fees incurred by such Indemnified Party in defending any proceeding involving a claim 
against such Indemnified Party based upon or alleging any matter that constitutes, or if sustained would 
constitute, a matter in respect of which indemnification is provided for in Section 8.02, so long as the 
Indemnified Party provides the Banks with a written undertaking to repay all amounts so advanced if it is 
ultimately determined by a court in a final nonappealable order or by agreement of the Banks and the 
Indemnified Party that the Indemnified Party is not entitled to be indemnified under Section 8.02. 

 
Section 8.04.  Assertion of Claim. 
 
(a) Promptly after the receipt by an Indemnified Party of notice of the assertion of any claim 

or the commencement of any action against him, her or it in respect of which indemnity may be sought 
against the Banks hereunder (an "Assertion"), such Indemnified Party shall apprise the Banks, through a 
notice to each of them, of such Assertion.  The failure to so notify the Banks shall not relieve the Banks of 
liability they may have to such Indemnified Party hereunder, except to the extent that failure to give such 
notice results in material prejudice to the Banks. 

 
(b) Any Bank receiving a notice under paragraph (a) shall forward it to the Committee 

(which, if not in existence, shall be formed at the instance of such Bank to consider the matter).  The 
Banks, through the Committee, shall be entitled to participate in, and to the extent the Banks, through the 
Committee, elect in writing on thirty days' notice, to assume, the defense of an Assertion, at their own 
expense, with counsel chosen by them and satisfactory to the Indemnified Party.  Notwithstanding that the 
Banks, through the Committee, shall have elected by such written notice to assume the defense of any 
Assertion, such Indemnified Party shall have the right to participate in the investigation and defense 
thereof, with separate counsel chosen by such Indemnified Party, but in such event the fees and expenses 
of such separate counsel shall be paid by such Indemnified Party and shall not be subject to 
indemnification by the Banks unless (i) the Banks, through the Committee, shall have agreed to pay such 
fees and expenses, (ii) the Banks shall have failed to assume the defense of such Assertion and to employ 
counsel satisfactory to such Indemnified Party, or (iii) in the reasonable judgment of such Indemnified 
Party, based upon advice of his, her or its counsel, a conflict of interest may exist between the Banks and 
such Indemnified Party with respect to such Assertion, in which case, if such Indemnified Party notifies 
the Banks, through the Committee, that such Indemnified Party elects to employ separate counsel at the 



Banks' expense, the Banks shall not have the right to assume the defense of such Assertion on behalf of 
such Indemnified Party.  Notwithstanding anything to the contrary in this Article VIII, neither the Banks, 
through the Committee, nor the Indemnified Party shall settle or compromise any action or consent to the 
entering of any judgment (x) without the prior written consent of the other, which consent shall not be 
unreasonably withheld, and (y) without obtaining, as an unconditional term of such settlement, 
compromise or consent, the delivery by the claimant or plaintiff to such Indemnified Party of a duly 
executed written release of such Indemnified Party from all liability in respect of such Assertion, which 
release shall be satisfactory in form and substance to counsel to such Indemnified Party.  The Funding 
Corporation shall not be entitled to vote on actions by the Committee under this paragraph (b) or Section 
8.08. 

 
Section 8.05.  Remedies; Survival.  The indemnification, rights and remedies provided to an 

Indemnified Party under this Article VIII shall be (i) in addition to and not in substitution for any other 
rights and remedies to which any of the Indemnified Parties may be entitled, under any other agreement 
with any other Person, or otherwise at law or in equity, and (ii) provided prior to and without regard to 
any other indemnification available to any Indemnified Party.  This Article VIII shall survive the 
termination of this Restated MAA. 

 
Section 8.06.  No Rights in Third Parties.  This Restated MAA shall not confer upon any Person 

other than the Indemnified Party any rights or remedies of any nature or kind whatsoever under or by 
reason of the indemnification provided for in this Article VIII. 

 
Section 8.07.  Subrogation; Insurance.  Upon the payment by the Banks to an Indemnified Party 

of any amounts for which an Indemnified Party shall be entitled to indemnification under this Article VIII, 
if the Indemnified Party shall also have the right to recover such amount under any commercial insurance, 
the Banks shall be subrogated to such rights to the extent of the indemnification actually paid.  Where 
coverage under such commercial insurance may exist, the Indemnified Party shall promptly file and 
diligently pursue a claim under said insurance.  Any amounts paid pursuant to such claim shall be 
refunded to the Banks to the extent the Banks have provided indemnification payments under this Article 
VIII, provided, however, that recovery under such insurance shall not be deemed a condition precedent to 
the indemnification obligations of the Banks under this Article VIII. 

 
Section 8.08.  Sharing in Costs.  The Banks shall share in the costs of any indemnification 

payment hereunder as the Committee shall determine. 
 

ARTICLE IX - DEFINITIONS 
 

The following definitions are used in this Restated MAA: 
 
"Act" means the Farm Credit Act of 1971, 12 U.S.C. section 2001, et seq., as amended from time 

to time, or any successors thereto. 
 
The "Additional Restrictions" are that a Bank (a) shall manage its asset/liability mix so as not to 

increase, and, to the extent possible, so as to reduce or eliminate, any Interest-Rate Sensitivity Deduction 
in its Net Composite Score, and (b) shall not increase the dollar amount of any liabilities, or take any 
action giving rise to a lien or pledge on its assets, senior to its liability on Debt Securities other than (i) 
tax liabilities and secured liabilities arising in the ordinary course of business through activities other than 
borrowing, such as mechanic's liens or judgment liens, and (ii) secured liabilities, or an action giving rise 
to such a lien or pledge, incurred in the ordinary course of business as the result of issuing secured debt or 
entering into repurchase agreements, provided, however, that such debt issuances and agreements may be 
undertaken to the extent that the proceeds therefrom are used to repay the principal of outstanding Debt 



Securities and the value of the collateral securing the debt issuances or the agreements (computed in the 
same manner as provided under Section 4.3(c) of the Act) does not exceed the amount of principal so 
repaid.  

 
"Associations" means agricultural credit associations, federal land bank associations, federal land 

credit associations and production credit associations. 
 
"Average Net Composite Score" is defined in Section 1.03. 
 
"Bank" means a bank (including its consolidated subsidiaries) of the Farm Credit System, other 

than (except where noted) any bank in conservatorship or receivership (and its consolidated subsidiaries). 
 
"Banks" means the banks (including their consolidated subsidiaries) of the Farm Credit System, 

other than (except where noted) any banks in conservatorship or receivership (and their consolidated 
subsidiaries). 

 
"Business Day" means any day other than a Saturday, Sunday or Federal holiday. 
 
"Business Plan" means the business plan required under 12 C.F.R. 618.8440, as amended from 

time to time, or any successors thereto. 
 
"Category" means Category I, Category II, or Category III, as the circumstances require. 
 
"Category I" is defined in Section 1.05. 
 
"Category II" is defined in Section 1.06. 
 
"Category II Interim Restrictions" means the requirements set forth in Section 4.02. 
 
"Category III" is defined in Section 1.07. 
 
"Category III Interim Restrictions" means the requirements set forth in Section 5.02.  
 
"CIPA" means that certain Amended and Restated Contractual Interbank Performance Agreement 

among the Banks of the Farm Credit System and the Federal Farm Credit Banks Funding Corporation, the 
Scorekeeper, dated as of June 30, 2011, as amended from time to time, or any successor thereto. 

 
"CIPA Oversight Body" is defined in Section 1.02. 
 
"Collateral" is defined as in Section 4.3(c) of the Act and the regulations thereunder, as amended 

from time to time, or any successors thereto. 
 
The "Committee" is defined in Section 2.01. 
 
"Continued Access Decision(s)" means a decision, subject to the procedures, terms and 

conditions described in Article VI, that Final Restrictions or a Final Prohibition not go into effect, or be 
lifted. 

 
"Continued Access Request" means a request for a Continued Access Decision. 
 
"Days" means calendar days, unless the term Business Days is used. 



 
"Debt Securities" means Systemwide and consolidated obligations issued through the Funding 

Corporation, within the meaning of Sections 4.2(c), 4.2(d) and 4.9 of the Act. 
 
"Disclosure Program" means the program established, pursuant to resolutions of the Banks and 

the Funding Corporation adopted in 1987 and last substantively revised in 1994, for disclosure at the 
Systemwide level of financial and other information in connection with the issuance of Debt Securities, as 
amended from time to time, or any successor thereto. 

 
"FCA" means the Farm Credit Administration. 
 
"Final Prohibition" means the requirements set forth in Section 5.01. 
 
"Final Restrictions" means the requirements set forth in Section 4.01. 
 
"First Restated MAA" means that certain Amended and Restated Market Access Agreement, 

dated July 1, 2003, among the Banks and the Funding Corporation. 
 
"Funding Corporation" means the Federal Farm Credit Banks Funding Corporation. 
 
"Going Concern Qualification" means a qualification expressed pursuant to Statement of 

Auditing Standards No. 59, "The Auditor's Consideration of an Entity's Ability to Continue As a Going 
Concern." 

 
"Insurance Corporation" means the Farm Credit System Insurance Corporation. 
 
"Insurance Fund" means the Farm Credit Insurance Fund maintained by the Insurance 

Corporation pursuant to Section 5.60 of the Act. 
 
"Interest-Rate Sensitivity Deduction" is defined as in Article II of CIPA, and the Model referred 

to therein, as amended from time to time, or any successor thereto. 
 
"Joint and Several Liability Reallocation Agreement" means that certain Joint and Several 

Liability Reallocation Agreement among the Banks and the Funding Corporation. 
 
"Liquidity Deficiency Deduction" is defined as in Article II of CIPA, and the Model referred to 

therein, as amended from time to time, or any successor thereto. 
 
"Model" means the term Model as it is defined in the CIPA. 
 
"Net Collateral" means a Bank's collateral as defined in 12 C.F.R. 615.5050, as amended from 

time to time, or any successors thereto (except that eligible investments as described in 12 C.F.R. 
615.5140, as amended from time to time, or any successors thereto, are to be valued at their amortized 
cost), less an amount equal to that portion of the allocated investments of affiliated Associations that is 
not counted as permanent capital by the Bank. 

 
"Net Collateral Ratio" means a Bank's Net Collateral divided by Bank-only total liabilities (i.e., 

the total liabilities used to compute the net collateral ratio defined in 12 C.F.R. 615.5301(d), as amended 
from time to time or any successors thereto). 

 
"Net Composite Score" is defined in Section 1.03.  



 
"100% Vote" means an affirmative vote, through each voting Bank’s board of directors or its 

designee, of all Banks that are entitled to vote on a matter. 
 
"Original Agreement" means that certain Market Access Agreement, dated September 1, 1994 

and effective as of November 23, 1994, among the Banks and the Funding Corporation. 
 
"Parties" mean the parties to this Restated MAA.  A bank in conservatorship or receivership is 

not a party to this Restated MAA. 
 
"Permanent Capital" is defined as in Section 4.3A(a)(1) of the Act and the regulations thereunder, 

as amended from time to time, or any successors thereto. 
 
"Permanent Capital Ratio" means a Bank's Permanent Capital as a percentage of its Risk-

Adjusted Asset Base. 
 
"Person" means any human being, partnership, association, joint venture, corporation, legal 

representative or trust, or any other entity. 
 
"Ratio(s)" means either the Net Collateral Ratio, or Permanent Capital Ratio, as the 

circumstances require. 
 
"Risk-Adjusted Asset Base" is defined as in 12 C.F.R.  615.5210(e), as amended from time to 

time, or any successor thereto. 
 
"Scorekeeper" is defined in Section 1.01. 
 
"System" means the Farm Credit System. 
 
"System Disclosure Agent" means the Funding Corporation or such other disclosure agent as all 

Banks shall unanimously agree upon, to the extent permitted by law or regulation.  For purposes of this 
definition, "Banks" shall include any System bank in conservatorship or receivership.   

 
[end of Draft Second Amended and Restated MAA] 
 
Date: October 27, 2011 
 
Mary Alice Donner, 
Acting Secretary,  
Farm Credit Administration Board. 



________________________________ 
168 FR 19539 (April 21, 2003). 
 
275 FR 76729 (December 9, 2010). 
 
312 U.S.C. 2155. 
 
475 FR 64727 (October 20, 2010). 
 
5CoBank, ACB and U.S. Agbank, FCB plan to merge as of January 1, 2012.  The FCA has preliminarily 
approved the merger, and the boards and stockholders of both banks have voted to approve the merger. 
 
 

 

http://ww3.fca.gov/readingrm/fedreg/Federal%20Register%20Documents/68%20FR%2019539.docx
http://ww3.fca.gov/readingrm/fedreg/Federal%20Register%20Documents/75%20FR%2076729.docx
http://ww3.fca.gov/readingrm/fedreg/Federal%20Register%20Documents/75%20FR%2064727.docx
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FARM CREDIT ADMINISTRATION  
 
Systematic Collection of Standardized Loan Data  
 
AGENCY: Farm Credit Administration. 
 
ACTION: Notice with request for comment.   
 
SUMMARY:  The Farm Credit Administration (FCA or agency) is seeking public input on the changes it 
should consider making to its systematic collection of standardized loan data.  The agency currently 
collects basic descriptive information from Farm Credit System (FCS or System) banks and associations, 
in a standardized format, using the Loan Account Reporting System–Modified (LARS-M).  The agency is 
planning to reengineer its collection of standardized loan data to meet its current and future information 
needs. In support of this reengineering project, FCA is seeking public comment on changes the agency 
should consider making to the loan data it collects; what processes and technological approaches to 
employ when collecting loan data; how to minimize the reporting burden on System institutions while 
meeting agency needs; and what types of standardized reports to make available to the general public and 
System institutions.  
 
DATES:  Please send your comments to the FCA by May 3, 2004. 
 
ADDRESSES:  We encourage you to send comments by electronic mail to "reg-comm@fca.gov" or 
through the Pending Regulations section of FCA's Web site, "www.fca.gov."  You may also send 
comments to Andrew Jacob, Assistant Director, Office of Policy and Analysis, Farm Credit 
Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090 or by facsimile to (703) 734-5784.  
You may review copies of all comments we receive at our office in McLean, Virginia. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Gaylon J. Dykstra, Policy Analyst, Office of Policy and Analysis, Farm Credit Administration, McLean, 
VA  22102-5090, (703) 883-4073, TTY (703) 883-4434. 
 
or 
 
Howard Rubin, Senior Attorney, Office of the General Counsel, Farm Credit Administration, McLean, 
VA  22102-5090, (703) 883-4029, TTY (703) 883-2020. 



 
SUPPLEMENTARY INFORMATION:  
 
I.   Background 
 
A.  What is LARS-MLoan Data Does FCA Collect? 
 
 FCA currently collects certain standardized loan information from FCS banks and associations 
using the LARS-M.  Examples of standardized variables collected include: 
 

1. The date the loan was originated and the date on which it matures; 
 
2. The primary agricultural commodity produced by the borrower; 
 
3. Whether a loan is covered by a government guarantee; 
 
4. If a loan is past due, the number of days the loan payment is delinquent; 
 
5. The risk of the loan based on the uniform classification system as defined in the FCA 

Examination Manual (EM-320); and 
 
6. Whether the borrower is in bankruptcy or the loan is in foreclosure status. 

 
 The agency also obtains direct institution-specific loan data as needed for examination purposes. 
 
B.  How Does FCA Use Loan Data? 
 
 FCA uses loan information to support its supervision and regulation of System institutions.  For 
supervisory purposes, loan information is important for evaluating portfolio risk associated with 
agricultural lending and analyzing credit risks in individual agricultural loans.  Loan data are also required 
for monitoring Systemwide trends and emerging vulnerabilities.  For regulatory purposes, loan 
information is used for developing regulations and other public policy actions.  FCA also uses loan data 
in fulfilling reporting requirements and informational requests. 
 
C.  Identifying Loan Portfolio Risk  
 
 Identification of risks in a loan portfolio is essential to FCA’s evaluation of an institution’s safety 
and soundness.  Loan portfolio risk reflects individual loan exposures and the combined effects on a 
portfolio.  Risk in individual loans is a function of characteristics associated with a borrower’s 
agricultural operation and financial condition and performance.  Examples of loan characteristics include 
the commodities produced, geographic location, payment history, financial strength, and off-farm income.  
These types of loan data are important determinants of the credit risk of a loan.  Therefore, FCA access to 
loan data is critical for evaluating portfolio risks of System institutions and the credit risk of individual 
loans.  
 
D.  Monitoring Systemwide Trends 
 
 Analyzing Systemwide trends and emerging vulnerabilities is a critical agency activity for 
monitoring the overall mission accomplishment and ongoing safety and soundness of the FCS.  
Monitoring Systemwide trends helps FCA identify when risks are impacting the System’s agricultural 
loans.  For example, the System may show an overall increase in delinquent loans.  Access to loan data 



allows the agency to analyze this trend and associated characteristics, such as geographic location, 
commodity linkage, or other commonalities among affected institutions.  Similarly, the agency uses loan 
data to analyze the impact of emerging vulnerabilities, such as food safety concerns, trade disputes, 
changes in government support programs, shifts in consumer preferences, and climactic events.  Using 
loan data, the agency can better identify vulnerable System loans.  Access to loan data increases FCA’s 
understanding of the systemic risks facing the FCS and helps the agency determine if any policy actions 
are needed. 
 
E.  Developing Regulations and Policy   
 
 FCA uses loan data to support its regulation of System institutions.  For example, loan data 
provide information needed to evaluate the impact of capital adequacy standards, lending limits, and 
liquidity requirements.   Moreover, access to loan data allows the agency to analyze the effectiveness and 
results achieved from regulations and policy actions. 
 
F.  Fulfilling Reporting Requirements and Responding to Information Requests  
 
 The agency is required to periodically provide reports to Congress.  The agency also frequently 
responds to information requests from Congress and others.  Ready access to loan data aids FCA in 
timely and accurately responding to reporting requirements and information requests. 
 
G.  Why is FCA Considering ChangingLARS-M its Standardized Collection of Loan Data? 
 
 LARS-M was first implemented in 1987 and last revised in 1993.  While LARS-M provides FCA 
with a standardized and centralized collection of loan data, it has not kept pace with changes in financial 
reporting systems, is incomplete as to loan types, lacks detail, and only allows access to current quarter 
data.  FCA, therefore, believes improvements are needed to fully meet the agency’s current and future 
information needs. 
 
  FCA examiners also obtain loan information directly from System institutions on an ad hocas-
needed basis for use in conducting examinations, but this information is not standardized or centralized.  
As a result, directly downloaded data are not useful or available for Systemwide analysis or reporting.  
More importantly, the downloaded data vary considerably by FCA field office since loan information 
systems vary across System institutions.  Therefore, standardized and centralized collection of loan data 
would help overcome the variety in electronic loan information systems used by FCS institutions. 
 
II.  Objectives of This Project 
 
 The objectives of FCA’s project to reengineer its standardized collection of loan data from 
System institutions are to:   
 

1.  Determine the appropriate set of loan data to collect on a systematic, centralized, and 
standardized basis that meets the agency’s needs;  

 
2.  Streamline the collection process of loan data to enhance reliability, timeliness, and data 

accuracy; 
 
3.  Minimize the reporting burden on System institutions; and 
 
4.  Provide appropriate standardized reports to internal and, potentially, external parties. 

 



  The reengineering project will address the limitations of the current approach to a standardized 
collection of loan data.  The agency is already considering the data elements it needs to collect on 
individual loans, including what specific financial information, loan performance data, and other essential 
information about loan characteristics that are necessary for adequately evaluating portfolio and loan risks.  
Moreover, the project will also address the agency’s need to collect information for all loans made by 
System institutions.  Along with these considerations, the agency is evaluating the data elements needed 
to model loan performance characteristics through time, such as probability of default, loss severity, and 
exposures at default.  In the future, modeling loan performance may become a key aspect in the 
evaluation of a System institution’s capital adequacy.  FCA is also evaluating new technologies to 
streamline and improve the collection process.  This evaluation includes reducing the reporting burden by 
relying on an efficient process that utilizes information readily available in the different FCS institutions’ 
electronic loan information systems. 
 
 FCA is also evaluating the standardized reports the agency currently uses in conducting its 
supervisory and regulatory programs, including considering the type of reports to make available to the 
general public and System institutions in light of legal restrictions and other constraints regarding the 
release of private and sensitive business information used solely for examination purposes. 
 
III.  Questions 
 
 To augment the agency’s experience and expertise with agricultural lending practices and credit 
analysis, FCA is seeking public input on the changes it should consider making as it reengineers the 
systematic collection of standardized loan data from System institutions.  Specifically, the agency 
requests comments on: 
 

1. What suggestions do you have regarding loan data elements? 
 
2. What processes and technological approaches to employ to streamline the collection of loan 

data? 
 
3. How to minimize the reporting burden on System institutions while meeting the agency’s 

informational needs? 
 
4. What standardized reports to make available to the general public and System institutions, 

considering the need to protect private and proprietary confidential information? 
 
 Along with these questions, we welcome any other comments or suggestions the agency should 
consider as it moves forward with this initiative. 
 
 
Date:  March 12, 2004 
 
Jeanette C. Brinkley, 
Secretary, 
Farm Credit Administration Board. 
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[6705-01-P] 
 
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; extension of comment period.  
 
SUMMARY:  The Farm Credit Administration (FCA or we) published a 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.  To allow interested parties additional 
time to submit comments, we are extending the comment period on the proposed rule from January 2, 
2015 to February 16, 2015. 
 
DATES:  Comments on the proposed rule must be submitted on or before February 16, 2015. 
 
ADDRESSES:  For accuracy and efficiency reasons, commenters are encouraged to submit comments by 
e-mail or through the FCA’s Web site.  As facsimiles (fax) are difficult for us to process and achieve 
compliance with section 508 of the Rehabilitation Act, we no longer accept comments submitted by fax.  
Regardless of the method you use, please do not submit your comments multiple times via different 
methods.  You may submit comments by any of the following methods: 
 

• E-mail:  Send an e-mail to reg-comm@fca.gov.  
• FCA Web site:  http://www.fca.gov.  Select “Public Commenters,” then “Public Comments,” 

and follow the directions for “Submitting a Comment.”  



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

• 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 on 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, including any supporting data provided, but for technical reasons we may omit 
items such as logos and special characters.  Identifying information that you provide, such as phone 
numbers and addresses, will be publicly available.  However, we will attempt to remove e-mail addresses 
to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
J. C. Floyd, Associate Director, Finance and Capital Markets Team, Office of Regulatory Policy, Farm 
Credit Administration, McLean, VA  22102-5090, (703) 883-4414, TTY (703) 883-4434, 
 
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) 883-4020. 
 
SUPPLEMENTARY INFORMATION: 
 

On September 4, 2014, the FCA published a proposed rule in the Federal Register seeking public 
comment on proposed changes to our capital regulations.  See 79 FR 52814.  The comment period is 
scheduled to close on January 2, 2015.  The FCA received several letters in response to the proposed rule 
requesting we extend the comment period by 90 days.  The requesters asserted that the proposed rule 
would have the most impact of any rule the FCA has ever adopted and is the longest and most complex 
proposal in the System's history.  In addition, they noted that its comment period overlapped with the 
comment periods of several other important regulations and also with year-end business planning.  They 
would like additional time to evaluate the impact of the rule.  

 
The FCA supports public involvement and participation in its regulatory process and invites all 

interested parties to review and comment on our proposed rule.  We balanced the reasons provided with 
the request for more time against the substantial time period the requesters have had to consider and 
provide comments on the rule.1  As a result, we are extending the comment period 45 days instead of the 
requested 90 days.   
 
Date:  December 17, 2014  
 
Mary Alice Donner, 
Acting Secretary, 
Farm Credit Administration Board. 
 
 

                                                           
1 As of December 10, 2014, the Agency has received over 560 comment letters on the proposed rule.  
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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 



2 
 

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

• FCA Web site:  http://www.fca.gov.  Select "Public 

Commenters," then "Public Comments," and follow the 

directions for "Submitting a Comment." 

• Federal eRulemaking Portal:  

http://www.regulations.gov.  Follow the instructions 

for submitting comments. 

• Mail:  Barry F. Mardock, Deputy Director, Office of 

Regulatory Policy, Farm Credit Administration, 1501 

Farm Credit Drive, McLean, VA 22102-5090. 

mailto:reg-comm@fca.gov
http://www.fca.gov/
http://www.regulations.gov/
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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 e-mail addresses to help 

reduce Internet spam. 

FOR FURTHER INFORMATION CONTACT: 

J.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: 

Table of Contents 

I. Introduction 
A. Objectives of Proposed Rule 
B. Overview of Proposed Rule 
C. List of Questions Asked and Comments Requested in 

this Preamble  
D. Key Provisions of the Proposed Rule 

http://www.fca.gov/
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E. The History and Cooperative Structure of the Farm 
Credit System 
1. Capital Structure of System Institutions 
2. Member Stock—Association Level 
3. Member Stock—System Bank Level 
4. Allocated Equities 
5. Unallocated Retained Earnings (URE) and URE 

Equivalents 
F. The FCA’s Current Capital Regulations  
G. Prior FCA Advance Notices of Proposed Rulemaking 

(ANPRMs) on the Basel Capital Standards 
 
II. Minimum Regulatory Capital Ratios, Additional Capital 

Requirements, and Overall Capital Adequacy 
A. Minimum Risk-Based Capital Ratios and Other 

Regulatory Capital Provisions 
B. Leverage Ratio 
C. Capital Conservation Buffer 
D. Supervisory Assessment of Overall Capital 

Adequacy 
 
III. Definition of Capital  

A. Capital Components and Eligibility Criteria for 
Regulatory Capital Instruments  
1. Common Equity Tier 1 (CET1) Capital 

a. Criteria 
b. Accumulated Other Comprehensive Income 

(AOCI) and Minority Interests 
2. Additional Tier 1 (AT1) Capital 
 a. Criteria 
 b.   FCA's Current Capital Regulations 
3. Tier 2 Capital 
4. FCA Approval of Capital Elements 
5. FCA Prior Approval Requirements for Cash 

Patronage, Dividends, and Redemptions; Safe 
Harbor 

B. Regulatory Adjustments and Deductions 
1. Regulatory Deductions from CET1 Capital 

a. Goodwill and Other Intangibles (other 
than Mortgage Servicing Assets) 

b. Gain-on-Sale Associated with a 
Securitization Exposure 

c. Defined Benefit Pension Fund Net Assets 
d. A System Institution's Allocated Equity 

Investment in Another System 
Institution 
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e. "Haircut" Deduction for Redemption of 
Equities Included in CET1 Capital Less 
Than 10 Years After Issuance or 
Allocation 

2. The Corresponding Deduction Approach for 
Purchased Equities  

3. Netting of Deferred Tax Liabilities Against 
Deferred Tax Assets and Other Deductible 
Assets 

C. Limits on Inclusion of Third-Party Capital  
 
IV. Standardized Approach for Risk-Weighted Assets  

A. Calculation of Standardized Total Risk-Weighted 
Assets 

B. Risk-Weighted Assets for General Credit Risk 
1. Exposures to Sovereigns 
2. Exposures to Certain Supranational Entities 

and Multilateral Development Banks 
3. Exposures to Government-Sponsored Enterprises 
4. Exposures to Depository Institutions, Foreign 

Banks, and Credit Unions 
5. Exposures to Public Sector Entities 
6. Corporate Exposures 
7. Residential Mortgage Exposures 
8. High Volatility Commercial Real Estate 

Exposures 
9. Past Due Exposures 
10. Other Assets 
11. Exposures to Other System Institutions 
12. Risk-Weighting for Specialized Exposures 

C. Off-Balance Sheet Items 
1. Credit Conversion Factors 
2. Credit-Enhancing Representations and 

Warranties 
D. Over-the-Counter Derivative Contracts 
E. Cleared Transactions 

1. Definition of Cleared Transaction 
2. Risk Weighting for Cleared Transactions 

F. Credit Risk Mitigation 
1. Guarantees and Credit Derivatives  

a. Eligibility Requirements 
b. Substitution Approach  
c. Maturity Mismatch Haircut 
d. Adjustment for Credit Derivatives 

Without Restructuring as a Credit Event 
e. Currency Mismatch Adjustment 
f. Multiple Credit Risk Mitigants 
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2. Collateralized Transactions 
a. Eligible Collateral 
b. Risk Management Guidance for Recognizing 

Collateral 
c. Simple Approach 
d. Collateral Haircut Approach 
e. Standard Supervisory Haircuts 
f. Own Estimates of Haircuts 

G. Unsettled Transactions 
H. Risk-Weighted Assets for Securitization Exposures 

1. Overview of the Securitization Framework and 
Definitions 

2. Operational Requirements 
a. Due Diligence Requirements 
b. Operational Requirements for Traditional 

Securitizations  
c. Operational Requirements for Synthetic 

Securitizations  
d. Clean-Up Calls 

3. Risk-Weighted Asset Amounts for 
Securitization Exposures  
a. Exposure Amount of a Securitization 

Exposure 
b. Gains-On-Sale and Credit-Enhancing 

Interest-Only Strips 
c. Exceptions under the Securitization 

Framework 
d. Overlapping Exposures 
e. Servicer Cash Advances  
f. Implicit Support 

4. Simplified Supervisory Formula Approach 
5. Gross-up Approach 
6. Alternative Treatments for Certain Types of 

Securitization Exposures 
7. Credit Risk Mitigation for Securitization 

Exposures 
8. Nth-to-Default Credit Derivatives 

I. Equity Exposures 
1. Definition of Equity Exposure and Exposure 

Measurement 
2. Equity Exposure Risk Weights 
3. 100-Percent Risk Weight 
4. Hedged Transactions 
5. Measures of Hedge Effectiveness 
6. Equity Exposures to Investment Funds  

a. Full Look-Through Approach  
b. Simple Modified Look-Through Approach  
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c. Alternative Modified Look-Through 
Approach  

V. Market Discipline and Disclosure Requirements  
 A. Proposed Disclosure Requirements  
 B. Location and Frequency of Disclosures  
 C. Proprietary and Confidential Information 
 D. Specific Public Disclosure Requirements 
 
VI. Conforming Changes 

 
VII. Proposed Timeframe for Implementation 
 
VIII. Abbreviations 
 
IX. Regulatory Flexibility Act 
 
Addendum:  Discussion of this Proposed Rule 
 
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);  

• 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; 
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• 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,1 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 agencies2 for the banking organizations 

they regulate.3  Those rules follow the Basel Committee on 

                                                           
1 For 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. 
2 The 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). 
3 78 FR 62018 (October 11, 2013) (final rule of the OCC and the FRB); 79 
FR 20754 (April 14, 2014) (final rule of the FDIC).  
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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 

recognized statistical rating organizations (NRSROs). 

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

http://www.bis.org/
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  After the worldwide financial crisis that began in the 

past decade, the BCBS issued Basel III 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 III as well as aspects of Basel II 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 III 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 

III and the Federal regulatory banking agencies' rules. 
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 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 exposures, and 

counterparty credit risk.  The rule includes new risk 

weights for cleared transactions, guarantees including 



12 
 

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.6  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 

                                                           
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.  
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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.7  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 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 

                                                           
7  In 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. 
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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.  
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(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. 
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(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 
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 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.  

D.  Key Provisions of the Proposed Rule 
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Table 1 — Summary of Key Provisions of the Tier 1/Tier 2 Capital Items and 
Standardized Approach Risk Weights 
 
 Proposed Treatment 

Tier 1/Tier 2 - Capital Items 

Minimum Capital Ratios  

Common equity tier 1 (CET1) capital 
ratio 

(§ 628.10) 

A minimum requirement of 4.5 percent. 

Tier 1 capital ratio 
(§ 628.10) 

A minimum requirement of 6.0 percent. 

Total capital ratio 
(§ 628.10) 

A minimum requirement of 8.0 percent. 

Tier 1 Leverage ratio 
(§ 628.10) 

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 institutions. 

Components of Capital and 
Eligibility Criteria for 
Regulatory Capital Instruments 

(§§ 628.20, 628.21, and 628.22) 

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). 

Capital Conservation Buffer 
(§ 628.11) 

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. 
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  Risk-weighted Assets—Standardized Approach 

Credit exposures to: 
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) 
 

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 

Exposures to certain supranational 
entities and multilateral 
development banks 

(§ 628.32) 

Risk weight reduced from 20 percent to 0 percent. 

Exposures to Government-sponsored 
enterprises 

(§ 628.32) 

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

Credit exposures to:  
Foreign sovereigns  
Foreign banks 
Foreign public sector entities 
(§ 628.32) 

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

Corporate exposures 
(§ 628.32) 

Assigns a 100-percent risk weight to corporate exposures, 
including exposures to OFIs that do not satisfy the 
criteria for a 20-percent risk weight and agricultural 
borrowers. 
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Residential mortgage exposures 
(§ 628.32) 

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

High volatility commercial real 
estate exposures 

(§ 628.32) 

Introduces a 150-percent risk weight for certain credit 
facilities that finance the acquisition, development, or 
construction of real property. 

Past due exposures 
(§ 628.32) 

Introduces a 150-percent risk weight for exposures that 
are past due, unless they are residential mortgage 
exposures or they are guaranteed or secured by financial 
collateral. 

Off-balance Sheet Items 
(§ 628.33) 

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. 

OTC Derivative Contracts (does not 
include cleared transactions) 

(§ 628.34) 

Modifies derivative matrix table slightly.  Recognizes 
credit risk mitigation of collateralized OTC derivative 
contracts. 

Cleared Transactions 
(§ 628.35) 

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 standards. 

Guarantees and Credit Derivatives 
(§ 628.36) 

Provides a more comprehensive recognition of guarantees. 

Collateralized Transactions 
(§ 628.37) 

Recognizes financial collateral. 

Unsettled Transactions 
(§ 628.38) 

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

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

Replaces the ratings-based approach with either the  
standardized supervisory formula approach (SSFA) or the 
gross-up approach for determining a securitization 
exposure’s risk weight based on the underlying assets and 
exposure’s relative position in the securitization’s 
structure. 

Equity exposures 
(§§ 628.51, 628.52, and 628.53) 

Establishes a more risk-sensitive treatment for equity 
exposures. 
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Disclosure Requirements 
(§§ 628.61, 628.62, and 628.63) 

Establishes qualitative and quantitative disclosure 
requirements, including regarding regulatory capital 
instruments, for all System banks. 

Existing FCA Regulatory Capital 

Minimum Capital Ratios  

Permanent capital ratio 
(§§ 615.5201 and 615.5205) 

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

Total surplus ratio  
(§§ 615.5301(i) and 615.5330(a)) 

Eliminated. 

Core surplus ratio 
(§§ 615.5301(b) and 615.5330(b)) 

Eliminated. 

Net collateral Ratio  
(banks only) 
(§§ 615.5301(d) and 615.5335)  

Eliminated. 
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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.9 

 System associations are direct retail lenders; Farm 

Credit Banks (FCBs) are primarily wholesale lenders to the 

                                                           
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 proposed rule does not pertain to Farmer Mac's regulations. 
9 12 U.S.C. 2001-2279cc.  The Act is available at www.fca.gov under "FCA 
Handbook." 

http://www.fca.gov/
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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 

credit associations (FLCAs).  In general, ACAs make short, 

intermediate, and long-term operating loans, real estate 

mortgage loans, and rural housing loans.10  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 
                                                           
10 ACAs may have a production credit association subsidiary that makes 
short and intermediate-term loans and a FLCA subsidiary that makes 
long-term loans. 
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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 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.11 

 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 
                                                           
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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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.  

Table 2 - Capital Instrument Comparison 
 System Institution Joint-Stock Company 
Capital Stock Preferred Stock 

(outside investors) 
Preferred Stock 

Preferred Stock  
(member investors) 
Member-Borrower Stock 
and Participation 
Certificates 

Common Stock 

Allocated Stock1 
Earned Net Worth Allocated Surplus1 Retained Earnings 

Unallocated Retained 
Equity and URE 
equivalents 

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

borrower12) as a condition of obtaining a loan13 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 

                                                           
12 Only 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. 
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the lesser of $1,000 or 2 percent of the loan amount,14 

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 volume funded by 

the bank.  System bank advances fund the stock purchases, 

and the associations' repayments of these advances reduce 

their retained earnings.15  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 

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

equities16 (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 borrower's equity investment in 

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

                                                           
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. 
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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.19   

In a liquidation, current and past members may have a 

fixed and limited 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: 

                                                           
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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• 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 

• 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).20  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.21  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 

                                                           
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). 
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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 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 
                                                           
22 In this preamble, "unallocated and allocated earnings" would be 
equivalent to "unallocated retained earnings and allocated equities".  
Additionally "surplus" would be "unallocated retained earnings".   
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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 
                                                           
23 72 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. 
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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, 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 
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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 
                                                           
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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rule until the Basel Committee had issued its new framework 

and the Federal regulatory banking agencies had proposed 

rules to implement that framework. 

 After soliciting comments on its December 2009 

consultative document, the Basel Committee 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 III 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 
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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. 
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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. 
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 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 
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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.   
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 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 
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requirement that at least 1.5 percent of 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 
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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 III 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:   

• The institution's CET1 ratio minus its minimum CET1 

ratio;  

• The institution's tier 1 ratio minus its minimum 

tier 1 ratio; and  
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• 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 1 in § 628.11.  An 

institution with a capital conservation buffer that is 

greater than 2.5 percent would not be subject to a maximum 
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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 
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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: 

• 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;  

• A dividend declaration or payment on any tier 

1 capital instrument;  

• 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;  



 

47 
 

• 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  

• Any similar transaction that the FCA determines 

to be in substance a distribution of 

capital.27  

 The FCA proposes to define a discretionary bonus 

payment as a payment made to a senior officer of a System 

institution, where:  

• The System institution retains discretion 

whether to pay the bonus and how much to pay 

until it awards the payment to the senior 

officer;  

• The System institution determines the amount of the 

bonus without prior promise to, or agreement with, 

the senior officer; and  

                                                           
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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• 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]he Chief Executive Officer, the 

Chief Operations Officer, the Chief Financial 

Officer, and the General Counsel, or persons in 

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. 

                                                           
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. 
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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 
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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 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. 
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 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 
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take into account their legal structure and constitution.29  

The footnote provides 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. 

                                                           
29 Basel III framework footnote 12 to "Criteria for classification as 
common shares for regulatory capital purposes". 
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 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 
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members that these purchased and allocated equities will be 

redeemed.  Consequently, we believe that the "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 
                                                           
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. 
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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 III 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. 

 Some countries in the European Union require the 

redemption of the member's subscription when the member 
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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 
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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 
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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 
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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; 

(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 
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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 
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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; 
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(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 different from Basel III and the Federal 
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banking regulatory agencies' final rules.  As a result, we 

are proposing no adjustments to CET1 for AOCI. 

 Under the FCA's current risk-based capital rules, most 

of the components of AOCI included in GAAP equity are not 

included in a System institution's regulatory capital.  

Under GAAP, AOCI includes unrealized gains and losses on 

certain assets and liabilities that are not included in net 

income.  AOCI includes unrealized gains and losses on 

available-for-sale (AFS) securities; "other than temporary 

impairment on securities" reported as held to maturity 

(HTM) that are not credit related; cumulative gains and 

losses on cash-flow hedges; foreign currency translation 

adjustments; and amounts attributed to defined benefit post 

retirement plans resulting from the initial and subsequent 

application of the relevant GAAP standards that pertain to 

such plans.   

 The Federal banking regulatory agencies include in 

CET1 capital any net unrealized losses on AFS equity 

securities and any foreign currency translation 

adjustments.  System institutions carry all equity 

investments in other System institutions at par or book 

value.  Current investment regulations restrict equity 

investment outside the System.  Therefore, it would be rare 

for a System institution to have any net unrealized losses 
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or gains because of AFS equity securities.  Only one System 

institution, CoBank, would have a need to hold foreign 

currency, and only in an amount to facilitate its lending 

activities.  As a result, the FCA is not proposing to 

include any AOCI item in CET1 capital, as it does not 

believe AFS equity securities or foreign currency 

translation adjustments would ever be material to CET1 

capital.   

 We note that, while the Federal regulatory banking 

agencies' proposed rule would have required all banking 

organizations to include most elements of AOCI in CET1 

capital, the agencies' final rule permits banking 

organizations using the standardized approach to make a 

one-time election not to include most elements of AOCI in 

their regulatory capital.  The preamble to the final rule 

states that the agencies received a significant number of 

comments expressing concern about the potential volatility 

of AOCI inclusion on a banking organization's capital and 

made other assertions about the negative effect the 

proposed treatment would have on an organization's ability 

to manage liquidity and interest rate risk.  Under the 

FCA's proposed AOCI treatment, the exclusion of AOCI from 

CET1 capital would be comparable to the AOCI exclusions of 
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the banking organizations that make an election not to 

include AOCI in their CET1 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. Additional Tier 1 (AT1) Capital  

 The proposed criteria for AT1 are comparable to Basel 

III and the Federal regulatory banking agencies' rules.  

AT1 would include primarily noncumulative perpetual 

preferred stock issued by System institutions and would be 

subject to certain adjustments and deductions.  Qualifying 

instruments would primarily be stock issued by System banks 

to third-party investors, though all System institutions 

have authority to issue such stock.  AT1 would not include 

common cooperative equities. 

a. Criteria 

 The criteria for inclusion in AT1 capital are: 

(1) The instrument is issued and paid-in; 

(2) The instrument is subordinated to general 

creditors and subordinated debt holders of the System 
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institution in a receivership, insolvency, liquidation, or 

similar proceeding; 

(3) The instrument is not secured, not covered by a 

guarantee of the System institution and not subject to any 

other arrangement that legally or economically enhances the 

seniority of the instrument; 

(4) The instrument has no maturity date and does not 

contain a dividend step-up or any other term or feature 

that creates an incentive to redeem; 

(5) If callable by its terms, the instrument may be 

called by the System institution only after a minimum of 5 

years following issuance, except that the terms of the 

instrument may allow it to be called earlier than 5 years 

upon the occurrence of a regulatory event that precludes the 

instrument from being included in AT1 capital, or a tax 

event.  In addition: 

(a) The System institution must receive prior 

approval from FCA to exercise a call option on the 

instrument. 

(b) The System institution does not create at 

issuance of the instrument, through any action or 

communication, an expectation that the call option will be 

exercised. 
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(c) Prior to exercising the call option, or 

immediately thereafter, the System institution must either: 

replace the instrument to be called with an equal amount of 

instruments that meet the criteria for a CET1 or AT1 capital 

instrument;31 or demonstrate to the satisfaction of FCA that 

following redemption, the System institution will continue 

to hold capital commensurate with its risk; 

(6) Redemption or repurchase of the instrument 

requires prior approval from FCA; 

(7) The System institution has full discretion at all 

times to cancel dividends or other distributions on the 

instrument without triggering an event of default, a 

requirement to make a payment-in-kind, or an imposition of 

other restrictions on the System institution except in 

relation to any distributions to holders of common 

cooperative equity instruments or other instruments that are 

pari passu with the instrument. 

(8) Any distributions on the instrument are paid out 

of the System institution's net income, unallocated 

retained earnings, or surplus related to other AT1 capital 

instruments and are not subject to a limit imposed by the 

contractual terms governing the instrument; 

                                                           
31 Replacement can be concurrent with redemption of existing AT1 capital 
instruments. 
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(9) The instrument does not have a credit-sensitive 

feature, such as a dividend rate that is reset periodically 

based in whole or in part on the System institution's 

credit quality, but may have a dividend rate that is 

adjusted periodically independent of the System 

institution's credit quality, in relation to general market 

interest rates or similar adjustments; 

(10) The paid-in amount is classified as equity under 

GAAP; 

(11) The System institution did not purchase or 

directly or indirectly fund the purchase of the instrument; 

(12) The instrument does not have any features that 

would limit or discourage additional issuance of capital by 

the System institution, such as provisions that require the 

System institution to compensate holders of the instrument 

if a new instrument is issued at a lower price during a 

specified timeframe; and 

(13) The System institution's capitalization bylaws 

provide that it will not redeem the instrument without the 

prior approval of the FCA. 

 Notwithstanding the criteria for AT1 capital 

instruments referenced above, an instrument with terms that 

provide that the instrument may be called earlier than 5 

years upon the occurrence of a rating agency event does not 
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violate the minimum 5-year issuance requirement provided 

that the instrument was issued and included in a System 

institution's core surplus capital prior to the effective 

date of the final rule, and that such instrument satisfies 

all other criteria under this § 628.20(c). 

b. FCA's Current Capital Regulations 

 Under the FCA's current regulatory capital 

regulations, the outstanding noncumulative perpetual 

preferred stock issued by System institutions to third 

parties is included in core surplus and is included in the 

minimum required 1.5 percent of core surplus that is other 

than allocated equities routinely redeemed.  Such preferred 

stock would continue to receive favorable regulatory 

capital treatment in tier 1 capital.  However, consistent 

with the objective of Basel III and the Federal regulatory 

banking agencies' rules that banking organizations' common 

equities comprise at least 4.5 percent of risk-based 

capital, the preferred stock would not be included in CET1. 

3. Tier 2 Capital 

 The FCA proposes to include in tier 2 capital the sum 

of tier 2 capital instruments that satisfy the applicable 

criteria, plus ALL up to 1.25 percent of risk-weighted 

assets, less any applicable adjustments and deductions.  

The criteria are similar to those in Basel III and the 
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Federal regulatory banking agencies' rules, except that 

common cooperative equities that are not includable in CET1 

may be included in tier 2 if they meet the applicable 

criteria. 

The criteria for instruments (plus related surplus) 

included in tier 2 capital are: 

(1) The instrument is issued and paid-in, is a common 

cooperative equity, or is member equity purchased in 

accordance with § 628.20(d)(1)(viii) of the proposed rule; 

(2) The instrument is subordinated to general 

creditors of the System institution;  

(3) The instrument is not secured, not covered by a 

guarantee of the System institution and not subject to any 

other arrangement that legally or economically enhances the 

seniority of the instrument in relation to more senior 

claims; 

(4) The instrument has a minimum original maturity of 

at least 5 years.  At the beginning of each of the last 5 

years of the life of the instrument, the amount that is 

eligible to be included in tier 2 capital is reduced by 20 

percent of the original amount of the instrument (net of 

redemptions) and is excluded from regulatory capital when 

the remaining maturity is less than 1 year.  In addition, 

the instrument must not have any terms or features that 
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require, or create significant incentives for, the System 

institution to redeem the instrument prior to maturity;32 

(5) The instrument, by its terms, may be called by 

the System institution only after a minimum of 5 years 

following issuance, except that the terms of the instrument 

may allow it to be called sooner upon the occurrence of an 

event that would preclude the instrument from being included 

in tier 2 capital, or a tax event.  In addition: 

(a) The System institution must receive the prior 

approval of FCA to exercise a call option on the instrument. 

(b) The System institution does not create at 

issuance, through action or communication, an expectation 

the call option will be exercised. 

(c) Prior to exercising the call option, or 

immediately thereafter, the System institution must either: 

replace any amount called with an instrument that is of 

equal or higher quality regulatory capital under this 

section;33 or demonstrate to the satisfaction of FCA that 

following redemption, the System institution would continue 

to hold an amount of capital that is commensurate with its 

risk; 

                                                           
32 An instrument that by its terms automatically converts into a tier 1 
capital instrument prior to 5 years after issuance complies with the 5-
year maturity requirement of this criterion. 
33 A System institution may replace tier 2 or tier 1 capital instruments 
concurrent with the redemption of existing tier 2 capital instruments. 



 

72 
 

(6) The holder of the instrument must have no 

contractual right to accelerate payment of principal, 

dividends, or interest on the instrument, except in the 

event of a receivership, insolvency, liquidation, or similar 

proceeding of the System institution; 

(7) The instrument has no credit-sensitive feature, 

such as a dividend or interest rate that is reset 

periodically based in whole or in part on the System 

institution's credit standing, but may have a dividend rate 

that is adjusted periodically independent of the System 

institution's credit standing, in relation to general 

market interest rates or similar adjustments; 

(8) The System institution has not purchased and has 

not directly or indirectly funded the purchase of the 

instrument, except that where common cooperative equity 

instruments are held by a member of the institution in 

connection with a loan, and the institution funds the 

acquisition of such instruments, that loan shall 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; 

(b) The purchase or acquisition of one or more 

capital instruments of the institution is necessary in 
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order for the beneficiary of the loan to become a member of 

the System institution; and 

(c) The capital instruments are in excess of the 

statutory minimum stock purchase amount; 

(9) Redemption of the instrument prior to maturity or 

repurchase is at the discretion of the System institution 

and requires the prior approval of the FCA; and  

(10) If the instrument is a common cooperative equity, 

the System institution's capitalization bylaws provide that 

it will not, except with the prior approval of the FCA, 

redeem such equity included in tier 2 capital for a period 

of at least 5 years after allocating it to a member. 

4. FCA Approval of Capital Elements  

 Proposed § 628.20(e) would require a System 

institution to obtain prior approval to include a new 

capital element in its CET1 capital, AT1 capital, or tier 2 

capital unless the element is equivalent, in terms of 

capital quality and ability to absorb losses with respect 

to all material terms, to a regulatory element the FCA has 

already determined may be included in regulatory capital.  

After the FCA determines that an institution may include an 

element in regulatory capital, it will make its decision 

publicly available. 
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5. FCA Prior Approval Requirements for Cash Patronage, 

Dividends, and Redemptions; Safe Harbor 

 As described above, the proposed rule would require FCA 

prior approval for the redemption of equities included in 

tier 1 and tier 2, consistent with Basel III and the Federal 

regulatory banking agencies' rules.  The proposed rule would 

also require FCA prior approval of cash dividends and cash 

patronage, which is not a requirement of the Basel III 

framework but is a requirement imposed by statute or 

regulation on the federally chartered banking organizations 

regulated by the Federal regulatory banking agencies.  In 

§ 628.20(f), we are also proposing a "safe harbor" to permit 

institutions to pay cash dividends and patronage and to 

redeem equities with "deemed" FCA prior approval if the 

payments are within the specified parameters. 

 Before a Federal savings association declares a 

dividend, it must send a notice, or application for 

approval, of the action to the Office of the Comptroller of 

the Currency (OCC).  Whether OCC approval is required or a 

mere notice will suffice depends on a number of factors.  

For example, an application for approval is required if the 

proposed declaration (together with all other capital 

distributions) for the applicable calendar year exceeds the 

savings association's net income for the current year plus 
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the retained net income for the 2 preceding years.34  A 

national bank must obtain OCC approval to declare a dividend 

if the total amount of all common and preferred dividends, 

including the proposed dividend, declared in any current 

year exceeds the total of the national bank's net income of 

the current year to date, combined with the retained net 

income of the previous 2 years.35  

 The FCA's proposed rule would not require System 

institutions to obtain prior approval to retire member stock 

up to an amount equal to the Farm Credit Act's minimum 

member stock requirement of $1,000 or 2 percent of the loan, 

whichever is less.  In addition, subject to any restrictions 

on cash payouts under the capital conservation buffer 

provision in § 628.11, the proposed safe harbor would 

provide that FCA prior approval is deemed to be granted for 

cash distributions to pay dividends, patronage, or 

revolvements and redemptions of common cooperative equities 

provided that: 

• For revolvements or redemptions of common 

cooperative equities included in CET1 capital, such 

equities were issued or distributed at least 10 

years ago; 

                                                           
34 12 CFR 163.140-163.46. 
35 12 U.S.C. 60(b). 
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• For revolvements or redemptions of common 

cooperative equities included in tier 2 capital, 

such equities were issued or distributed at least 5 

years ago; 

• After such cash distributions, the dollar amount of 

the System institution's CET1 capital equals or 

exceeds the dollar amount of CET1 capital on the 

same date in the previous calendar year; and 

• After such cash distributions, the System 

institution continues to comply with all regulatory 

capital requirements and supervisory or enforcement 

actions. 

 System institutions do not generally have to obtain 

FCA prior approval before paying patronage or dividends or 

redeeming equities under current regulations, nor does the 

Farm Credit Act require prior approval.  However, it is a 

fundamental principle of the regulatory capital 

requirements for U.S. banking organizations regulated by 

the Federal regulatory banking agencies.  In order for the 

regulatory capital framework that applies to System 

institutions to be comparable to the regulatory capital 

framework that applies to U.S. banking organizations, we 

believe it is necessary to include these prior approval 
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requirements in our proposed rule.  We believe that, most 

of the time, most System institutions will be able to pay 

cash patronage and dividends and redeem equities to the 

same extent that they do currently. 

B. Regulatory Adjustments and Deductions 

1. Regulatory Deductions from CET1 Capital 

 Under the proposal, a System institution must deduct 

from CET1 capital the items described in § 628.22 of the 

proposed rule.  A System institution would exclude these 

deductions from its total risk-weighted assets and leverage 

exposure.  These deductions are: 

a. Goodwill and Other Intangibles (other than Mortgage 

Servicing Assets) 

 Consistent with Basel III and the Federal regulatory 

banking agencies' rules, the FCA proposes to exclude 

goodwill and other intangible assets from regulatory 

capital because of the uncertainty that a System 

institution may realize value from these assets under 

adverse financial conditions.  An institution would deduct 

goodwill and "non-mortgage" servicing assets, net of 

associated deferred tax liabilities (DTLs), from CET1 

capital.  (The FCA's current capital regulations require 

goodwill to be deducted from regulatory capital.)  While 

intangible assets include mortgage servicing assets (MSAs), 
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the MSAs are subject to a different treatment from other 

intangible assets under Basel III and the Federal banking 

regulatory agencies' rules.  In Basel III and the agencies' 

rules, the MSAs, along with two other items—significant 

investments in the common shares of unconsolidated 

financial institutions and deferred tax assets (DTAs) that 

arise from temporary differences—are given limited 

recognition in a banking organization's CET1, with 

recognition capped at 10 percent of CET1 for each item 

(i.e., a "threshold deduction" of 10 percent).  There is 

also a threshold deduction of 15 percent on the aggregate 

of the three items, and any included MSAs are risk weighted 

at 250 percent. 

 The FCA is not proposing to implement the threshold 

deductions for these three items.  We believe that no 

System institution's MSAs would meet the 10- and 15-percent 

thresholds.  The proposed rule would require System 

institutions to assign a risk weight to MSAs of 100 

percent, as they do in current FCA regulations.  

Traditionally, System institutions follow the make-and-hold 

philosophy when it comes to its loan assets.  As a result, 

only a few System institutions have sold loans to Farmer 

Mac or other parties for securitization.  Should the levels 

of MSAs held by System institutions increase significantly 
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in the future, the FCA may reconsider the appropriateness 

of this proposed treatment.   

 The FCA is not proposing the threshold deduction in 

Basel III and the Federal regulatory banking agencies' 

rules for investments in other financial institutions 

because it is proposing that System institutions deduct 

their investments in other System institutions from their 

regulatory capital, as described below.  Other equity 

investments will be risk weighted according to § 628.51. 

 We do not believe DTAs that are risk weighted in this 

section would represent material items on a System 

institution's balance sheet because of System institutions' 

tax status.  The FCBs and FLCAs are exempt from Federal, 

state, municipal, and local taxation.36  Most other System 

institutions' net income arises from both non-taxable and 

taxable sources.  The production and cooperative lending 

business lines are taxable, but the ACB and taxable System 

associations may reduce taxes by following Subchapter T 

provisions of the Internal Revenue Code.  Therefore, we do 

not expect large amounts of DTAs and deferred tax 

liabilities (DTLs) on a System institution's balance sheet.  

Should the levels of DTAs held by System institutions 
                                                           
36 They are subject to taxes on real estate held to the same extent, 
according to its value, as other similar property held by other persons 
is taxed.  See 12 U.S.C. 2023 and 2098. 
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increase significantly in the future, the FCA may 

reconsider the appropriateness of this proposed treatment.   

 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. 

 b. Gain-on-Sale Associated with a Securitization Exposure 

 A System institution would deduct from CET1 capital 

any after-tax gain-on-sale associated with a securitization 

exposure.  Under GAAP, any gain-on-sale from a traditional 

securitization would increase a System institution's CET1 

capital.  However, if a System institution received cash 

from the sale of the securitization exposure and the MSA, 

it would not deduct such amount from its CET1 capital.  Any 

sale of loans to a securitization structure that creates a 

gain may include an MSA that also meets the proposed 

definition of "gain-on-sale."  A System institution must 

exclude any portion of a gain-on-sale reported as an MSA on 

FCA's Call Report.   

c. Defined Benefit Pension Fund Net Assets 

 A System institution must deduct from CET1 capital a 

defined benefit pension fund asset (an overfunded pension), 
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net of any associated DTLs, because of the uncertainty of 

realizing any of the value from such assets.  This proposed 

rule recognizes under GAAP the amount of a defined benefit 

pension fund liabilities (an underfunded pension) on the 

balance sheet of the institution, would be the same amount 

included as CET1 capital.  Therefore, a System institution 

must not increase its CET1 capital by the derecognition of 

these defined pension fund liabilities.  

 Currently, FCA regulations do not require the 

deduction of the defined benefit pension fund net assets in 

the regulatory capital calculations.  Additionally, our 

call report does not collect defined benefit pension fund 

assets.  To implement this regulation, FCA will develop a 

call report schedule and require each System institution to 

report its individual yearend transactions for defined 

benefit pension assets on their individual call report 

schedule.  At this time, some System institutions report 

their yearend transactions for defined benefit pension 

assets on their institution-only shareholder reports.  

Others, however, collectively report their yearend 

transactions for defined benefit pension assets in the 

district-wide shareholder report. 

 Comparable to Basel III, a System institution would 

not be required to deduct defined benefit pension fund 



 

82 
 

assets to which the System institution has unrestricted and 

unfettered access.  In this case, the System institution 

would assign risk weights to such assets as if the 

institution directly owned them.  Under this proposal, 

unrestricted and unfettered access would mean that an 

institution is not required to request and receive specific 

approval from pension beneficiaries each time it would 

access funds in the plan.   

 Any portion of the defined benefit pension fund net 

assets not deducted by an institution must be risk-weighted 

as if the System institution directly held a proportional 

ownership share of each exposure in the defined benefit 

pension fund.  For example, assume that: (1) The 

institution has a defined benefit pension fund net asset of 

$10; and (2) the institution has unfettered and 

unrestricted access to the assets of the defined benefit 

pension fund.  Also, assume that 20 percent of the defined 

benefit pension fund is risk-weighted at 100 percent and 80 

percent is risk-weighted at 300 percent.  The institution 

would risk weight $2 at 100 percent and $8 at 300 percent.  

This treatment would be consistent with the full look-

through approach described in § 628.53(b) of the proposed 

rule.   
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 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?   

d. A System Institution's Allocated Equity Investment in 

Another System Institution 

 The proposed rule would require a System institution 

to deduct any allocated equity investment in another System 

institution37 from its CET1 capital pursuant to § 628.22(a).  

Later in this preamble, we will discuss deducting a System 

institution's purchased investment in another System 

institution using the corresponding deduction approach in 

§ 628.22(c).  Other equity exposures are covered in 

§ 628.52.   

 The FCA is proposing a different equity elimination 

method from the Federal banking regulatory agencies' rules.  

We believe the method proposed is more conservative than 

the banking agencies' rules but is more appropriate for 

System institutions and is consistent with the principles 

of Basel III.  It is also simpler to calculate.  System 

associations, as members of a cooperative network, have 

equity investments in their affiliated banks.  System 

                                                           
37 An example would be an association's equity investment in its System 
bank. 
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institutions also have equity investments in other System 

institutions but few outside the System.  As we have 

discussed earlier in the preamble, the investments that 

System institutions have in other System institutions are 

counted in their GAAP financial statements as equity of the 

issuing or allocating institution and as assets of the 

recipient institution.  The FCA continues to believe, as we 

have stated numerous times previously, that equities should 

be counted in the regulatory capital of the institution 

that has control of the equities.  The allocating 

institutions alone have discretion whether to allocate 

equities and when, if ever, to distribute those equities.  

Therefore, under this proposal, the allocating institutions 

would include in their CET1 capital the equities they have 

allocated to their members, provided those equities meet 

the criteria for inclusion in CET1 capital.  The 

institutions that have received allocated equities from 

other institutions must deduct those equities from their 

CET1 capital.   

 Under the proposed rule, System institutions will be 

able to include allocated equities in CET1 capital that are 

excluded from core surplus under current regulations.  The 

proposed deductions apply only to investments in other 

System institutions because, for the most part, our 
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investment regulations restrict equity investments outside 

the System. 

e. "Haircut" Deduction for Redemption of Equities Included 

in CET1 Capital Less Than 10 Years After Issuance or 

Allocation 

 Section 628.22(f) of the proposed rule would provide 

that, if a System institution redeems equities included in 

CET1 capital that the institution issued or allocated less 

than 10 years before, and the institution did not receive 

prior FCA approval, the institution must exclude 30 percent 

of the remaining purchased and allocated equities otherwise 

includable in CET1 capital.  That amount must be excluded 

from CET1 for the next 3 years; during those 3 years the 

amount excluded from CET1 may be included in tier 2 capital 

if it otherwise qualifies for tier 2 capital.  This haircut 

would not be imposed on allocated equities that are URE 

equivalents unless such equities redeemed without FCA 

approval were URE equivalents, nor would it be imposed for 

redemptions of a member's minimum borrower stock 

requirement.   

 The FCA is proposing this deduction to ensure proper 

management by System institutions of their members' 

expectations of redemption and also to ensure that 

institutions are vigilant in their recordkeeping of the 
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issuance and allocation dates of CET1 capital.  For most 

System institutions that redeem equities on a regular basis, 

the 10-year minimum retention requirement will result in a 

longer revolvement period, especially for allocated 

equities, and will likely require some member education 

about the longer period.  It is important that members know 

they cannot reasonably expect redemption of the equities 

that their institution includes in CET1 capital in a shorter 

timeframe than 10 years. 

2. The Corresponding Deduction Approach for Purchased 

Equities 

 Section 628.22(c) of this proposal incorporates the 

Basel III corresponding deduction approach for a System 

institution's purchased equity investment in another System 

institution.  The corresponding deduction approach does not 

apply to allocated equity investments in another System 

institution.  Under the proposal, a System institution 

would be required to deduct an amount from the same 

component of capital for which the underlying instrument 

would qualify as if the System institution had issued the 

instrument itself.  If a System institution did not have a 

sufficient amount of the specific component of regulatory 

capital for the entire deduction, then it would deduct the 

remaining portion from the next higher (more subordinated) 
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capital component.  Should a System institution not have 

enough AT1 capital to satisfy the required deduction, the 

shortfall would be deducted from CET1 capital elements.  

3. Netting of Deferred Tax Liabilities Against Deferred 

Tax Assets and Other Deductible Assets 

 In this proposed rule, FCA would simplify the netting 

of DTLs against DTAs and other deductible assets for 

deductions of DTAs.  This proposal differs from the Federal 

banking regulatory agencies' final rules for deductions of 

DTAs.  For System institutions, this proposal also 

represents a change from our existing DTAs deduction 

regulation.  Under the proposal, System institutions would 

adjust CET1 capital under § 628.22(b) of the proposed rule 

net of any associated deferred tax effects.  In addition, 

System institutions would deduct from CET1 capital elements 

under § 628.22(a) and (c) of the proposed rule net of 

associated DTLs, pursuant to § 628.22(e). 

 Currently System institution deduct DTAs according to 

§ 615.5209 of FCA regulations.  A System institution must 

deduct an amount of DTAs from its assets and its total 

capital that is equal to the greater of the two following 

conditions:  (1) An amount of DTAs that is dependent on 

future income; or (2) an amount of DTAs that is dependent 
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on future income in excess of 10 percent of the amount of 

core surplus.38 

 For this proposed regulation, FCA categorized DTAs 

into three types.  First, there are DTAs that arise from 

temporary differences that a System institution could 

realize through a net loss carryback.39  Since System 

institutions have recognized or projected to realize these 

temporary differences in current income, a System 

institution would assign these DTAs a risk weight of 100 

percent.  Second, there are DTAs that arise from temporary 

differences that a System institution could not realize 

through net loss carryback.40  And third, there are DTAs 

that arise from operating loss and tax credit 

carryforwards.41  A System institution would deduct the 

latter two DTAs subject to § 628.22(c). 

 Under the proposal, System institutions making 

regulatory capital deductions under § 628.22 would net DTLs 

against assets to which they are associated (other than 

DTAs).  Should the asset to which the DTL is associated 

become impaired or derecognized under GAAP, the System 

institution would extinguish the DTL.  Likewise, System 

                                                           
38 That exists before the deduction of any deferred-tax assets. 
39 Net of any valuation allowances. 
40 Net of any valuation allowances. 
41 Net of any valuation allowances. 
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institutions may only use the same DTL once for netting 

purposes.  This practice is consistent with the netting 

DTLs against goodwill. 

 System institutions would net DTLs against DTAs that 

arise from temporary differences that a System institution 

could not realize through net loss carrybacks,42 and DTAs 

that arise from operating loss and tax credit 

carryforwards43 provided certain conditions exist:  (1) A 

System institution would net only DTLs and DTAs related to 

taxes levied by the same taxation authority and eligible 

for offsetting by that authority; and (2) the amount of 

DTLs that a System institution would be able to net against 

DTAs that arise from loss carryforwards,44 and against DTAs 

arising from temporary differences that could not be 

realized through loss carrybacks,45 would be allocated in 

proportion to the amount of DTAs that arise from loss 

carryforwards46 and of DTAs arising from temporary 

differences that could not be realized through net 

operating loss carrybacks.47 

                                                           
42 Net of any valuation allowances. 
43 Net of any valuation allowances. 
44 Net of any valuation allowances. 
45 Net of any valuation allowances. 
46 Net of any valuation allowances, but before any offsetting of DTLs. 
47 Net of any valuation allowances, but before any offsetting of DTLs. 
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 GAAP requires quarterly adjustment for some DTA and 

DTL items, such as DTAs and DTLs associated with certain 

gains and losses included in AOCI.  Therefore, the FCA 

expects System institutions to use for regulatory capital 

calculations the DTA and DTL amounts reported in the 

regulatory reports.  The proposed rule does not require 

System institutions to perform these calculations more 

often than would be required to meet quarterly regulatory 

reporting requirements. 

 The FCA would allow System institutions to treat 

future taxes payable included in valuing a leveraged lease 

portfolio as a reversing taxable temporary difference 

available to support recognizing DTAs.48  The proposed rule 

allows a System institution to use the DTLs embedded in the 

carrying value of a leveraged lease to reduce the amount of 

DTAs consistent with § 628.22(e). 

 The FCA recognizes that, if the tax laws of the 

relevant state and local jurisdictions do not differ 

significantly from Federal income tax laws, then under GAAP 

the calculation of deferred tax expense can be made in the 

aggregate considering the combination of Federal, state, 

                                                           
48 Temporary differences arise when financial events or transactions are 
recognized in one period for financial reporting purposes and in 
another period, or periods, for tax purposes.  A reversing taxable 
temporary difference is a temporary difference that produces additional 
taxable income in future periods. 
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and local income tax rates.  The rate used should consider 

whether amounts paid in one jurisdiction are deductible in 

another jurisdiction.  For example, since state and local 

taxes are deductible for Federal income tax purposes, the 

aggregate combined rate would generally be (1) The Federal 

income tax rate plus (2) the state and local tax rates, 

minus (3) the Federal tax effect of the deductibility of 

the state and local taxes at the Federal tax rate.  In 

addition, for financial reporting purposes, consistent with 

GAAP, the FCA allows System institutions to offset DTAs 

(net of valuation allowance) and DTLs related to a 

particular tax jurisdiction.  Moreover, for regulatory 

reporting purposes, consistent with GAAP, the FCA requires 

separate calculations of income taxes, both current and 

deferred amounts, for each tax jurisdiction.  Accordingly, 

System institutions must calculate DTAs and DTLs on a 

state-by-state basis for financial reporting purposes under 

GAAP and for regulatory reporting purposes. 

 Under the proposed rule, a System institution must 

assign a risk weight of 100 percent under § 628.30 for DTAs 

that arise from temporary differences that a System 

institution may realize through net operating loss 

carrybacks.  By this proposal, the FCA would allow System 

institutions to include in regulatory capital some or all 
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of their DTAs resulting from timing differences that are 

realizable through net operating loss carrybacks.  In this 

regard, we believe the proposed rule strikes an appropriate 

balance between prudential concerns and practical 

considerations about the ability of System institutions to 

realize DTAs. 

C. Limits on Inclusion of Third-Party Capital  

 The proposed rule would impose limits on System 

institution issuances of third-party capital—that is, 

capital issued to entities that are not System institutions 

or members of System institutions—in regulatory 

capital.49  The FCA currently imposes limits on the 

inclusion of third-party capital in core surplus, total 

surplus, and net collateral on a case-by-case basis in 

connection with our clearance of disclosure documents and 

regulatory capital determinations.  The FCA has imposed this 

restriction to ensure that cooperative ownership continues 

to predominate in all System institutions, in order to 

maintain the status of the System as a member-controlled GSE 

that is owned by and primarily benefits its members. 

                                                           
49 The FCA notes that System institution members could hold third-party 
equities that are issued to groups of persons such as individual 
accredited investors, if they are qualified to purchase the stock and 
are not prohibited to do so under conditions imposed by FCA.  We use 
the term "third-party" to refer to a class of stock other than the 
classes of stock that only a System institution's members are eligible 
to purchase. 
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 The proposed rule would provide that third-party 

capital when issued, together with any already outstanding 

third-party capital in tier 1 capital, may be included in 

tier 1 capital in an amount up to 33 percent of all other 

tier 1 capital (i.e., 25 percent of all tier 1 capital 

including third-party capital).  It may be included in total 

capital in an amount equal to the lesser of 40 percent of 

total capital or 100 percent of tier 1 capital. 

The two formulas are: 

 1. ALTPC = min (40 percent TC, 100 percent T1), 

where, 

ALTPC = Aggregate limit on third-party capital 

TC = Total capital (tier 1 Capital + tier 2 Capital) 

T1 = Tier 1 capital 

2.   CLNPSS =  max �ELNPPS,   1/3�� 

 
(T1n-NPPSn)

4

4

n=1

�� 

where, 

CLNPPS = current limit on noncumulative perpetual 

preferred stock in tier 1 capital, calculated this 

quarter 

ELNPPS = existing limit on noncumulative perpetual 

preferred stock in tier 1 capital, calculated the 

previous quarter, 
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NPPS = noncumulative perpetual preferred stock 

included in tier 1 capital, 

T1 = tier 1 capital, and 

n = 4 previous quarters, 1-4 
 
We seek comment on alternative third-party limits to 

ensure that System institutions remain capitalized 

primarily by their member borrowers. 

IV. Standardized Approach for Risk-Weighted Assets 

A. Calculation of Standardized Total Risk-Weighted Assets 

Similar to the FCA's current risk-based capital rules, 

under this proposal a System institution would calculate its 

total risk-weighted assets by adding together its on- and 

off-balance sheet risk-weighted asset amounts and making any 

relevant adjustments to incorporate required capital 

deductions.50  Risk-weighted asset amounts generally would 

be determined by assigning on-balance sheet assets to broad 

risk-weight categories according to the counterparty or, if 

relevant, the guarantor or collateral.  Similarly, risk-

weighted asset amounts for off-balance sheet items would be 

calculated using a two-step process: (1) Multiplying the 

amount of the off-balance sheet exposure51 by a credit 

                                                           
50 See generally the FCA's regulations at part 615, subpart H. 
51 The term "exposure," which would be defined as an amount at risk, is 
used throughout the proposed rule and preamble. 
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conversion factor (CCF) to determine a credit equivalent 

amount; and (2) assigning the credit equivalent amount to a 

relevant risk-weight category. 

A System institution would determine its standardized 

total risk-weighted assets by calculating the sum of its 

risk-weighted assets for general credit risk, cleared 

transactions, unsettled transactions, securitization 

exposures, and equity exposures, each as defined below, less  

the System institution's allowance for loan losses (ALL) 

that is not included in tier 2 capital (as described in 

§ 628.20 of the proposal).  The sections below describe in 

more detail how a System institution would determine the 

risk-weighted asset amounts for its exposures. 

B. Risk-Weighted Assets for General Credit Risk 

Under this proposed rule, total risk-weighted assets 

for general credit risk is the sum of the risk-weighted 

asset amounts as calculated under § 628.31(a) of the 

proposal.  As proposed, general credit risk exposures would 

include a System institution's on-balance sheet exposures 

(other than cleared transactions, securitization exposures, 

and equity exposures, each as defined in § 628.2 of the 

proposed rule), exposures to over-the-counter (OTC) 

derivative contracts, off-balance sheet commitments, trade 

and transaction-related contingencies, guarantees, repo-
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style transactions, financial standby letters of credit, 

forward agreements, or other similar transactions.  Proposed 

§ 628.32 describes the risk weights that would apply to 

sovereign exposures; exposures to certain supranational 

entities and multilateral development banks (MDBs); 

exposures to Government-sponsored enterprises (GSEs); 

exposures to depository institutions, foreign banks, and 

credit unions (including certain exposures to other 

financing institutions (OFIs) owned or controlled by these 

entities); exposures to public sector entities (PSEs); 

corporate exposures (including certain exposures to OFIs); 

residential mortgage exposures; high volatility commercial 

real estate (HVCRE) exposures; past due exposures; other 

assets (including cash, gold bullion, certain MSAs and 

DTAs); and loans from System banks to associations. 

Generally, the exposure amount for the on-balance sheet 

component of an exposure would be the System institution's 

carrying value for the exposure as determined under 

generally accepted accounting principles (GAAP).  Because   

all System institutions use GAAP to prepare their financial 

statements and regulatory reports, we believe that using 

GAAP to determine the amount and nature of an exposure 

provides a consistent framework that System institutions 

can easily apply.  Using GAAP for this purpose would reduce 
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the potential burden that could otherwise result from 

requiring System institutions to comply with a separate set 

of accounting and measurement standards for risk-based 

capital calculation purposes under non-GAAP standards, such 

as regulatory accounting practices or legal classification 

standards. 

For purposes of the definition of exposure amount for 

available-for-sale (AFS) or held-to-maturity (HTM) debt 

securities and AFS preferred stock not classified as equity 

under GAAP, the exposure amount is the System institution's 

carrying value (including net accrued but unpaid interest 

and fees) for the exposure, less any net unrealized gains, 

and plus any net unrealized losses.  For purposes of the 

definition of exposure amount for AFS preferred stock 

classified as an equity security under GAAP, the exposure 

amount is the System institution's carrying value 

(including net accrued but unpaid interest and fees) for 

the exposure, less any net unrealized gains that are 

reflected in such carrying value but excluded from the 

System institution's regulatory capital.52  

In most cases, the exposure amount for an off-balance 

sheet component of an exposure would typically be determined 
                                                           
52 Although System banks often classify their securities as AFS, 
associations almost always classify their securities, to the extent 
they hold any, as HTM.   
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by multiplying the notional amount of the off-balance sheet 

component by the appropriate CCF as determined under 

§ 628.33 of the proposed rule.  The exposure amount for an 

OTC derivative contract or cleared transaction that is a 

derivative would be determined under § 628.34 of the 

proposed rule, whereas exposure amounts for collateralized 

OTC derivative contracts, collateralized cleared 

transactions that are derivatives, repo-style transactions, 

and eligible margin loans would be determined under § 628.37 

of the proposal. 

1. Exposures to Sovereigns 

Under the proposal, a sovereign would be defined as a 

central government (including the U.S. Government) or an 

agency, department, ministry, or central bank of a central 

government (for the U.S. Government, the central bank is the 

Federal Reserve).  The FCA proposes to retain the current 

rules' risk weights for exposures to and claims directly and 

unconditionally guaranteed by the U.S. Government or its 

agencies.53  Accordingly, exposures to the U.S. Government, 

the Federal Reserve, or a U.S. Government agency, and the 

portion of an exposure that is directly and unconditionally 

                                                           
53 A U.S. Government agency would be defined in the proposal as an 
instrumentality of the U.S. Government whose obligations are fully 
guaranteed as to the timely payment of principal and interest by the 
full faith and credit of the U.S. Government. 
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guaranteed by the U.S. Government, the Federal Reserve, or a 

U.S. Government agency would receive a 0-percent risk 

weight.54  Consistent with the current risk-based capital 

rules, the portion of a deposit insured by the Federal 

Deposit Insurance Corporation (FDIC) or the National Credit 

Union Administration (NCUA) would also be assigned a 0- 

percent risk weight.   

An exposure conditionally guaranteed by the U.S. 

Government, the Federal Reserve, or a U.S. Government agency 

would receive a 20-percent risk weight.55  This would include 

an exposure that is conditionally guaranteed by the FDIC or 

the NCUA.  

The FCA's existing risk-based capital rules generally 

assign risk weights to direct exposures to sovereigns and 

exposures directly guaranteed by sovereigns based on whether 

the sovereign is a member of the Organization for Economic 

Cooperation and Development (OECD) and, as applicable, 

whether the exposure is unconditionally or conditionally 

guaranteed by the sovereign.56 

                                                           
54 Similar to the FCA's current risk-based capital rules, a claim would 
not be considered unconditionally guaranteed by a central government if 
the validity of the guarantee is dependent upon some affirmative action 
by the holder or a third party.  
55 Because of the issues such an exposure would raise, the FCA would 
determine the risk-weight of any System institution exposures that has 
a Farm Credit System Insurance Corporation (FCSIC) guarantee, whether 
conditional or unconditional, on a case-by-case basis. 
56 Section 615.5211. 
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The OECD assigns Country Risk Classifications (CRCs) 

to many countries as an assessment of their credit risk.  

CRCs are used to set interest rate charges for transactions 

covered by the OECD arrangement on export credits.  The 

OECD uses a scale of 0 to 7 with 0 being the lowest 

possible risk and 7 being the highest possible risk.  The 

OECD no longer assigns CRCs to certain high-income 

countries that are members of the OECD and that have 

previously received a CRC of 0.  These countries exhibit a 

similar degree of country risk as that of a jurisdiction 

with a CRC of 0.57 

Under the proposed rule, the risk weight for exposures 

to countries with CRCs would be determined based on the 

CRCs.  Exposures to OECD member countries that do not have 

CRCs would be risk-weighted at 0-percent.  Exposures to 

non-OECD members with no CRC would be risk-weighted at 100-

percent.58  The OECD regularly updates CRCs and makes the 

assessments publicly available on its Web site.  

                                                           
57 For more information on the OECD country risk classification 
methodology, see generally OECD, "Country Risk Classification," 
available at http://www.oecd.org/tad/xcred/crc.htm.  
58 This proposed rule, like the capital rules of the Federal banking 
regulatory agencies, permits a lower risk weighting for sovereign 
exposures if certain conditions are met, including that the exposure is 
denominated in the sovereign's currency.  Although the investment 
eligibility regulation applicable to System institutions require that 
all investments must be denominated in U.S. dollars (see § 615.5140(a) 
of our regulations), this lower risk weight could be used if a System 
institution were to foreclose on collateral in the form of such a 
sovereign exposure.  
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Accordingly, the FCA believes that the CRC approach should 

not represent undue burden to System institutions.   

The FCA believes that use of CRCs in the proposal is 

permissible under section 939A of the Dodd-Frank Act and 

that section 939A was not intended to apply to assessments 

of creditworthiness by organizations such as the OECD.  

Section 939A is part of Subtitle C of Title IX of the Dodd-

Frank Act, which, among other things, enhances regulation by 

the U.S. Securities and Exchange Commission (SEC) of credit 

rating agencies, including Nationally Recognized Statistical 

Rating Organizations (NRSROs) registered with the SEC. 

Section 939A requires agencies to remove references to 

credit ratings and NRSROs from Federal regulations.  In the 

introductory "findings" section to Subtitle C, which is 

entitled "Improvements to the Regulation of Credit Ratings 

Agencies," Congress characterized credit rating agencies as 

organizations that play a critical "gatekeeper" role in the 

debt markets and perform evaluative and analytical services 

on behalf of clients, and whose activities are fundamentally 

commercial in character.59  Furthermore, the legislative 

history of section 939A focuses on the conflicts of interest 

of credit rating agencies in providing credit ratings to 

                                                           
59 See Dodd-Frank Act, section 931 (15 U.S.C. 78o-7 note). 
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their clients, and the problem of government "sanctioning" 

of the credit rating agencies' credit ratings by having them 

incorporated into Federal regulations.  The OECD is not a 

commercial entity that produces credit assessments for fee-

paying clients, nor does it provide the sort of evaluative 

and analytical services as credit rating agencies.  

Additionally, the FCA notes that the use of the CRCs is 

limited in the proposal.  The FCA considers CRCs to be a 

reasonable alternative to credit ratings for sovereign 

exposures and the proposed CRC methodology to be more 

granular and risk sensitive than the current risk-weighting 

methodology based solely on OECD membership. 

The FCA also proposes to require a System institution 

to apply a 150-percent risk weight to sovereign exposures 

immediately upon determining that an event of sovereign 

default has occurred or if an event of sovereign default has 

occurred during the previous 5 years.  Sovereign default 

would be defined as a noncompliance by a sovereign with its 

external debt service obligations or the inability or 

unwillingness of a sovereign government to service an 

existing loan according to its original terms, as evidenced 

by failure to pay principal or interest fully and on a 

timely basis, arrearages, or restructuring.  A default 

would include a voluntary or involuntary restructuring that 
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results in a sovereign not servicing an existing obligation 

in accordance with the obligation's original terms. 

Table 3 – Risk Weights For Sovereign Exposures 

 Risk Weight 
(in percent) 

CRC 

0-1 0 
2 20 
3 50 
4-6 100 
7 150 

OECD Member with No CRC 0 
Non-OECD Member with No CRC 100 
Sovereign Default 150 

 

2. Exposures to Certain Supranational Entities and 

Multilateral Development Banks 

Under the FCA's existing risk-based capital rules, 

exposures to certain supranational entities and multilateral 

development banks (MDBs) receive a 20-percent risk weight.  

Consistent with the Basel framework's treatment of exposures 

to supranational entities, the FCA proposes to apply a 0-

percent risk weight to exposures to the Bank for 

International Settlements, the European Central Bank, the 

European Commission, and the International Monetary Fund. 

Similarly, the FCA proposes to apply a 0-percent risk 

weight to exposures to an MDB.  The proposal would define 

an MDB to include the International Bank for Reconstruction 

and Development, the Multilateral Investment Guarantee 

Agency, the International Finance Corporation, the Inter-

American Development Bank, the Asian Development Bank, the 
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African Development Bank, the European Bank for 

Reconstruction and Development, the European Investment 

Bank, the European Investment Fund, the Nordic Investment 

Bank, the Caribbean Development Bank, the Islamic 

Development Bank, the Council of Europe Development Bank, 

and any other multilateral lending institution or regional 

development bank in which the U.S. Government is a 

shareholder or contributing member or which the FCA 

determines poses comparable credit risk. 

The FCA believes this treatment is appropriate in light 

of the generally high-credit quality of MDBs, their strong 

shareholder support, and a shareholder structure comprised 

of a significant proportion of sovereign entities with 

strong creditworthiness.  Exposures to regional development 

banks and multilateral lending institutions that are not 

covered under the definition of MDB generally would be 

treated as corporate exposures and would receive a 100-

percent risk weight. 

3. Exposures to Government-Sponsored Enterprises 

The System is a GSE, and the definition of GSE adopted 

by the Federal banking regulatory agencies includes the 

System in their definition of GSE.60  Those agencies view 

                                                           
60 The definition of GSE adopted by the Federal banking regulatory 
agencies includes the Federal National Mortgage Association (Fannie 
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the System, and the other GSEs, as potential counterparties 

to the entities that they regulate.  In contrast, we 

regulate System institutions rather than viewing them as 

potential counterparties.  It is too confusing for the 

System to be included in a definition that is intended to 

refer to counterparties.  Accordingly, we propose for the 

purpose of these capital regulations at part 628 to exclude 

institutions of the System (other than the Federal 

Agricultural Mortgage Corporation (Farmer Mac)) from the 

definition of GSE.61  Throughout these capital regulations, 

we will refer to System institutions specifically as 

necessary.   

The FCA is proposing to assign a 20-percent risk weight 

to exposures to GSEs that are not equity exposures and a 

100-percent risk weight to preferred stock issued by a 

GSE.62  This risk weighting would represent a change to the 

FCA's existing risk-based capital rules, which currently 

                                                                                                                                                                             
Mae), the Federal Home Loan Mortgage Corporation (Freddie Mac), the 
System, and the Federal Home Loan Bank System. 
61 Farmer Mac would remain included in the FCA's definition of GSE, 
because this regulation would view Farmer Mac as a counterparty rather 
than as a regulated entity. 
62 As discussed below, System institutions would be required to deduct 
from capital preferred stock (and all other equities) issued by other 
System institutions, and therefore we do not propose a risk weight for 
these exposures. 
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allow a System institution to apply a 20-percent risk weight 

to GSE preferred stock.63 

4. Exposures to Depository Institutions, Foreign Banks, and 

Credit Unions 

The FCA's existing risk-based capital rules assign a 

20-percent risk weight to all exposures to U.S. depository 

institutions and foreign banks incorporated in an OECD 

country.  Short-term exposures to foreign banks 

incorporated in a non-OECD country receive a 20-percent risk 

weight and long-term exposures to such entities receive a 

100-percent risk weight.   

Under the proposal, exposures to U.S. depository 

institutions and credit unions would be assigned a 20-

percent risk weight.64  This risk weight would apply to a 

System bank exposure to an OFI that is owned and controlled 

by a U.S. or state depository institution or credit union 

that guarantees the exposure.  If the OFI exposure did not 

satisfy these requirements, it would be assigned a 100-

percent risk weight as a corporate exposure pursuant to 

§ 628.32(f)(2). 

                                                           
63 Section 615.5211(b)(6). 
64 A depository institution is defined in section 3 of the Federal 
Deposit Insurance Act (12 U.S.C. 1813(c)(1)). Under this proposal, a 
credit union refers to an insured credit union as defined under the 
Federal Credit Union Act (12 U.S.C. 1752(7)). 
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Our existing OFI rules assign a 20-percent risk weight 

to a claim on an OFI that is an OECD bank or is owned and 

controlled by an OECD bank that guarantees the claim or if 

the OFI or its parent has a sufficiently high credit 

rating.65  Our proposal would impose the same risk weight 

for OFI exposures of the same nature, except that we 

propose to eliminate the credit rating alternative in 

accordance with section 939A of the Dodd-Frank Act.  

Under this proposal, an exposure to a foreign bank 

would receive a risk weight one category higher than the 

risk weight assigned to a direct exposure to the foreign 

bank's home country, based on the assignment of risk weights 

by CRC, as discussed above.66  Exposures to a foreign bank 

in a country that does not have a CRC but that is a member 

of the OECD would receive a 20-percent risk weight.  A 

System institution would assign a 100-percent risk weight 

to an exposure to a foreign bank in a non-OECD member 

country that does not have a CRC, except that the 

institution could assign a 20-percent risk weight to self-

liquidating, trade-related contingent items that arise from 

                                                           
65 § 615.5211(b)((16). 
66 Foreign bank means a foreign bank as defined in section 211.2 of the 
Federal Reserve Board's Regulation K (12 CFR 211.2), that is not a 
depository institution. For purposes of the proposal, home country 
meant the country where an entity is incorporated, chartered, or 
similarly established. 
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the movement of goods and that have a maturity of 3 months 

or less.   

A System institution would be required to assign a 150-

percent risk weight to an exposure to a foreign bank 

immediately upon determining that an event of sovereign 

default has occurred in the bank's home country, or if an 

event of sovereign default has occurred in the foreign 

bank's home country during the previous 5 years. 

Both the Basel capital framework and our existing 

regulation treat exposures to securities firms that meet 

certain requirements like exposures to depository 

institutions.67  However, like the Federal banking 

regulatory agencies, the FCA no longer believes that the risk 

profile of these firms is sufficiently similar to depository 

institutions to justify that treatment.  Accordingly, the 

FCA proposes to require System institutions to treat 

exposures to securities firms as corporate exposures, with a 

100-percent risk weight. 

 

 

 

 

                                                           
67 See § 615.5211(b)(14) and (b)(15). 
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Table 4 – Risk Weights For Exposures To Foreign Banks 

 Risk Weight 
 (in percent) 

Sovereign CRC 0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with no CRC 20 
Non-OECD Member with no CRC 100 
Sovereign Default 150 

 

5. Exposures to Public Sector Entities 

The FCA's existing risk-based capital rules assign a 

20-percent risk weight to general obligations of states and 

other political subdivisions of OECD countries.68  Exposures 

that rely on repayment from specific projects (for example, 

revenue bonds) are assigned a risk weight of 50 percent.  

Other exposures to state and political subdivisions of OECD 

countries (including industrial revenue bonds) and exposures 

to political subdivisions of non-OECD countries receive a 

risk weight of 100 percent. The risk weights assigned to 

revenue obligations are higher than the risk weight assigned 

to general obligations because repayment of revenue 

obligations depends on specific projects, which present more 

risk relative to a general repayment obligation of a state 

or political subdivision of a sovereign. 

                                                           
68 Political subdivisions of the United States would include a state, 
county, city, town or other municipal corporation, a public authority, 
and generally any publicly owned entity that is an instrument of a 
state or municipal corporation. 
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The FCA is proposing to apply the same risk weights to 

exposures to U.S. states and municipalities as the existing 

risk-based capital rules apply.  Under the proposal, these 

political subdivisions would be included in the definition 

of "public sector entity" (PSE).  Consistent with both the 

current rules and the Basel capital framework, the FCA 

proposes to define a PSE as a state, local authority, or 

other governmental subdivision below the level of a 

sovereign.  This definition would include U.S. states and 

municipalities and would not include government-owned 

commercial companies that engage in activities involving 

trade, commerce, or profit that are generally conducted or 

performed in the private sector. 

Under the proposal, a System institution would assign a 

20-percent risk weight to a general obligation exposure to a 

PSE that is organized under the laws of the United States or 

any state or political subdivision thereof and a 50-percent 

risk weight to a revenue obligation exposure to such a PSE.  

A general obligation would be defined as a bond or similar 

obligation that is backed by the full faith and credit of a 

PSE.  A revenue obligation would be defined as a bond or 

similar obligation that is an obligation of a PSE, but which 

the PSE is committed to repay with revenues from a specific 

project financed rather than general tax funds. 
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Similar to the Basel framework's use of home country 

risk weights to assign a risk weight to a PSE exposure, the 

FCA proposes to require a System institution to apply a risk 

weight to an exposure to a non-U.S. PSE based on (1) The CRC 

applicable to the PSE's home country or, if the home country 

has no CRC, whether it is a member of the OECD, and (2) 

whether the exposure is a general obligation or a revenue 

obligation, in accordance with Table 5. 

The risk weights assigned to revenue obligations would 

be higher than the risk weights assigned to a general 

obligation issued by the same PSE, as set forth, for non-

U.S. PSEs, in Table 5.  Similar to exposures to a foreign 

bank, exposures to a non-U.S. PSE in a country that does not 

have a CRC rating would receive a 100-percent risk weight.  

Exposures to a non-U.S. PSE in a country that has defaulted 

on any outstanding sovereign exposure or that has defaulted 

on any sovereign exposure during the previous 5 years would 

receive a 150-percent risk weight.  Table 5 illustrates the 

proposed risk weights for exposures to non-U.S. PSEs. 
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Table 5 – Proposed Risk Weights for Exposures to Non-U.S. 

PSE General Obligations and Revenue Obligations (in 

percent) 

 Risk Weight for 
Exposures to Non-
U.S. PSE General 

Obligations 

Risk Weight for 
Exposures to Non-
U.S. PSE Revenue 

Obligations 

Sovereign CRC 

0-1 20 50 
2 50 100 
3 100 100 
4-7 150 150 

OECD Member with No CRC 20 50 
Non-OECD Member with No 
CRC 

100 100 

Sovereign Default 150 150 
 

The FCA proposes to allow a System institution to apply 

a risk weight to an exposure to a non-U.S. PSE according to 

the risk weight that the foreign banking organization 

supervisor allows to be assigned to it.  In no event, 

however, may the risk weight for an exposure to a non-U.S. 

PSE be lower than the risk weight assigned to direct 

exposures to that PSE's home country. 

6. Corporate Exposures 

Under the FCA's existing risk-based capital rules, 

credit exposures to companies that are not depository 

institutions or securitization vehicles generally are 

assigned to the 100-percent risk weight category.  A 20-

percent risk weight is assigned to claims on, or guaranteed 
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by, a securities firm incorporated in an OECD country that 

satisfies certain conditions. 

The proposed requirements would be generally consistent 

with the existing risk-based capital rules and require 

System institutions to assign a 100-percent risk weight to 

all corporate exposures.  The proposal would define a 

corporate exposure as an exposure to a company that is not 

an exposure to a sovereign, the Bank for International 

Settlements, the European Central Bank, the European 

Commission, the International Monetary Fund, an MDB, a 

depository institution, a foreign bank, or a credit union, a 

PSE, a GSE, a residential mortgage exposure, an HVCRE 

exposure, a cleared transaction, a securitization exposure, 

an equity exposure, or an unsettled transaction.  This 

definition captures all exposures that are not otherwise 

included in another specific exposure category and is not 

limited to exposures to corporations. 

Accordingly, this category would include borrower 

loans such as agricultural loans and consumer loans, 

regardless of the corporate form of the borrower, unless 

those loans qualify for different risk weights (such as a 

50-percent risk weight for residential mortgage exposures) 

under other provisions.  This category would also include 

premises, fixed assets, and other real estate owned. 
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Because they are corporate exposures, this category 

includes all OFI exposures that do not qualify for the 20-

percent depository institution risk weight provided in 

§ 628.32(d) and discussed above.  Our existing rules also 

contain a default 100-percent risk weight category.69  But 

our existing regulations also contain an intermediate, 50-

percent risk weight category for claims on OFIs that do not 

satisfy the requirements for a 20-percent risk weight but 

that otherwise meet similar capital, risk identification and 

control, and operational standards or that carry an 

investment grade credit rating.70  Only if an OFI does not 

satisfy these standards does a claim on it receive a 100-

percent risk weighting.   

This 50-percent risk weighting for what would otherwise 

be a corporate exposure is inconsistent with our treatment 

of other corporate exposures.  In addition, the Federal 

banking regulatory agencies would assign a 100-percent risk 

weight to these exposures.  Accordingly, we propose to 

eliminate the 50-percent risk weight for OFIs and to assign 

a 100-percent risk weight to exposures to OFIs that do not 

satisfy the requirements for a 20-percent risk weight 

because they are not depository institutions.   

                                                           
69 § 615.5211(d)(11). 
70 § 615.5211(c)(5). 
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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? 

In contrast to the FCA's existing risk-based capital 

rules, all securities firms would be subject to the same 

treatment as corporate exposures. 

7. Residential Mortgage Exposures 

The FCA's existing risk-based capital rules assign 

"qualified residential loans" to the 50-percent risk-weight 

category.71  Qualified residential loans include both rural 

home loans authorized under § 613.3030 and single-family 

residential loans to bona fide farmers, ranchers, and 

producers and harvesters of aquatic products.  Qualified 

residential loans must have been approved in accordance 

with prudent underwriting standards suitable for 

residential property and must not be past due 90 days or 

                                                           
71 § 615.5211(c)(2). 
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more or carried in nonaccrual status.72  If the loan does 

not satisfy these safety and soundness standards, or the 

property is not characteristic of residential property, the 

loan receives a 100-percent risk weight. 

In general, although our rule is structured 

differently, our existing safety and soundness standards 

are very similar to the risk-weighting requirements of the 

Federal banking regulatory agencies for residential 

mortgage exposures.73  The major differences between the two 

sets of rules are the FCA's criteria regarding the 

characteristics of residential property, which the Federal 

banking regulatory agencies do not have. 

In the interest of consistency, we now propose to 

structure our rule the same way as the Federal banking 

regulatory agencies do.  Moreover, we propose to adopt the 

safety and soundness standards of the Federal banking 

regulatory agencies.  As mentioned above, and as discussed 

below, although these standards are already very similar, 

there would be a few changes to our rule.  Finally, while 

                                                           
72 See definition of qualified residential loan in § 615.5201.  In 
addition to these credit risk standards, qualified residential loans 
must also satisfy a number of criteria designed to ensure that the 
property is residential in nature.  The conditions for a loan to be 
considered nonaccrual are set forth in § 621.6(a) of the FCA's 
regulations.  This rule proposes no changes to that provision. 
73 These agencies retained their existing risk-weighting requirements 
for residential mortgage exposures when they adopted their new capital 
rules. 
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we would retain two of our existing requirements regarding 

the characteristics of residential property, we propose to 

eliminate the rest of these requirements as unnecessary and 

burdensome.74 

We would define a residential mortgage exposure as an 

exposure (other than a securitization exposure or equity 

exposure) that is primarily secured by a first or subsequent 

lien on one-to-four family residential property, provided 

that the dwelling (including attached components such as 

garages, porches, and decks) represents at least 50 percent 

of the total appraised value of the collateral secured by 

the first or subsequent lien.75 

The proposed rule would assign a residential mortgage 

exposure to the 50-percent risk-weight category if the 

property is either owner-occupied or rented76 and if the 

exposure was made in accordance with prudent underwriting 

standards suitable for residential property, including 

                                                           
74 Although we are proposing to delete the specific requirements in this 
area, FCA examiners will continue to verify that residential property 
securing an exposure risk-weighted as a residential mortgage exposure 
does in fact exhibit characteristics of residential rather than 
agricultural property.  If examiners determine that the property is 
agricultural in nature, they will require appropriate adjustment of the 
risk-based capital treatment. 
75 To ensure that the collateral is primarily residential rather than 
agricultural in nature, we propose to revise the definition adopted by 
the Federal banking regulatory agencies to include the requirement 
regarding the appraised value of the dwelling relative to the value of 
the collateral as a whole.  
76 The FCA's risk-weighting provisions would not expand the lending 
authorities of System institutions. 
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standards relating to the loan amount as a percentage of 

the appraised value of the property;77 is not 90 days or 

more past due or carried in non-accrual status; and is not 

restructured or modified.78    

 A System institution must assign a 100-percent risk 

weight to all residential mortgage exposures that do not 

satisfy the criteria for a 50-percent risk weight. 

 The proposed rule would maintain the current risk-

based capital treatment for residential mortgage exposures 

that are guaranteed by the U.S. Government or U.S. 

Government agencies.  Accordingly, residential mortgage 

exposures that are unconditionally guaranteed by the U.S. 

Government or a U.S. Government agency would receive a 0-

percent risk weight, and residential mortgage exposures that 

are conditionally guaranteed by the U.S. Government or a 

U.S. Government agency would receive a 20-percent risk 

weight. 

Under the proposal, a residential mortgage exposure 

may be assigned to the 50-percent risk-weight category only 

if it is not restructured or modified.  We believe this new 

                                                           
77 The requirement that the underwriting standards be suitable for 
residential property is the other requirement we propose to add to 
ensure that the collateral is primarily residential rather than 
agricultural in nature. 
78 The FCA's existing regulation does not prohibit loans that have been 
restructured or modified from receiving a 50-percent risk weight.  The 
other proposed requirements carry over from our existing regulation. 
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restriction on System institution risk weighting, which the 

Federal banking regulatory agencies adopted, is appropriate 

based on risk.   

However, a residential mortgage exposure modified or 

restructured on a permanent or trial basis solely pursuant 

to the U.S. Treasury's Home Affordable Mortgage Program 

(HAMP) would not be considered to be restructured or 

modified and would continue to receive a 50-percent risk 

weighting.  Treating mortgage loans modified pursuant to 

HAMP in this manner is appropriate in light of the special 

and unique incentive features of HAMP, and the fact that the 

program is offered by the U.S. Government to achieve the 

public policy objective of promoting sustainable loan 

modifications for homeowners at risk of foreclosure in a 

way that balances the interests of borrowers, servicers, and 

lenders.79 

System institutions should be mindful that the 

residential mortgage market is likely to change in the 

future, in part because of regulations the CFPB is adopting 

to improve the quality of mortgage underwriting and to 

reduce the associated credit risk and in part for market-

                                                           
79 The rules of the Federal banking regulatory agencies establish risk 
weights for "pre-sold residential construction loans" and "statutory 
multifamily mortgages."  These are loans that are authorized by 
statutes that do not apply to System institutions, and therefore we do 
not propose risk weights for them.   
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driven or other reasons.  The FCA may propose changes in 

the treatment of residential mortgage exposures in the 

future.  If so, we intend to take into consideration 

structural and product market developments, other relevant 

regulations, and potential issues with implementation 

across various product types. 

8. High Volatility Commercial Real Estate Exposures 

Certain acquisition, development, and construction 

(ADC) loans (which are a subset of commercial real estate 

exposures) present particular risks and warrant the holding 

of additional capital beyond the 100-percent risk weight 

that would otherwise apply.  Accordingly, the FCA is 

proposing a 150-percent risk weight for these HVCRE 

exposures.   

The proposed definition of HVCRE would be a credit 

facility that, prior to conversion to permanent financing, 

finances or has financed the acquisition, development, or 

construction of real property.  The financing of four kinds 

of property is excluded from this definition: 

• One-to-four family residential properties; 

• Real property that the FCA has authorized as an 

investment pursuant to § 615.5140(e) (this provision 

authorizes System institutions to purchase and hold 

investments as approved by the FCA); 
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• The purchase or development of agricultural land, 

which includes all land known to be used or usable 

for agricultural purposes (such as crop and 

livestock production), provided that the valuation 

of the agricultural land is based on its value for 

agricultural purposes and the valuation does not 

take into consideration any potential use of the 

land for non-agricultural commercial development or 

residential development; or 

• Commercial real estate projects that meet certain 

prudential criteria, including with respect to the 

LTV ratio and capital contributions or expense 

contributions of the borrower. 

A commercial real estate loan that is not an HVCRE 

exposure, including permanent financing after the life of 

the ADC project concludes, would be treated as a corporate 

exposure. 

There may be overlap between HVCRE exposures and 

exposures to land in transition – agricultural land in the 

path of development.  FCA Bookletter BL-058 (BL-058) 

explains that while System institutions may finance land in 

transition, they may not provide development financing that 

converts agricultural land to non-agricultural land, except 

in very rare instances.  BL-058 provides guidance on how a 
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System institution making a loan to purchase or refinance 

land in transition should ensure compliance with the FCA's 

eligibility and scope of financing regulations.  System 

institutions contemplating land in transition financing 

must review and understand BL-058 and must ensure they are 

in full compliance with all FCA regulations in that area.   

9. Past Due Exposures 

Under the FCA's existing risk-based capital rules, the 

risk weight of a loan does not change if the loan becomes 

past due, with the exception of certain residential mortgage 

loans.  The FCA believes, however, that a higher risk 

weight is appropriate for past due exposures (such as past 

due agricultural or other borrower loans) to reflect the 

increased risk associated with such exposures. 

To reflect the impaired credit quality of such 

exposures, the FCA proposes to require a System institution 

to assign a risk weight of 150 percent to an exposure that 

is not guaranteed or is not secured by financial collateral 

(and that is not a sovereign exposure or a residential 

mortgage exposure) if it is 90 days or more past due or 

recognized as nonaccrual.80  We believe this risk weight is 

appropriate and that any increased capital burden, 

                                                           
80 A loan is considered nonaccrual if it meets any of the conditions 
specified in § 621.6(a). 
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potential rise in procyclicality, or impact on lending 

associated with the increased risk weight is justified 

given the overall objective of capturing the risk 

associated with the impaired credit quality of these 

exposures. 

Moreover, the increased risk weight would not double-

count the risk of a past due exposure, even though the ALL 

would already be reflected in the risk-based capital 

numerator, because the ALL is intended to cover estimated, 

incurred losses as of the balance sheet date, not 

unexpected losses.  The higher risk weight on past due 

exposures would ensure sufficient regulatory capital for 

the increased probability of unexpected losses on these 

exposures.   

A System institution would be permitted to assign a 

risk weight to the portion of a past due exposure that is 

collateralized by financial collateral or that is guaranteed if 

the financial collateral, guarantee, or credit derivative 

meets the proposed requirements for recognition described in 

§ 628.36 and § 628.37.81 

                                                           
81 As discussed below, proposed § 628.2 would define financial 
collateral as collateral in the form of, in pertinent part, cash, 
investment grade debt instruments that are not resecuritization 
exposures, publicly traded equity securities and convertible bonds, and 
mutual fund (including money market fund) shares if a price is publicly 
quoted daily, in which the System institution has a perfected, first-
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10. Other Assets 

Generally consistent with our existing risk-based 

capital rules, the FCA proposes the risk weights described 

below for the following exposures: 

(1) A 0-percent risk weight to cash owned and held in 

all offices of the System institution, in transit, or in 

accounts at a depository institution or a Federal Reserve 

Bank; to gold bullion held in a depository institution's 

vaults on an allocated basis to the extent gold bullion 

assets are offset by gold bullion liabilities; and to 

exposures that arise from the settlement of cash 

transactions (such as equities, fixed income, spot foreign 

exchange and spot commodities) with a central counterparty 

where there is no assumption of ongoing counterparty credit 

risk by the central counterparty after settlement of the 

trade; 

(2) A 20-percent risk weight to cash items in the 

process of collection; and 

(3) A 100-percent risk weight to DTAs arising from 

temporary differences that a System institution could 

realize through net operating loss carrybacks; 

                                                                                                                                                                             
priority security interest (except for cash).  Financial collateral 
would not include collateral such as real estate (whether agricultural 
or not) or chattel. 
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(4) A 100-percent risk weight to all MSAs; and  

(5) A 100-percent risk weight to all assets not 

specifically assigned a different risk weight under this 

proposed rule (other than exposures that would be deducted 

from tier 1 or tier 2 capital pursuant to proposed 

§ 628.22).  

As discussed above, the FCA is proposing, unlike the 

Federal banking regulatory agencies, to deduct from capital 

all DTAs, other than those arising from temporary 

differences that a System institution could realize through 

net operating loss carrybacks.  In addition, because System 

institutions have such little exposure to MSAs, we are 

proposing to simplify the capital treatment as adopted by 

the Federal banking regulatory agencies.  Accordingly, we 

are proposing to risk weight DTAs and MSAs as stated above 

and to eliminate the capital treatment, including the 250-

percent risk weight, adopted by the Federal banking 

regulatory agencies.82 

11. Exposures to Other System Institutions 

We propose to retain the existing 20-percent risk 

weight for loans from System banks to associations (direct 

loans).  
                                                           
82 If a System institution were to increase significantly its exposures 
to MSAs, we would consider exercising our authority to require a higher 
risk weight. 
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Under proposed § 628.22(c), all equities (including 

preferred stock) a System institution has invested in 

another System institution would be deducted from the 

investing institution's regulatory capital, and therefore 

we do not propose a risk weighting for these exposures.  

These exposures would include an association's investment 

in its System bank, a System bank's purchase of nonvoting 

stock or participation certificates of an affiliated 

association pursuant to § 615.5171, and the purchase of a 

System association's preferred stock by a System bank, 

association, or service corporation pursuant to § 615.5175.  

In the past, System institutions (generally System 

banks) have entered into loss-sharing agreements with other 

System institutions (generally, affiliated associations) 

under § 614.4340.  In the future, if System institutions 

enter into a loss-sharing agreement, the FCA would assign a 

risk weight for any associated exposures at that time, 

using our reservation of authority.  

12. Risk-Weighting for Specialized Exposures 

By FCA Bookletter BL-052, dated January 25, 2006, the 

FCA permitted loans recorded before January 1, 2006 that 

are supported by Tobacco Buyout assignments to be risk 
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weighted at 20 percent.83  These loans mature no later than 

2015.  Although we do not propose to include it in this 

rule, the FCA intends to continue to permit a 20-percent 

risk weight for these loans.  If necessary, we will issue 

revised guidance on this capital treatment when we adopt 

our final capital rule. 

By FCA Bookletter BL-053, dated February 27, 2007, the 

FCA permitted System institutions to assign a lower risk 

than would otherwise apply to certain electrical 

cooperative assets, based on the unique characteristics and 

lower risk profile of this industry segment.  Exposures to 

certain electrical cooperative assets that satisfy 

specified conditions receive a 50-percent rather than a 

100-percent risk weight.  Furthermore, exposures to these 

assets receive a 20-percent risk weight if the assets have 

a AAA or AA credit rating. 

We do not propose this favorable risk weighting for 

these assets in this rule, but we seek comment as to 

whether we should retain this risk weighting, being mindful 

of the Dodd-Frank Act section 939A requirement that we must 

eliminate the credit rating criteria.  If we do retain this 

                                                           
83 Such loans recorded after this date must be risk-weighted at 100 
percent. 
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capital treatment, we will issue revised guidance on the 

risk weighting when we adopt our final capital rule. 

C. Off-Balance Sheet Items 

1. Credit Conversion Factors 

Under this proposed rule, as under our existing risk-

based capital rules, a System institution would calculate 

the exposure amount of an off-balance sheet item by 

multiplying the off-balance sheet component, which is 

usually the contractual amount, by the applicable credit 

conversion factor (CCF).  This treatment would apply to off-

balance sheet items, such as commitments (including a System 

bank's commitment to an association, discussed below), 

contingent items, guarantees, certain repo-style 

transactions, financial standby letters of credit, and 

forward agreements. 

We propose to determine the exposure amount of a 

System bank's commitment to an association as the 

difference between the association's maximum credit limit 

with the System bank (as established by the general 

financing agreement or promissory note, as required by 

§ 614.4125(d)) and the amount the association has borrowed 

from the System bank.  For example, if a System bank has a 

$100 maximum credit limit to an association and the 

association has $80 outstanding on its direct note, the 
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System bank's exposure amount on its commitment would be 

$20. 

Determining a System bank's exposure amount in this 

manner would result in what could be viewed as double 

counting of commitment exposures (although, as discussed 

below, we disagree).  Continuing the example above, the 

association that has borrowed $80 from its System bank 

could have $60 in outstanding loans to its borrowers and 

$15 in commitments to its borrowers.84  The System bank 

would be required to hold capital against its $20 

commitment exposure amount, and the association would be 

required to hold capital against its $15 commitment 

exposure amount, which it would fund by drawing on its 

commitment with the System bank. 

We do not believe this treatment results in double 

counting commitment exposures.  This treatment is 

consistent with the way we treat loan exposures; we require 

a System bank to hold capital against the outstanding 

balance of its loan to an association, and we also require 

an association to hold capital against its loans to 

borrowers (even though the association's loaned funds come 

from its loan with the System bank).  As with loan 

                                                           
84 The association could use the $5 difference to fund its operations 
and investments. 
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exposures, we believe that there are separate risks 

involved in System bank commitment exposures and 

association commitment exposures.85  Accordingly, we do not 

propose to net association commitments against System bank 

commitments.  We invite comment on this determination. 

Similar to the current risk-based capital rules, a 

System institution would apply a 0-percent CCF to the unused 

portion of commitments that are unconditionally cancelable 

by the institution.  For purposes of this proposed rule, a 

commitment would mean any legally binding arrangement that 

obligates a System institution to extend credit or to 

purchase assets.  Unconditionally cancelable would mean a 

commitment that a System institution may, at any time, with 

or without cause, refuse to extend credit under the 

commitment (to the extent permitted under applicable law).  

In the case of an operating line of credit, a System 

institution would be deemed able to unconditionally cancel 

the commitment if it can, at its option, prohibit additional 

extensions of credit, reduce the credit line, and terminate 

the commitment to the full extent permitted by applicable 

law.  If a System institution provides a commitment that is 

                                                           
85 To illustrate the difference, we note that an association could use 
money it borrowers from the bank not only to establish and expand 
commitments and loans to borrowers but also to invest, hedge risk, 
replace equipment, or fund new facilities and services. 
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structured as a syndication, it would only be required to 

calculate the exposure amount for its pro rata share of the 

commitment. 

The FCA proposes to maintain the current 20-percent CCF 

for self-liquidating, trade-related contingencies with an 

original maturity of 14 months or less.86  In addition, the 

FCA proposes to increase the CCF from 0 percent to 20 

percent for commitments with an original maturity of 14 

months or less that are not unconditionally cancelable by a 

System institution. 

As under our existing risk-based capital rules, a 

System institution would apply a 50-percent CCF to 

commitments with an original maturity of more than 14 months 

that are not unconditionally cancelable by the institution 

and to transaction-related contingent items, including 

performance bonds, bid bonds, warranties, and performance 

standby letters of credit. 

Under this proposed rule, a System institution would be 

required to apply a 100-percent CCF to off-balance sheet 

guarantees, repurchase agreements, credit-enhancing 
                                                           
86 As under our existing rules, we propose a 14-month rather than a 12-
month original maturity because the agricultural production cycle and 
related marketing efforts typically extend beyond 12 months.  A 14-
month maturity would allow a commitment for an operating loan to cover 
an entire cycle.  A new commitment would be issued for the next cycle.  
Allowing a more favorable risk weight for a 14-month rather than a 12-
month commitment does not materially raise risk in the portfolios of 
System institutions. 
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representations and warranties that are not securitization 

exposures, securities lending and borrowing transactions, 

financial standby letters of credit, forward agreements, and 

other similar exposures.  The off-balance sheet component of 

a repurchase agreement would equal the sum of the current 

fair values of all positions the System institution has sold 

subject to repurchase.  The off-balance sheet component of 

a securities lending transaction would be the sum of the 

current fair values of all positions the System institution 

has lent under the transaction.  For securities borrowing 

transactions, the off-balance sheet component would be the 

sum of the current fair values of all non-cash positions the 

institution has posted as collateral under the transaction.  

In certain circumstances, a System institution may instead 

determine the exposure amount of the transaction as 

described in § 628.37 of the proposed rule. 

In contrast to our existing risk-based capital rules, 

which require capital for securities lending and borrowing 

transactions and repurchase agreements only if they generate 

an on-balance sheet exposure, the proposed rule would 

require a System institution to hold risk-based capital 

against all repo-style transactions (that is, repurchase 

agreements, reverse repurchase agreements, securities 

lending transactions, and securities borrowing 
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transactions), regardless of whether they generate on-

balance sheet exposures, as described in § 628.37 of the 

proposed rule.  For example, capital is required against the 

cash receivable that a System institution generates when it 

borrows a security and posts cash collateral to obtain the 

security.  We propose this approach because System 

institutions face counterparty credit risk when engaging in 

repo-style transactions, even if those transactions do not 

generate on-balance sheet exposures, and thus these 

transactions should not be exempt from risk-based capital 

requirements. 

2. Credit-Enhancing Representations and Warranties 

Consistent with our existing risk-based capital rules, 

under the proposed rule a System institution would be 

subject to a risk-based capital requirement when it provides 

credit-enhancing representations and warranties on assets 

sold or otherwise transferred to third parties, as such 

positions are considered recourse arrangements.87  

A System institution would be required to hold capital 

only for the maximum contractual amount of its exposure 

under the representations and warranties, not against the 

value of the underlying loan.  Moreover, a System 

                                                           
87 §§ 615.5201 and 615.5210. 
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institution would have to hold capital for the life of a 

credit-enhancing representation and warranty, but not after 

its expiration, regardless of the maturity of the 

underlying loan.  

D. Over-the-Counter Derivative Contracts 

Under the proposed rule, a System institution is 

required to hold risk-based capital for counterparty credit 

risk for an OTC derivative contract.  As defined in proposed 

§ 628.2, a derivative contract is a financial contract whose 

value is derived from the values of one or more underlying 

assets, reference rates, or indices of asset values or 

reference rates.  A derivative contract includes interest 

rate, exchange rate, equity, commodity, credit, and any 

other derivative contract that poses similar counterparty 

credit risks.  Derivative contracts also include unsettled 

securities, commodities, and foreign exchange transactions 

with a contractual settlement or delivery lag that is longer 

than the lesser of the market standard for the particular 

instrument or 5 business days.  This applies, for example, 

to mortgage-backed securities (MBS) transactions that the 

GSEs conduct in the To-Be-Announced market. 

Under the proposed rule, an OTC derivative contract 

does not include a derivative contract that is a cleared 
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transaction, which is subject to a specific treatment as 

described elsewhere in this preamble.   

To determine the risk-weighted asset amount for an OTC 

derivative contract under the proposed rule, a System 

institution would first determine its exposure amount for 

the contract and then apply to that amount a risk weight 

based on the counterparty, eligible guarantor, or 

recognized collateral. 

For a single OTC derivative contract that is not 

subject to a qualifying master netting agreement (as defined 

further below in this section), the proposed rule would 

require the exposure amount to be the sum of:  (1) The 

System institution's current credit exposure, which would be 

the greater of the fair value or 0; and (2) potential future 

exposure (PFE), which would be calculated by multiplying the 

notional principal amount of the OTC derivative contract by 

the appropriate conversion factor, in accordance with Table 

6 below. 

Under the proposed rule, the conversion factor matrix 

would include the categories of OTC derivative contracts as 

illustrated in Table 6.  For an OTC derivative contract that 

does not fall within one of the specified categories in 

Table 6, the proposed rule would require PFE to be 

calculated using the "other" conversion factor. 
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Table 6 – Conversion Factor Matrix For OTC Derivative 
Contracts1 
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1 year or less 0.00 0.01 0.05 0.10 0.06 0.07 0.10 

Greater than 1 
year and less 
than or equal to 
5 years 

0.005 0.05 0.05 0.10 0.08 0.07 0.12 

Greater than 5 
years 

0.015 0.075 0.05 0.10 0.10 0.08 0.15 

1 For a derivative contract with multiple exchanges of principal, 
the conversion factor would be multiplied by the number of 
remaining payments in the derivative contract. 
2 For a derivative contract that is structured such that on 
specified dates any outstanding exposure is settled and the terms 
are reset so that the fair value of the contract is 0, the 
remaining maturity would equal the time until the next reset date.  
For an interest rate derivative contract with a remaining 
maturity of greater than 1 year that meets these criteria, the 
minimum conversion factor would be 0.005. 
3 A System institution would use the column labeled 
"Credit(investment-grade reference asset)" for a credit derivative 
whose reference asset is an outstanding unsecured long-term debt 
security without credit enhancement that is investment grade.  A 
System institution would use the column labeled "Credit (non-
investment-grade reference asset)" for all other credit 
derivatives.  The proposed rule would define "investment grade" to 
mean that the entity to which the System institution is exposed 
through a loan or security, or the reference entity with respect 
to a credit derivative, has adequate capacity to meet financial 
commitments for the projected life of the asset or exposure.  
Such an entity or reference entity would have adequate capacity 
to meet financial commitments if the risk of its default is low 
and the full and timely repayment of principal and interest is 
expected. 
 
For multiple OTC derivative contracts subject to a 

qualifying master netting agreement, a System institution 

would calculate the exposure amount by adding the net 

current credit exposure and the adjusted sum of the PFE 
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amounts for all OTC derivative contracts subject to the 

qualifying master netting agreement.  Under the proposed 

rule, the net current credit exposure would be the greater 

of 0 and the net sum of all positive and negative fair 

values of the individual OTC derivative contracts subject 

to the qualifying master netting agreement.  The adjusted 

sum of the PFE amounts would be calculated as described in 

§ 628.34(a)(2)(ii) of the proposed rule. 

Under the proposed rule, to recognize the netting 

benefit of multiple OTC derivative contracts, the contracts 

would have to be subject to a qualifying master netting 

agreement.  The proposed rule would define a qualifying 

master netting agreement as any written, legally enforceable 

netting agreement that creates a single legal obligation 

for all individual transactions covered by the agreement 

upon an event of default (including receivership, 

insolvency, liquidation, or similar proceeding) provided 

that certain conditions set forth in § 628.3 of the proposed 

rule are met.88  These conditions include requirements with 

respect to the System institution's right to terminate the 

contract and liquidate collateral and meeting certain 

                                                           
88 Section 628.3 of the proposed rule organizes substantive requirements 
related to cleared transactions, eligible margin loans, qualifying 
master netting agreements, and repo-style transactions in a central 
place to assist System institutions in determining their legal 
responsibilities. 
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standards with respect to legal review of the agreement to 

ensure it meets the criteria in the definition. 

The required legal review must be sufficient so that 

the System institution may conclude with a well-founded 

basis that, among other things, the contract would be found 

legal, binding, and enforceable under the law of the 

relevant jurisdiction and that the contract meets the other 

requirements of the definition.  In some cases, the legal 

review requirement could be met by reasoned reliance on a 

commissioned legal opinion or an in-house counsel analysis.   

In other cases, for example, those involving certain 

unfamiliar derivative transactions or derivative 

counterparties in jurisdictions where a System institution 

has little experience, the institution would be expected to 

obtain an explicit, written legal opinion from external or 

internal legal counsel addressing the particular situation. 

Under the proposed rule, if an OTC derivative contract 

is collateralized by financial collateral,89 a System 

institution would first have to determine the exposure 

                                                           
89 As discussed below, proposed § 628.2 would define financial 
collateral as collateral in the form of, in pertinent part, cash, 
investment grade debt instruments that are not resecuritization 
exposures, publicly traded equity securities and convertible bonds, and 
mutual fund (including money market fund) shares if a price is publicly 
quoted daily, in which the System institution has a perfected, first-
priority security interest (except for cash).  Financial collateral 
would not include collateral such as real estate (whether agricultural 
or not) or chattel. 
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amount of the OTC derivative contract as described in this 

section of the preamble.  Next, to recognize the credit 

risk mitigation benefits of the financial collateral, a 

System institution could use the simple approach for 

collateralized transactions as described in § 628.37(b) of 

the proposed rule.  Alternatively, if the financial 

collateral is marked-to-market on a daily basis and subject 

to a daily margin maintenance requirement, a System 

institution could adjust the exposure amount of the contract 

using the collateral haircut approach described in 

§ 628.37(c) of the proposed rule. 

Similarly, if a System institution purchased a credit 

derivative that would be recognized under § 628.36 of the 

proposed rule as a credit risk mitigant, it would not be 

required to compute a separate counterparty credit risk 

capital requirement for the credit derivative, provided it 

does so consistently for all such credit derivative 

contracts.  Further, where these credit derivative contracts 

are subject to a qualifying master netting agreement, the 

System institution would be required to either include them 

all or exclude them all from any measure used to determine 

the counterparty credit risk exposure to all relevant 

counterparties for risk-based capital purposes. 
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Under the proposed rule, a System institution would 

have to treat an equity derivative contract as an equity 

exposure and compute its risk-weighted asset amount 

according to the simple risk-weight approach (SRWA) 

described in § 628.52.  If the System institution risk 

weighted a contract under the SRWA described in § 628.52, 

it could choose not to hold risk-based capital against the 

counterparty risk of the equity contract, so long as it 

made this choice for all such contracts.  Where the OTC 

equity contracts are subject to a qualified master netting 

agreement, a System institution would either include or 

exclude all of the contracts from any measure used to 

determine counterparty credit risk exposures.90   

If a System provided protection through a credit 

derivative, it would have to treat the credit derivative as 

an exposure to the underlying reference asset and compute a 

risk-weighted asset amount for the credit derivative under 

§ 628.32 of the proposed rule.  The System institution 

would not be required to compute a counterparty credit risk 

capital requirement for the credit derivative, as long as it 

did so consistently for all such OTC credit derivative 

contracts.  Further, where these credit derivative contracts 
                                                           
90 It would be unusual for a System institution to have such an 
exposure, but it could occur, for example, through foreclosure of 
collateral.  
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are subject to a qualifying master netting agreement, the 

System institution would either have to include all or 

exclude all such credit derivatives from any measure used to 

determine counterparty credit risk exposure to all relevant 

counterparties for risk-based capital purposes. 

Under the proposed rule, the risk weight for OTC 

derivative transactions is not subject to any specific 

ceiling, consistent with the Basel capital framework. 

E. Cleared Transactions 

Like the BCBS and the Federal banking regulatory 

agencies, the FCA supports incentives designed to encourage 

clearing of derivative and repo-style transactions91 through 

a central counterparty (CCP) wherever possible in order to 

promote transparency, multilateral netting, and robust risk 

management practices.  Although there are some risks 

associated with CCPs, as discussed below, we believe that 

CCPs generally help improve the safety and soundness of the 

derivatives and repo-style transactions markets through the 

multilateral netting of exposures, establishment, and 

enforcement of collateral requirements, and the promotion of 

market transparency. 

1. Definition of Cleared Transaction 

                                                           
91 See § 628.2 of the proposed rule for the definition of a repo-style 
transaction. 
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Under the proposal, a System institution would be 

required to hold risk-based capital for all of its cleared 

transactions.  In any such transaction, the System 

institution would act as a clearing member client (defined 

as a party to a cleared transaction associated with a CCP in 

which a clearing member acts either as a financial 

intermediary with respect to the party or guarantees the 

performance of the party to the CCP).92 

The proposed rule would define a cleared transaction as 

an exposure associated with an outstanding derivative 

contract or repo-style transaction that a System institution 

or clearing member has entered into with a CCP (that is, a 

transaction that a CCP has accepted).93  Cleared 

transactions would include the following: (1) A transaction 

between a clearing member client System institution and a 
                                                           
92 The Federal banking regulatory agencies adopted regulatory provisions 
contemplating that their regulated banking organizations could act as 
clearing members as well as clearing member clients.  Because of the 
complexity, we believe System institutions will not want to act as 
clearing members, and we therefore do not propose comparable 
provisions.  We invite comment as to whether we should adopt such 
provisions.  In their absence, if a System institution did choose to 
act as a clearing member, we could address risk-weighting issues on a 
case-by-case basis. 
93 For example, we expect that a transaction with a derivatives clearing 
organization (DCO) would meet the proposed criteria for a cleared 
transaction.  A DCO is a clearinghouse, clearing association, clearing 
corporation, or similar entity that enables each party to an agreement, 
contract, or transaction to substitute, through novation or otherwise, 
the credit of the DCO for the credit of the parties; arranges or 
provides, on a multilateral basis, for the settlement or netting of 
obligations; or otherwise provides clearing services or arrangements 
that mutualize or transfer credit risk among participants.  To qualify 
as a DCO, an entity must be registered with the U.S. Commodity Futures 
Trading Commission and comply with all relevant laws and procedures. 
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clearing member where the clearing member acts as a 

financial intermediary on behalf of the client and enters 

into an offsetting transaction with a CCP; and (2) a 

transaction between a clearing member client System 

institution and a CCP where a clearing member guarantees the 

performance of the client to the CCP.  Such transactions 

would also have to satisfy additional criteria provided in 

§ 628.3 of the proposed rule, including bankruptcy 

remoteness of collateral, transferability criteria, and 

portability of the clearing member client's position.   

Derivative transactions that are not cleared 

transactions because they do not meet all the criteria would be 

OTC derivative transactions.  For example, if a transaction 

submitted to a CCP is not accepted by a CCP because the 

terms of the transaction submitted by the clearing members do 

not match or because other operational issues were 

identified by the CCP, the transaction would not meet the 

definition of a cleared transaction and would be an OTC 

derivative transaction.  If the counterparties to the 

transaction resolved the issues and resubmitted the 

transaction and it was accepted, the transaction would then 

be a cleared transaction. 

2. Risk Weighting for Cleared Transactions  
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Under the proposed rule, to determine the risk-weighted 

asset amount for a cleared transaction, a clearing member 

client System institution would multiply the trade exposure 

amount for the cleared transaction by the appropriate risk 

weight, determined as described below.  The trade exposure 

amount would be calculated as follows: 

(1) For a cleared transaction that is either a 

derivative contract or a netting set of derivative 

contracts, the trade exposure amount would equal the 

exposure amount for the derivative contract or netting set 

of derivative contracts, calculated using the current 

exposure method (CEM) for OTC derivative contracts (described 

in § 628.34 of the proposed rule), plus the fair value of 

the collateral posted by the clearing member client System 

institution and held by the CCP or clearing member in a 

manner that is not bankruptcy remote;94 and 

(2) For a cleared transaction that is a repo-style 

transaction or a netting set of repo-style transactions, the 

trade exposure amount would equal the exposure amount 

calculated under the collateral haircut approach (described 

in § 628.37(c) of the proposed rule) plus the fair value of 

                                                           
94 Under this proposal, bankruptcy remote, with respect to an entity or 
asset, would mean that the entity or asset would be excluded from an 
insolvent entity's estate in a receivership, insolvency, or similar 
proceeding. 
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the collateral posted by the clearing member client System 

institution that is held by the CCP or clearing member in a 

manner that is not bankruptcy remote. 

The trade exposure amount would not include any 

collateral posted by a clearing member client System 

institution that is held by a custodian in a manner that is 

bankruptcy remote from the CCP, clearing member, other 

counterparties of the clearing member, and the custodian 

itself.  In addition to the capital requirement for the 

cleared transaction, the System institution would remain 

subject to a capital requirement for any collateral provided 

to a CCP, a clearing member, or a custodian in connection 

with a cleared transaction in accordance with § 628.32 of 

the proposal.   

The risk weight for a cleared transaction would depend 

on whether the CCP is a qualifying CCP (QCCP).  Central 

counterparties that are designated financial market utilities 

(FMUs) and foreign entities regulated and supervised in a 

manner equivalent to designated FMUs would be QCCPs.  In 

addition, a CCP could be a QCCP if it were in sound financial 

condition and met certain standards that are set forth in the 

proposed QCCP definition.   
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A System institution that is a clearing member client 

would apply a 2-percent risk weight to its trade exposure 

amount to a QCCP only if: 

(1) The collateral posted by the clearing member client 

System institution to the QCCP or clearing member is subject 

to an arrangement that prevents any losses to the clearing 

member client due to the joint default or a concurrent 

insolvency, liquidation, or receivership proceeding of the 

clearing member and any other clearing member clients of the 

clearing member; and 

(2) The clearing member client System institution has 

conducted sufficient legal review to conclude with a well-

founded basis (and maintains sufficient written 

documentation of that legal review) that in the event of a 

legal challenge (including one resulting from default or a 

liquidation, insolvency, or receivership proceeding) the 

relevant court and administrative authorities would find the 

arrangements to be legal, valid, binding, and enforceable 

under the law of the relevant jurisdiction.   

If the criteria above are not met, a clearing member 

client System institution would apply a risk weight of 4 

percent to the trade exposure amount. 

For a cleared transaction with a CCP that is not a 

QCCP, a clearing member client System institution would risk 
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weight the trade exposure amount to the CCP according to the 

treatment for the CCP under § 628.32 of the proposal 

(generally 100 percent).  Collateral posted by a clearing 

member client System institution that is held by a custodian 

in a manner that is bankruptcy remote from the CCP, clearing 

member, and other clearing member clients of the clearing 

member would not be subject to a capital requirement for 

counterparty credit risk. 

The diagrams below demonstrate the various potential 

transactions and exposure treatment in the proposed rule.  

Table 7 sets out how the transactions illustrated in the 

diagrams below are risk-weighted under the proposed rule. 

In the diagram, "T" refers to a transaction, and the 

arrow indicates the direction of the exposure.  The diagram 

describes the appropriate risk weight treatment for 

exposures from the perspective of a System institution 

entering into cleared transactions as a client of a clearing 

member (T1 and T2). Table 7 shows for each trade whom the 

exposure is to, a description of the type of trade, and the 

risk weight that would apply based on the risk of the 

counterparty. 

System Institution Client – Clearing Member(CM) Trade 

• Financial Intermediary with offsetting transaction 

to QCCP 
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• Agency with guarantee of client performance 

 

Table 7 – Risk Weights For Various Cleared Transactions 
T1 CM CM financial 

intermediary with 
offsetting trade to 

QCCP 

2% or 4% risk 
weight on trade 
exposure amount 

T2 QCCP CM agent with 
guarantee of client 

performance 

2% or 4% risk 
weight on trade 
exposure amount 

 

 
F. Credit Risk Mitigation 

System institutions use a number of techniques to 

mitigate credit risks.  For example, a System institution 

may collateralize exposures with cash or securities; a third 

party may guarantee an exposure; a System institution may 

buy a credit derivative to offset an exposure's credit risk; 

or a System institution may net exposures with a 

counterparty under a netting agreement.  This section of the 
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preamble describes how the proposed rule would allow System 

institutions to recognize the risk-mitigation effects of 

guarantees, credit derivatives, and collateral for risk-

based capital purposes.   

Under the proposed rule, a System institution generally 

would be able to use a substitution approach to recognize the 

credit risk mitigation effect of an eligible guarantee from 

an eligible guarantor and the simple approach to recognize 

the effect of collateral.  To recognize credit risk 

mitigants, a System institution would have to implement 

operational procedures and risk-management processes that 

ensure that all documentation used in collateralizing or 

guaranteeing a transaction is legal, valid, binding, and 

enforceable under applicable law in the relevant 

jurisdictions.  A System institution would be expected to 

conduct sufficient legal review to reach a well-founded 

conclusion that the documentation meets this standard as 

well as conduct additional reviews as necessary to ensure 

continuing enforceability. 

Although the use of credit risk mitigants may reduce or 

transfer credit risk, it simultaneously may increase other 

risks, including operational, liquidity, or market risk.  

Accordingly, a System institution would be expected to employ 

robust procedures and processes to control risks, including 



 

150 
 

roll-off and concentration risks, and monitor and manage the 

implications of using credit risk mitigants for the 

institution's overall credit risk profile. 

1. Guarantees and Credit Derivatives 

a. Eligibility Requirements 

Our existing risk-based capital rules generally 

recognize third-party guarantees provided by central 

governments, GSEs, PSEs in the OECD countries, multilateral 

lending institutions and regional development banking 

organizations, U.S. depository institutions, foreign banks, 

and qualifying securities firms in OECD countries.95  The 

FCA proposes to revise this listing of eligible guarantors 

to expressly include sovereigns, the Bank for International 

Settlements, the International Monetary Fund, the European 

Central Bank, the European Commission, Federal Home Loan 

Banks (FHLB), Federal Agricultural Mortgage Corporation 

(Farmer Mac), MDBs, depository institutions, bank holding 

companies, savings and loan holding companies, credit 

unions, and foreign banks.  Entities not expressly included 

in the above list would be eligible guarantors if they have 

issued and outstanding unsecured debt securities without 

credit enhancement that are investment grade, if their 

                                                           
95 Section 615.5211. 
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creditworthiness is not positively correlated with the 

credit risk of the exposures for which it has provided 

guarantees, and if they meet certain other requirements.96 

Guarantees and credit derivatives would be required to 

meet specific eligibility requirements to be recognized for 

credit risk mitigation purposes.  Under the proposal, an 

eligible guarantee would be defined as a guarantee from an 

eligible guarantor that is written and meets certain 

standards and conditions, including with respect to its 

enforceability.  An eligible credit derivative would be 

defined as a credit derivative in the form of a credit 

default swap (CDS), n
th
-to-default swap, total return swap, 

or any other form of credit derivative approved by the FCA, 

provided that the instrument meets the standards and 

conditions set forth in the proposed definition.  See the 

proposed definitions of "eligible guarantee" and "eligible 

credit derivative" in § 628.2 of the proposed rule. 

                                                           
96 Our proposed definition of eligible guarantor is comparable to that 
adopted by the Federal banking regulatory agencies.  A System 
institution would not satisfy the definition of eligible guarantor.  
System institutions are not included in the express listing of eligible 
guarantors.  Moreover, individual System institutions do not meet the 
eligible guarantor criteria because of the positive correlation of the 
creditworthiness of a System institution with the credit risk of the 
System exposures for which it would provide guarantees.  Accordingly, a 
System institution that received a guarantee from another System 
institution would not be able to recognize the guarantee for credit 
risk mitigation purposes.   
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Under this proposed rule, a System institution would be 

permitted to recognize the credit risk mitigation benefits 

of an eligible credit derivative that hedges an exposure 

that is different from the credit derivative's reference 

exposure used for determining the derivative's cash 

settlement value, deliverable obligation, or occurrence of a 

credit event if: 

(1) The reference exposure ranks pari passu with or is 

subordinated to the hedged exposure;  

(2) The reference exposure and the hedged exposure are 

to the same legal entity; and  

(3) Legally enforceable cross-default or cross- 

acceleration clauses are in place to assure payments under 

the credit derivative are triggered when the issuer fails to 

pay under the terms of the hedged exposure. 

When a System institution has a group of hedged 

exposures with different residual maturities that are 

covered by a single eligible guarantee or eligible credit 

derivative, the System institution would treat each hedged 

exposure as if it were fully covered by a separate eligible 

guarantee or eligible credit derivative. 

b. Substitution Approach 

Under the proposed substitution approach, if the 

protection amount (as defined below) of an eligible 
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guarantee or eligible credit derivative is greater than or 

equal to the exposure amount of the hedged exposure, a 

System institution would substitute the risk weight 

applicable to the guarantor or credit derivative protection 

provider for the risk weight assigned to the hedged 

exposure. 

If the protection amount of the eligible guarantee or 

eligible credit derivative is less than the exposure amount 

of the hedged exposure, a System institution would treat the 

hedged exposure as two separate exposures (protected and 

unprotected) to recognize the credit risk mitigation benefit 

of the guarantee or credit derivative.  In such cases, a 

System institution would calculate the risk-weighted asset 

amount for the protected exposure under § 628.36 of the 

proposed rule (using a risk weight applicable to the 

guarantor or credit derivative protection provider and an 

exposure amount equal to the protection amount of the 

guarantee or credit derivative).  The System institution 

would calculate its risk-weighted asset amount for the 

unprotected exposure under § 628.32 of the proposed rule 

(using the risk weight assigned to the exposure and an 

exposure amount equal to the exposure amount of the original 

hedged exposure minus the protection amount of the guarantee 

or credit derivative). 
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The protection amount of an eligible guarantee or 

eligible credit derivative would mean the effective notional 

amount of the guarantee or credit derivative reduced to 

reflect any maturity mismatch, lack of restructuring 

coverage, or currency mismatch as described below.  The 

effective notional amount for an eligible guarantee or 

eligible credit derivative would be the lesser of the 

contractual notional amount of the credit risk mitigant or 

the exposure amount of the hedged exposure, multiplied by 

the percentage coverage of the credit risk mitigant.  For 

example, the effective notional amount of a guarantee that 

covers, on a pro rata basis, 40 percent of any losses on a 

$100 bond would be $40. 

c. Maturity Mismatch Haircut 

Under the proposed requirements, a System institution 

that recognizes an eligible guarantee or eligible credit 

derivative would have to adjust the effective notional amount 

of the credit risk mitigant to reflect any maturity mismatch 

between the hedged exposure and the credit risk mitigant.  

A maturity mismatch occurs when the residual maturity of a 

credit risk mitigant is less than that of the hedged 

exposure(s).97 

                                                           
97 As noted above, when a System institution has a group of hedged 
exposures with different residual maturities that are covered by a 
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The residual maturity of a hedged exposure would be the 

longest possible remaining time before the obligated party 

of the hedged exposure is scheduled to fulfill its 

obligation on the hedged exposure.  A System institution 

would be required to take into account any embedded options 

that may reduce the term of the credit risk mitigant so that 

the shortest possible residual maturity for the credit risk 

mitigant would be used to determine the potential maturity 

mismatch.  If a call is at the discretion of the protection 

provider, the residual maturity of the credit risk mitigant 

would be at the first call date.  If the call is at the 

discretion of the System institution purchasing the 

protection, but the terms of the arrangement at origination 

of the credit risk mitigant contain a positive incentive for 

the institution to call the transaction before contractual 

maturity, the remaining time to the first call date would be 

the residual maturity of the credit risk mitigant.  Under 

this proposed rule, a System institution would be permitted 

to recognize a credit risk mitigant with a maturity mismatch 

                                                                                                                                                                             
single eligible guarantee or eligible credit derivative, a System 
institution would treat each hedged exposure as if it were fully covered 
by a separate eligible guarantee or eligible credit derivative.  To 
determine whether any of the hedged exposures has a maturity mismatch 
with the eligible guarantee or credit derivative, the System institution 
would assess whether the residual maturity of the eligible guarantee or 
eligible credit derivative is less than that of any of the hedged 
exposures. 
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only if its original maturity is greater than or equal to 1 

year and the residual maturity is greater than 3 months. 

Assuming that the credit risk mitigant may be 

recognized, a System institution would be required to apply 

the following adjustment to reduce the effective notional 

amount of the credit risk mitigant to recognize the maturity 

mismatch: Pm = E × [(t -0.25) (T -0.25)⁄ ], where: 

(1)  Pm = effective notional amount of the credit risk 

mitigant, adjusted for maturity mismatch; 

(2)  E = effective notional amount of the credit risk 

mitigant; 

(3)  t = the lesser of T or residual maturity of the 

credit risk mitigant, expressed in years; and 

(4)  T = the lesser of 5 or the residual maturity of 

the hedged exposure, expressed in years. 

d. Adjustment for Credit Derivatives Without Restructuring 

as a Credit Event 

Under the proposal, a System institution that seeks to 

recognize an eligible credit derivative that does not 

include a restructuring of the hedged exposure as a credit 

event under the derivative would have to reduce the 

effective notional amount of the credit derivative 

recognized for credit risk mitigation purposes by 40 

percent.  For purposes of the proposed credit risk 
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mitigation framework, a restructuring would involve 

forgiveness or postponement of principal, interest, or fees 

that result in a credit loss event (that is, a charge-off, 

specific provision, or other similar debit to the profit and 

loss account).  In these instances, the System institution 

would be required to apply the following adjustment to 

reduce the effective notional amount of the credit 

derivative: Pr =  PM ×0.60,  where: 

(1)  Pr = effective notional amount of the credit risk 

mitigant, adjusted for lack of a restructuring 

event (and maturity mismatch, if applicable); and 

(2)  Pm = effective notional amount of the credit risk 

mitigant (adjusted for maturity mismatch, if 

applicable). 

e. Currency Mismatch Adjustment 

 Under this proposal, if a System institution recognizes 

an eligible guarantee or eligible credit derivative that is 

denominated in a currency different from that in which the 

hedged exposure is denominated, the institution would apply 

the following formula to the effective notional amount of 

the guarantee or credit derivative: PC = Pr × (1 -  

Hfx),  where: 

(1)  Pc = effective notional amount of the credit risk 

mitigant, adjusted for currency mismatch (and 
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maturity mismatch and lack of restructuring event, 

if applicable); 

(2)  Pr = effective notional amount of the credit risk 

mitigant (adjusted for maturity mismatch and lack 

of restructuring event, if applicable); and 

(3)  Hfx = haircut appropriate for the currency 

mismatch between the credit risk mitigant and the 

hedged exposure.  

A System institution would be required to use a 

standard supervisory haircut of 8 percent for Hfx (based on 

a 10-business day holding period and daily marking-to-market 

and remargining).  The System institution is required to 

scale the haircut up using the square root of time formula 

if the institution revalues the guarantee or credit 

derivative less frequently than once every 10 business days. 

The applicable haircut HM is calculated using the following 

square root of time formula: 

HM=8%�
TM
10

  , where  

Tm equals the greater of 10 or the number of days 

between revaluation.  

f. Multiple Credit Risk Mitigants 

If multiple credit risk mitigants cover a single 

exposure, a System institution would be able to disaggregate 
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the exposure into portions covered by each credit risk 

mitigant (for example, the portion covered by each 

guarantee) and calculate separately a risk-based capital 

requirement for each portion.  In addition, when a single 

credit risk mitigant covers multiple exposures, a System 

institution would have to treat each hedged exposure as covered 

by a single risk mitigant and must calculate separate risk-

weighted asset amounts for each exposure using the substitution 

approach described in § 628.36(c) of the proposed rule. 

2. Collateralized Transactions 

a. Eligible Collateral 

We propose to recognize a range of financial collateral 

as credit risk mitigants that may reduce the risk-based 

capital requirements associated with a collateralized 

transaction, similar to the Basel capital framework and the 

rules of the Federal banking regulatory agencies. 

As proposed, financial collateral would mean collateral 

in the form of:  

(1) Cash on deposit at a depository institution, or 

Federal Reserve Bank (including cash held for the System 

institution by a third-party custodian or trustee);  

(2) Gold bullion;  
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(3) Short- and long-term debt securities that are not 

resecuritization exposures98 and that are investment grade; 

(4) Equity securities that are publicly traded;  

(5) Convertible bonds that are publicly traded; or 

(6) Money market fund shares and other mutual fund 

shares if a price for the shares is publicly quoted daily.99  

With the exception of cash on deposit at a depository 

institution, or Federal Reserve Bank, the System institution 

would also be required to have a perfected, first-priority 

security interest or, outside of the United States, the 

legal equivalent thereof, notwithstanding the prior security 

interest of any custodial agent.  A System institution would 

be permitted to recognize partial collateralization of an 

exposure. 

Under this proposed rule, a System institution would be 

able to recognize the risk-mitigating effects of financial 

collateral using the simple approach, described below, where:  

(1) The collateral is subject to a collateral agreement for 

at least the life of the exposure; (2) the collateral is 

                                                           
98 References to resecuritization exposures in this preamble, and the 
presence of risk weights related to resecuritization exposures in this 
proposed rule, do not grant any authorities to System institutions 
related to resecuritization exposures.  
99 This definition of financial collateral would exclude collateral such 
as real estate or chattel.  We note that publicly traded equity 
securities and convertible bonds are not eligible investments for 
System institutions, but they could be acquired as foreclosed 
collateral. 
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revalued at least every 6 months; and (3) the collateral 

(other than gold) and the exposure are denominated in the 

same currency.  For repo-style transactions, eligible 

margin loans, collateralized derivative contracts, and 

single-product netting sets of such transactions, a System 

institution could alternatively use the collateral haircut 

approach described below.  A System institution would be 

required to use the same approach for similar exposures or 

transactions. 

b. Risk Management Guidance for Recognizing Collateral 

Before a System institution recognized collateral for 

credit risk mitigation purposes, it would have to: 

(1) Conduct sufficient legal review to ensure, at the 

inception of the collateralized transaction and on an 

ongoing basis, that all documentation used in the 

transaction is binding on all parties and legally 

enforceable in all relevant jurisdictions; (2) consider the 

correlation between risk of the underlying direct exposure 

and collateral risk in the transaction; and (3) fully take 

into account the time and cost needed to realize the 

liquidation proceeds and the potential for a decline in 

collateral value over this time period. 

A System institution also would have to ensure that the 

legal mechanism under which the collateral is pledged or 
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transferred provides the institution the right to liquidate 

or take legal possession of the collateral in a timely 

manner in the event of the default, insolvency, or 

bankruptcy (or other defined credit event) of the 

counterparty and, where applicable, the custodian holding 

the collateral. 

In addition, a System institution would have to ensure 

that it has:  

(1) Taken all steps necessary to fulfill any legal 

requirements to secure its interest in the collateral so 

that it has and maintains an enforceable security interest;  

(2) Set up and implemented clear and robust procedures 

to comply with any legal conditions required for declaring 

the default of the borrower and prompt liquidation of the 

collateral in the event of default;  

(3) Established and implemented procedures and practices 

for conservatively estimating, on a regular ongoing basis, 

the fair value of the collateral, taking into account 

factors that could affect that value (for example, the 

liquidity of the market for the collateral and obsolescence 

or deterioration of the collateral); and  

(4) Established systems in place for promptly 

requesting and receiving additional collateral for 
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transactions whose terms require maintenance of collateral 

values at specified thresholds. 

c. Simple Approach 

Under the proposed simple approach, the collateralized 

portion of the exposure would receive the risk weight 

applicable to the collateral.  The collateral would be 

required to meet the definition of financial collateral.  

For repurchase agreements, reverse repurchase agreements, 

and securities lending and borrowing transactions, the 

collateral would be the instruments, gold, and cash that a 

System institution has borrowed, purchased subject to 

resale, or taken as collateral from the counterparty under 

the transaction.  As noted above, in all cases:  

(1) The collateral would have to be subject to a 

collateral agreement for at least the life of the exposure;  

(2) The System institution would be required to revalue 

the collateral at least every 6 months; and  

(3) The collateral (other than gold) and the exposure 

would be required to be denominated in the same currency. 

Generally, the risk weight assigned to the 

collateralized portion of the exposure would be no less than 

20 percent.  However, OTC derivative contracts that are 

marked-to-fair value on a daily basis and subject to a daily 

margin maintenance agreement could receive: 



 

164 
 

(1) A 0-percent risk weight to the extent that they are 

collateralized by cash on deposit; or  

(2) A 10-percent risk weight to the extent that the 

contracts are collateralized by an exposure to a sovereign 

that qualifies for a 0-percent risk weight under § 628.32 of 

the proposal.   

In addition, a System institution may assign a 0-

percent risk weight to the collateralized portion of an 

exposure where:   

(i) The financial collateral is cash on deposit; or  

(ii) The financial collateral is an exposure to a 

sovereign that qualifies for a 0-percent risk weight under 

§ 628.32 of the proposal and the System institution has 

discounted the fair value of the collateral by 20 percent. 

d. Collateral Haircut Approach 

The proposed rule would permit a System institution to 

use a collateral haircut approach to recognize the credit 

risk mitigation benefits of financial collateral that 

secures an eligible margin loan, a repo-style transaction, 

collateralized derivative contract, or single-product 

netting set of such transactions. 

To apply the collateral haircut approach, a System 

institution would determine the exposure amount and the 

relevant risk weight for the counterparty or guarantor. 
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The exposure amount for an eligible margin loan, repo-

style transaction, collateralized derivative contract, or a 

netting set of such transactions is equal to the greater of 

0 or the sum of the following three quantities:  

(1) The value of the exposure less the value of the 

collateral.  For eligible margin loans, repo-style 

transactions and netting sets thereof, the value of the 

exposure is the sum of the current fair values of all 

instruments, gold, and cash the System institution has lent, 

sold subject to repurchase, or posted as collateral to the 

counterparty under the transaction or netting set.  For 

collateralized OTC derivative contracts and netting sets 

thereof, the value of the exposure is the exposure amount 

that is calculated under § 628.34 of the proposal.  The 

value of the collateral would equal the sum of the current 

fair values of all instruments, gold and cash the System 

institution has borrowed, purchased subject to resale, or 

taken as collateral from the counterparty under the 

transaction or netting set; 

(2) The absolute value of the net position in a given 

instrument or in gold (where the net position in a given 

instrument or in gold equals the sum of the current fair 

values of the instrument or gold the System institution has 

lent, sold subject to repurchase, or posted as collateral to 
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the counterparty minus the sum of the current fair values of 

that same instrument or gold that the System institution has 

borrowed, purchased subject to resale, or taken as 

collateral from the counterparty) multiplied by the market 

price volatility haircut appropriate to the instrument or 

gold; and 

(3) The absolute values of the net position of 

instruments and cash in a currency that is different from 

the settlement currency (where the net position in a given 

currency equals the sum of the current fair values of any 

instruments or cash in the currency the System institution 

has lent, sold subject to repurchase, or posted as 

collateral to the counterparty minus the sum of the current 

fair values of any instruments or cash in the currency the 

System institution has borrowed, purchased subject to 

resale, or taken as collateral from the counterparty) 

multiplied by the haircut appropriate to the currency 

mismatch. 

For purposes of the collateral haircut approach, a 

given instrument would include, for example, all securities 

with the same Committee on Uniform Securities Identification 

Procedures (CUSIP) number and would not include securities 

with different CUSIP numbers, even if issued by the same 

issuer with the same maturity date. 
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e. Standard Supervisory Haircuts 

Under this proposed rule, a System institution would 

apply a haircut for price market volatility and foreign 

exchange rates, determined using standard supervisory 

market price volatility haircuts and a standard haircut for 

exchange rates. 

The standard supervisory market price volatility 

haircuts would set a specified market price volatility 

haircut for various categories of financial collateral.  

These standard haircuts are based on the 10-business-day 

holding period for eligible margin loans and derivative 

contracts.  For repo-style transactions, a System 

institution would multiply the standard supervisory 

haircuts by the square root of ½ to scale them for a 

holding period of 5 business days.  

The FCA proposes standard supervisory market price 

volatility haircuts in accordance with Table 8 below.  

These haircuts reflect the collateral's credit quality and 

an appropriate differentiation based on the collateral's 

residual maturity. 

A System institution would be required to use an 8-

percent haircut for each currency mismatch for transactions 

subject to a 10-day holding period, as adjusted for 

different required holding periods.   
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Table 8 – Standard Supervisory Market Price Volatility Haircuts
1 

 

Residual 
maturity 

Haircut (in percent) assigned based on: Investment-grade 
securitization 
exposures (in 

percent) 

Sovereign issuers 
risk weight under  

§ 628.322 

Non-sovereign 
issuers risk 
weight under 

§ 628.32 

Zero 20 
or 
50 

100 20 50 100 

Less than or 
equal to 1 

year 

0.5 1.0 15.0 1.0 2.0 4.0 4.0 

Greater than 
1 year and 

less than or 
equal to 5 

years 

2.0 3.0 15.0 4.0 6.0 8.0 12.0 

Greater than 
5 years 

4.0 6.0 15.0 8.0 12.0 16.0 24.0 

Main index equities (including 
convertible bonds) and gold 

15.0 

Other publicly traded equities 
(including convertible bonds) 

25.0 

Mutual funds Highest haircut applicable to any 
security in which the fund can 

invest. 

Cash collateral held 0 

Other exposure types 25.0 

1 The market price volatility haircuts in Table 8 are based on 
a 10-business-day holding period. 
2 Includes a foreign PSE that receives a 0-percent risk weight. 
 
The proposed rule would require that a System 

institution increase the standard supervisory haircut for 

transactions involving large netting sets.  During the 

financial crisis, many financial institutions experienced 
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significant delays in settling or closing out collateralized 

transactions, such as repo-style transactions and 

collateralized OTC derivatives.  Accordingly, for netting 

sets where:  

(1) The number of trades exceeds 5,000 at any time 

during the quarter;100  

(2) One or more trades involves illiquid collateral 

posted by the counterparty; or  

(3) The netting set includes any OTC derivatives that 

cannot be easily replaced, this proposed rule would require 

a System institution to assume a holding period of 20 

business days for the collateral under the collateral 

haircut approach.  The formula and methodology for 

increasing the haircut to reflect this longer holding 

period is described in § 628.37(c) of the proposed rule.  A 

System institution is not required to adjust the holding 

period upward for cleared transactions.  When determining 

whether collateral is illiquid or an OTC derivative cannot 

be easily replaced for these purposes, a System institution 

should assess whether, during a period of stressed market 

conditions, it could obtain multiple price quotes within 2 

days or less for the collateral or OTC derivative that would 
                                                           
100 The 5,000-trade threshold applies to a netting set, which by 
definition means a group of transactions with a single counterparty 
that are subject to a qualifying master netting agreement. 
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not move the market or represent a market discount (in the 

case of collateral) or a premium (in the case of an OTC 

derivative.) 

In addition, the proposed rule would require a System 

institution to increase the holding period for a netting 

set if over the two previous quarters more than two margin 

disputes on a netting set have occurred that lasted longer 

than the holding period. 

Margin disputes may occur when the System institution 

and its counterparty do not agree on the value of collateral 

or on the eligibility of the collateral provided.  Margin 

disputes also can occur when the System institution and its 

counterparty disagree on the amount of margin that is 

required, which could result from differences in the 

valuation of a transaction, or from errors in the 

calculation of the net exposure of a portfolio, for 

instance, if a transaction is incorrectly included or 

excluded from the portfolio.  

The determination as to whether a dispute constitutes 

a margin dispute for purposes of this rule would depend on 

whether resolution of the dispute occurs within the time 

period required under an agreement.  Where a dispute is 

subject to a recognized industry dispute resolution 

protocol, the dispute period would be considered to begin 
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after a third-party dispute resolution mechanism has 

failed. 

A System institution would not be required to adjust 

the holding period upward for cleared transactions. 

f. Own Estimates of Haircuts 

Unlike the Federal banking regulatory agencies, the 

FCA does not propose to permit System institutions to 

calculate market price volatility and foreign exchange 

volatility using their own internal estimates.  We believe, 

due to the complexity of developing and using these 

estimates, that no System institution is likely to use its 

own estimates of haircuts.  We seek comment on whether we 

should adopt a regulation that would permit the use of an 

institution's own estimates.  We note that even if we do 

not adopt such a provision, we would be able to permit a 

System institution to use its own estimates in the future 

on a case-by-case basis, using standards similar to those 

contained in the final rule of the Federal banking 

regulatory agencies.101 

                                                           
101 The final rules of the Federal banking regulatory agencies permit a 
banking organization to use such haircuts only after satisfying 
specified minimum standards and receiving prior approval from its 
primary Federal supervisor. 
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G. Unsettled Transactions 

The FCA proposes to provide for a separate risk-based 

capital requirement for transactions involving securities, 

foreign exchange instruments, and commodities that have a 

risk of delayed settlement or delivery.  The proposed 

capital requirement would not, however, apply to certain 

types of transactions, including:  

(1) Cleared transactions that are marked-to-market 

daily and subject to daily receipt and payment of variation 

margin;  

(2) Repo-style transactions, including unsettled repo-

style transactions;  

(3) One-way cash payments on OTC derivative contracts; 

or  

(4) Transactions with a contractual settlement period 

that is longer than the normal settlement period (which the 

proposal defines as the lesser of the market standard for 

the particular instrument or 5 business days).102   

Under the proposal, in the case of a system-wide 

failure of a settlement, clearing system, or central 

counterparty, the FCA may waive risk-based capital 

                                                           
102 Such transactions would be treated as derivative contracts as 
provided in § 628.34 or § 628.35 of the proposal. 
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requirements for unsettled and failed transactions until the 

situation is rectified. 

This rule proposes separate treatments for delivery-

versus-payment (DvP) and payment-versus-payment (PvP) 

transactions with a normal settlement period, and non-

DvP/non-PvP transactions with a normal settlement period.  

A DvP transaction would refer to a securities or commodities 

transaction in which the buyer is obligated to make payment 

only if the seller has made delivery of the securities or 

commodities and the seller is obligated to deliver the 

securities or commodities only if the buyer has made 

payment.  A PvP transaction would mean a foreign exchange 

transaction in which each counterparty is obligated to make 

a final transfer of one or more currencies only if the other 

counterparty has made a final transfer of one or more 

currencies.   

A System institution would be required to hold risk-

based capital against a DvP or PvP transaction with a normal 

settlement period if the institution's counterparty has not 

made delivery or payment within 5 business days after the 

settlement date.  The System institution would determine its 

risk-weighted asset amount for such a transaction by 

multiplying the positive current exposure of the transaction 

for the institution by the appropriate risk weight in 
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Table 9.  The positive current exposure from an unsettled 

transaction of a System institution would be the difference 

between the transaction value at the agreed settlement price 

and the current market price of the transaction, if the 

difference results in a credit exposure of the institution 

to the counterparty. 

Table 9 – Proposed Risk Weights for Unsettled DvP and PvP 

Transactions 

Number of 
business days 

after 
contractual 

settlement date 

Risk weight to 
be applied to 

positive current 
exposure 

(in percent) 
From 5 to 15 100.0 

From 16 to 30 625.0 

From 31 to 45 937.5 

46 or more     1,250.0 

 

A System institution would hold risk-based capital 

against any non-DvP/non-PvP transaction with a normal 

settlement period if the institution delivered cash, 

securities, commodities, or currencies to its counterparty 

but has not received its corresponding deliverables by the 

end of the same business day.  The System institution would 

continue to hold risk-based capital against the transaction 

until it has received the corresponding deliverables.  From 

the business day after the System institution has made its 

delivery until 5 business days after the counterparty 
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delivery is due, the institution would calculate the risk-

weighted asset amount for the transaction by risk weighting 

the current fair value of the deliverables owed to the 

institution, using the risk weight appropriate for an 

exposure to the counterparty in accordance with § 628.32.  

If a System institution has not received its deliverables by 

the 5th business day after the counterparty delivery due 

date, the institution would assign a 1,250-percent risk 

weight to the current fair value of the deliverables owed. 

H. Risk-Weighted Assets for Securitization Exposures 

Under the FCA's existing risk-based capital rules, a 

System institution may use external ratings issued by NRSROs 

to assign risk weights to certain recourse obligations, 

residual interests, direct credit substitutes, and asset-

backed securities (ABS) and MBS.  We propose to 

significantly revise the risk-based capital framework for 

securitization exposures.  These proposed revisions include 

removing references to and reliance on credit ratings to 

determine risk weights for these exposures and using 

alternative standards of creditworthiness, as required by 

section 939A of the Dodd-Frank Act.  In addition, we 

propose to update the terminology for the securitization 

framework, include a definition of a securitization exposure 

that encompasses a wider range of exposures with similar 
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risk characteristics, and implement new due diligence 

requirements for securitization exposures.  

1. Overview of the Securitization Framework and Definitions 

The proposed securitization framework is designed to 

address the credit risk of exposures that involve the 

tranching of the credit risk of one or more underlying 

financial exposures.103  The proposed rule would define a 

securitization exposure as an on- or off-balance sheet 

credit exposure (including credit-enhancing representations 

and warranties) that arises from a traditional or synthetic 

securitization (including a resecuritization), or an 

exposure that directly or indirectly references a 

securitization exposure.   

A traditional securitization would be defined, in part, 

as a transaction in which credit risk of one or more 

underlying exposures has been transferred to one or more 

third parties (other than through the use of credit 

derivatives or guarantees), where the credit risk 

associated with the underlying exposures has been separated 

into at least two tranches reflecting different levels of 

                                                           
103 Only those MBS that involve tranching of credit risk would be 
securitization exposures.  As discussed below, mortgage-backed pass-
through securities (for example, those guaranteed by Freddie Mac or 
Fannie Mae) that feature various maturities but do not involve 
tranching of credit risk would not meet the proposed definition of a 
securitization exposure.  These securities are risk weighted in 
accordance with the general risk-weighting provisions.   



 

177 
 

seniority.  The proposed definition includes certain other 

conditions, such as requiring all or substantially all of 

the underlying exposures to be financial exposures.    

Both the designation of exposures as securitization 

exposures (or resecuritization exposures, as described 

below) and the calculation of risk-based capital 

requirements for securitization exposures under the proposed 

rule are guided by the economic substance of a transaction 

rather than its legal form.  Provided there is tranching of 

credit risk, securitization exposures could include, among 

other things, ABS and MBS, loans, lines of credit, 

liquidity facilities, financial standby letters of credit, 

credit derivatives and guarantees, loan servicing assets, 

servicer cash advance facilities, reserve accounts, credit-

enhancing representations and warranties, and credit-

enhancing interest-only strips (CEIOs).  Securitization 

exposures would also include assets sold with retained 

tranches. 

Requiring all or substantially all of the underlying 

exposures of a securitization to be financial exposures 

creates an important boundary between the general credit 

risk framework and the securitization framework.  Examples 

of financial exposures include loans, commitments, credit 

derivatives, guarantees, receivables, asset-backed 
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securities, MBS, other debt securities, or equity 

securities.  Based on their cash flow characteristics, for 

purposes of this proposal, asset classes such as lease 

residuals and royalty income would also be considered 

financial assets. 

The securitization framework is designed to address the 

tranching of the credit risk of financial exposures and is 

not designed, for example, to apply to tranched credit 

exposures to commercial or industrial companies or 

nonfinancial assets or to amounts deducted from capital in 

§ 628.22 of the proposal.  In other words, a loan backed by 

nonfinancial assets (such as facilities, objects, or 

commodities that are being financed), even if the credit 

exposure is tranched, would not be a securitization 

exposure. 

Under the proposal, an operating entity would not fall 

under the definition of a traditional securitization (even 

if substantially all of its assets are financial exposures).  

For purposes of the proposed definition of a traditional 

securitization, operating entities generally would refer to 

companies that are established to conduct business with 

clients with the intention of earning a profit in their own 

right and that generally produce goods or provide services 

beyond the business of investing, reinvesting, holding, or 
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trading in financial assets.104  Under the proposal, a System 

institution's equity investment in an operating entity 

generally would be an equity exposure.105  However, 

investment firms that generally do not produce goods or 

provide services beyond the business of investing, 

reinvesting, holding, or trading in financial assets, would 

not be operating entities for purposes of this proposal and 

would not qualify for this general exclusion from the 

definition of traditional securitization. 

Paragraph (10) of the proposed definition of 

traditional securitization (in § 628.2) would specifically 

exclude exposures to investment funds (as defined in the 

proposed rule), collective investment funds, and pension plans 

(both terms as defined in relevant regulations set forth in the 

proposed definition); and exposures that are registered with 

the SEC under the Investment Company Act of 1940 or foreign 

equivalents.  These specific exemptions serve to narrow the 

potential scope of the securitization framework.  These 

entities and transactions are exempted because they are 

regulated and subject to strict leverage requirements.  The 

                                                           
104 Under this definition, all System banks, associations, and service 
corporations, and all UBEs, are operating entities and are not 
traditional securitizations.   
105 A System institution's equity investment in an operating entity that 
is another System institution (a System bank, association, or service 
corporation), however, would be deducted from capital pursuant to 
§ 628.22 rather than being risk weighted as an equity exposure. 
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capital requirements for an extension of credit to, or an 

equity holding in, these entities and transactions are more 

appropriately calculated under the rules for corporate and 

equity exposures.  

To address the treatment of investment firms that are 

not specifically excluded from the securitization 

framework, the proposed rule provides discretion to the FCA 

to exclude from the definition of a traditional 

securitization those transactions in which the underlying 

exposures are owned by an investment firm that exercises 

substantially unfettered control over the size and 

composition of its assets, liabilities, and off-balance 

sheet exposures.   

In determining whether to exclude an investment firm 

from the securitization framework, the FCA would consider a 

number of factors, including the assessment of the 

transaction's leverage, risk profile, and economic 

substance.  This supervisory exclusion would give the FCA 

discretion to distinguish structured finance transactions, 

to which the securitization framework was designed to apply, 

from those of flexible investment firms such as certain 

hedge funds and private equity funds.  

Only investment firms that can easily change the size 

and composition of their capital structure, as well as the 
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size and composition of their assets and off-balance sheet 

exposures, would be eligible for the exclusion from the 

definition of traditional securitization under this 

provision.  The FCA does not consider managed collateralized 

debt obligation vehicles, structured investment vehicles, 

and similar structures, which allow considerable management 

discretion regarding asset composition but are subject to 

substantial restrictions regarding capital structure, to 

have substantially unfettered control.  Thus, such 

transactions would meet the definition of traditional 

securitization. 

The line between securitization exposures and non-

securitization exposures may be difficult to draw in some 

circumstances.  In addition to the supervisory exclusion 

from the definition of traditional securitization described 

above, the FCA may expand the scope of the securitization 

framework to include other transactions if doing so is 

justified by the economics of the transaction.  Similar to 

the analysis for excluding an investment firm from treatment 

as a traditional securitization, the FCA would consider the 

economic substance, leverage, and risk profile of 

transactions to ensure the appropriate risk-based capital 

treatment.  The FCA would consider a number of factors when 

assessing the economic substance of a transaction including, 
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for example, the amount of equity in the structure, overall 

leverage (whether on- or off-balance sheet), whether 

redemption rights attach to the equity investor, and the 

ability of the junior tranches to absorb losses without 

interrupting contractual payments to more senior tranches. 

Under the proposal, a synthetic securitization would 

mean a transaction in which:  

(1) All or a portion of the credit risk of one or more 

underlying exposures is retained or transferred to one or 

more third parties through the use of one or more credit 

derivatives or guarantees (other than a guarantee that 

transfers only the credit risk of an individual retail 

exposure);  

(2) The credit risk associated with the underlying 

exposures has been separated into at least two tranches 

reflecting different levels of seniority;  

(3) Performance of the securitization exposures depends 

upon the performance of the underlying exposures; and  

(4) All or substantially all of the underlying 

exposures are financial exposures (such as loans, 

commitments, credit derivatives, guarantees, receivables, 

asset-backed securities, MBS, other debt securities, or 

equity securities). 



 

183 
 

Mortgage-backed pass-through securities (for example, 

those guaranteed by Freddie Mac or Fannie Mae) that feature 

various maturities but do not involve tranching of credit 

risk would not meet the proposed definition of a 

securitization exposure.  Only those MBS that involve 

tranching of credit risk would be securitization exposures. 

This proposed rule would define a resecuritization 

exposure as an on- or off-balance sheet exposure to a 

resecuritization; or an exposure that directly or indirectly 

references a resecuritization exposure.  A resecuritization 

would mean a securitization which has more than one 

underlying exposure and in which one or more of the 

underlying exposures is a securitization exposure.  A 

resecuritization would not include exposures comprised of a 

single asset that has been retranched, such as a 

resecuritization of a real estate mortgage investment 

conduit (Re-REMIC).  A resecuritization also would not 

include pass-through securities that have been pooled 

together and effectively reissued as tranched securities, 

because the pass-through securities do not tranche credit 

protection and would therefore not be considered 

securitization exposures. 

In their rules, the Federal banking regulatory 

agencies excluded certain exposures to asset-backed 
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commercial paper (ABCP) programs from the definition of 

resecuritization exposure.  Their rules defined an ABCP 

program as a program established primarily for the purpose 

of issuing commercial paper that is investment grade and 

backed by underlying exposures held in a bankruptcy-remote 

special purpose entity.  The System has access to the 

capital markets through the Funding Corporation; we believe 

it unlikely that a System institution would establish an 

ABCP program, because if the Funding Corporation's ability 

to issue debt ever was impeded, we believe the ability of 

an ABCP program to issue commercial paper would face the 

same difficulties.  Accordingly, in the interest of 

simplifying our regulations where possible, we propose to 

make no reference to 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.   

2. Operational Requirements 

a. Due Diligence Requirements 

The FCA, like the Federal banking regulatory agencies, 

notes that during the recent financial crisis, many banking 

organizations relied exclusively on NRSRO ratings and did 

not perform their own credit analysis of the securitization 
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exposures.106  As the Federal banking regulatory agencies 

have required in their rules, we propose that System 

institutions satisfy specific due diligence requirements for 

securitization exposures.  Specifically, a System 

institution would be required to demonstrate, to the FCA's 

satisfaction, a comprehensive understanding of the features 

of a securitization exposure that would materially affect 

the exposure's performance.  The System institution's 

analysis would be required to be commensurate with the 

complexity of the exposure and the materiality of the 

exposure in relation to capital of the institution.  On an 

on-going basis (no less frequently than quarterly), the 

System institution would be required to evaluate, review, 

and update as appropriate the analysis required under 

§ 628.41(c)(1) of the proposed rule for each securitization 

exposure.  The pre- and periodic post-acquisition analysis 

of the exposure's risk characteristics would have to 

consider: 

(1) Structural features of the securitization that 

would materially affect the performance of the exposure, for 

example, the contractual cash flow waterfall, waterfall-

related triggers, credit enhancements, liquidity 

                                                           
106 78 FR 62017, 62114, Oct. 11, 2013. 
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enhancements, fair value triggers, the performance of 

organizations that service the position, and deal-specific 

definitions of default; 

(2) Relevant information regarding the performance of 

the underlying credit exposure(s), for example, the 

percentage of loans 30, 60, and 90 days past due; default 

rates; prepayment rates; loans in foreclosure; property 

types; occupancy; average credit score or other measures of 

creditworthiness; average LTV ratio; and industry and 

geographic diversification data on the underlying 

exposure(s); 

(3) Relevant market data on the securitization, for 

example, bid-ask spread, most recent sales price and 

historical price volatility, trading volume, implied market 

rating, and size, depth and concentration level of the 

market for the securitization; and 

(4) For resecuritization exposures, performance 

information on the underlying securitization exposures, for 

example, the issuer name and credit quality, and the 

characteristics and performance of the exposures underlying 

the securitization exposures.   

If the System institution is not able to meet these due 

diligence requirements and demonstrate a comprehensive 

understanding of a securitization exposure to the FCA's 
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satisfaction, the institution would be required to assign a 

risk weight of 1,250 percent to the exposure. 

b. Operational Requirements for Traditional Securitizations 

In a traditional securitization, an originating banking 

organization typically transfers a portion of the credit risk 

of underlying exposures (such as loans) to third parties by 

selling those exposures to a third party (which could 

include, but is not limited to, a securitization special 

purpose entity).107  The proposed rule would define 

"originating System institution," with respect to a 

securitization, as a System institution that directly or 

indirectly originated the underlying exposures included in 

a securitization.108   

Under the proposed rule, a System institution that 

transfers exposures it has originated or purchased to a 

third party in connection with a traditional securitization 

can exclude the underlying exposures from the calculation 

                                                           
107 The proposal would define a securitization SPE as a corporation, 
trust, or other entity organized for the specific purpose of holding 
underlying exposures of a securitization, the activities of which are 
limited to those appropriate to accomplish this purpose, and the 
structure of which is intended to isolate the underlying exposures held 
by the entity from the credit risk of the seller of the underlying 
exposures to the entity. 
108 Note that in the definition of originating System institution, 
"originating" refers to originating the underlying exposures (such as 
loans) that are included in a securitization, not to originating the 
securitization.  We remind System institutions that nothing in these 
capital rules authorizes them to engage in activities that are not 
otherwise authorized. 
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of risk-weighted assets only if each of the following 

conditions are met:  (1) The exposures are not reported on 

the System institution's consolidated balance sheet under 

GAAP; (2) the System institution has transferred to one or 

more third parties credit risk associated with the 

underlying exposures; and (3) any clean-up calls relating 

to the securitization are eligible clean-up calls (as 

discussed below).   

An originating System institution that meets these 

conditions must hold risk-based capital against any credit 

risk it retains or acquires in connection with the 

securitization.  An originating System institution that 

fails to meet these conditions is required to hold risk-

based capital against the transferred exposures as if they 

had not been securitized and must deduct from CET1 capital 

any after-tax gain-on-sale resulting from the transaction. 

In addition, if a securitization: (1) Includes one or 

more underlying exposures in which the borrower is 

permitted to vary the drawn amount within an agreed limit 

under a line of credit; and (2) contains an early 

amortization provision, the originating System institution 

is required to hold risk-based capital against the 

transferred exposures as if they had not been securitized 

and deduct from CET1 capital any after-tax gain-on-sale 
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resulting from the transaction.109  We believe that this 

treatment is appropriate given the lack of risk 

transference in securitizations of revolving underlying 

exposures with early amortization provisions. 

c. Operational Requirements for Synthetic Securitizations 

System institutions are authorized to use synthetic 

securitizations as risk management tools to reduce their 

overall credit risk exposure relating to certain referenced 

loan pools.  The use of synthetic securitizations enables 

System institutions to increase their risk-based capital 

ratios without moving assets off their balance sheets.   

For synthetic securitizations, an originating System 

institution would recognize for risk-based capital purposes 

the use of a credit risk mitigant to hedge underlying 
                                                           
109 Many securitizations of revolving credit facilities contain 
provisions that require the securitization to be wound down and 
investors to be repaid if the excess spread falls below a certain 
threshold.  This decrease in excess spread may, in some cases, be 
caused by deterioration in the credit quality of the underlying 
exposures.  An early amortization event could increase a System 
institution's capital needs if new draws on the revolving credit 
facilities need to be financed by the System institution using on-
balance sheet sources of funding.  The payment allocations used to 
distribute principal and finance charge collections during the 
amortization phase of these transactions also could expose a System 
institution to a greater risk of loss than in other securitization 
transactions.  The proposed rule would define an early amortization 
provision as a provision in a securitization's governing documentation 
that, when triggered, causes investors in the securitization exposures 
to be repaid before the original stated maturity of the securitization 
exposure, unless the provision: (1) Is solely triggered by events not 
related to the performance of the underlying exposures or the 
originating System institution (such as material changes in tax laws or 
regulations); or (2) leaves investors fully exposed to future draws by 
borrowers on the underlying exposures even after the provision is 
triggered.  
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exposures only if each of the conditions in the proposed 

definition of "synthetic securitization" is satisfied.   

Failure to meet these operational requirements for a 

synthetic securitization would prevent a System institution 

that has purchased tranched credit protection referencing one or 

more of its exposures from using the proposed securitization 

framework with respect to the reference exposures and would 

require the institution to hold risk-based capital against 

the underlying exposures as if they had not been 

synthetically securitized.  

A System institution that holds a synthetic 

securitization as a result of purchasing credit protection 

may use the securitization framework to determine the risk-

based capital for its exposure.  Alternatively, it may 

instead choose to disregard the credit protection and use 

the general risk weights under § 628.32.   

A System institution that provides tranched credit 

protection in the form of a synthetic securitization or 

credit protection to a synthetic securitization must use 

the securitization framework to compute risk-based capital 

requirements for its exposures to the synthetic 

securitization even if the originating System institution 

fails to meet one or more of the operational requirements 

for a synthetic securitization. 
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d. Clean-Up Calls 

To satisfy the operational requirements for 

securitizations and enable an originating System institution 

to exclude the underlying exposures from the calculation of 

its risk-based capital requirements, any clean-up call 

associated with a securitization would need to be an 

eligible clean-up call.  The proposal would define a clean-

up call as a contractual provision that permits an 

originating System institution or servicer to call 

securitization exposures before their stated maturity or 

call date.  In the case of a traditional securitization, a 

clean-up call generally is accomplished by repurchasing the 

remaining securitization exposures once the amount of 

underlying exposures or outstanding securitization exposures 

falls below a specified level.  In the case of a synthetic 

securitization, the clean-up call may take the form of a 

clause that extinguishes the credit protection once the 

amount of underlying exposures has fallen below a specified 

level. 

Under the proposal, an eligible clean-up call would be 

a clean-up call that:  

(1) Is exercisable solely at the discretion of the 

originating System institution or servicer;  
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(2) Is not structured to avoid allocating losses to 

securitization exposures held by investors or otherwise 

structured to provide credit enhancement to the 

securitization (for example, to purchase non-performing 

underlying exposures); and  

(3) For a traditional securitization, is only 

exercisable when 10 percent or less of the principal amount 

of the underlying exposures or securitization exposures 

(determined as of the inception of the securitization) is 

outstanding; or, for a synthetic securitization, is only 

exercisable when 10 percent or less of the principal amount 

of the reference portfolio of underlying exposures 

(determined as of the inception of the securitization) is 

outstanding.   

Where a securitization SPE is structured as a master 

trust, a clean-up call with respect to a particular series 

or tranche issued by the master trust would meet criterion 

(3) of the definition of "eligible clean-up call" as long as 

the outstanding principal amount in that series was 10 

percent or less of its original amount at the inception of 

the series. 

3.  Risk-Weighted Asset Amounts for Securitization Exposures 

Under the proposed securitization framework, a System 

institution generally would calculate a risk-weighted asset 
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amount for a securitization exposure by applying either: 

(1)  The simplified supervisory formula approach (SSFA), 

described elsewhere in this preamble; or (2) a gross-up 

approach.  A System institution would be required to apply 

either the gross-up approach or the SSFA consistently across 

all of its securitization exposures.  However, a System 

institution could choose to apply a 1,250-percent risk 

weight to any securitization exposure.  While the FCA does 

not propose to restrict the ability of System institutions 

to switch from the SSFA to the gross-up approach, we do not 

anticipate there should be a need for frequent changes in 

methodology by an institution absent significant change in 

the nature of its securitization activities, and we would 

expect institutions would be able to provide the FCA's 

Office of Examination, upon request, with their rationale 

for changing methodologies. 

The SSFA may be somewhat complex for some System 

institutions to use, although it might also result in lower 

risk-weighting requirements.  The gross-up approach may 

involve less operational burden, but it may also result in 

higher risk-weighting requirements.110   

                                                           
110 Requirements under either approach would likely be lower than the 
1,250-percent risk weight. 
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The proposal provides for alternative treatment of 

securitization exposures to certain gains-on-sale and CEIO 

exposures.  Specifically, the proposed rule would include a 

minimum 100-percent risk weight for interest-only MBS and 

exceptions to the securitization framework for certain small 

business loans and certain derivatives as described below.  A 

System institution could use the securitization credit risk 

mitigation rules to adjust the capital requirement under the 

securitization framework for an exposure to reflect certain 

collateral, credit derivatives, and guarantees, as described in 

more detail below. 

a. Exposure Amount of a Securitization Exposure 

Under this proposal, the exposure amount of an on-

balance sheet securitization exposure that is not a repo-

style transaction, eligible margin loan, OTC derivative 

contract or derivative that is a cleared transaction would 

generally be the System institution's carrying value of the 

exposure.  The exposure amount of an on-balance sheet 

securitization exposure that is an available-for-sale debt 

security or an available-for-sale debt security transferred 

to held-to-maturity would be the System institution's 

carrying value (including net accrued but unpaid interest 

and fees), less any net unrealized gains on the exposure 

and plus any net unrealized losses on the exposure. 
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The exposure amount of an off-balance sheet 

securitization exposure that is not a repo-style 

transaction, an eligible margin loan, an OTC derivative 

contract (other than a credit derivative), or a derivative 

that is a cleared transaction (other than a credit 

derivative) would be the notional amount of the exposure.  

The proposed treatment for OTC credit derivatives is 

described in more detail below.111 

Under the proposed rule, the exposure amount of a 

securitization exposure that is a repo-style transaction, 

eligible margin loan, an OTC derivative contract (other than 

a purchased credit derivative), or derivative that is a 

cleared transaction (other than a purchased credit 

derivative) would be the exposure amount of the transaction 

as calculated in § 628.34 or § 628.37, as applicable. 

b. Gains-On-Sale and Credit-Enhancing Interest-Only Strips 

Under this proposed rule, a System institution would 

deduct from CET1 capital any after-tax gain-on-sale 

resulting from a securitization and would apply a 1,250-

percent risk weight to the portion of a CEIO that does not 

constitute an after-tax gain-on-sale.   

                                                           
111 The rules of the Federal banking regulatory agencies address how to 
calculate the exposure amount of an off-balance sheet exposure to an 
ABCP securitization exposure.  As discussed above, we do not propose 
any provisions relating to ABCPs. 
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c. Exceptions Under the Securitization Framework 

We propose several exceptions to the general provisions 

in the securitization framework.  First, a System 

institution would be required to assign a risk weight of at 

least 100 percent to an interest-only MBS.  The FCA believes 

that a minimum risk weight of 100 percent is prudent in 

light of the uncertainty implied by the substantial price 

volatility of these securities.  Second, as in the capital 

regulations of the Federal banking regulatory agencies, a 

special set of rules would apply to securitizations of 

small business loans and leases on personal property 

transferred with retained contractual exposure by System 

institutions.  Finally, if a securitization exposure is an 

OTC derivative contract or derivative contract that is a 

cleared transaction (other than a credit derivative) that 

has a first priority claim on the cash flows from the 

underlying exposures (notwithstanding amounts due under 

interest rate or currency derivative contracts, fees due, or 

other similar payments), a System institution may choose to 

set the risk-weighted asset amount of the exposure equal to 

the amount of the exposure.  

d. Overlapping Exposures 

This proposed rule includes provisions to limit the 

double counting of risks in situations involving overlapping 
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securitization exposures.  If a System institution has 

multiple securitization exposures that provide duplicative 

coverage to the underlying exposures of a securitization the 

institution would not be required to hold duplicative risk-

based capital against the overlapping position.  Instead, 

the System institution would apply to the overlapping 

position the applicable risk-based capital treatment under 

the securitization framework that results in the highest 

risk-based capital requirement. 

e. Servicer Cash Advances 

A traditional securitization typically employs a 

servicing banking organization (which could be a System 

institution) that, on a day-to-day basis, collects principal, 

interest, and other payments from the underlying exposures 

of the securitization and forwards such payments to the 

securitization SPE or to investors in the securitization.  

Servicing banking organizations often provide a facility to 

the securitization under which the servicing banking 

organization may advance cash to ensure an uninterrupted flow 

of payments to investors in the securitization, including 

advances made to cover foreclosure costs or other expenses 

to facilitate the timely collection of the underlying 

exposures.  These servicer cash advance facilities are 

securitization exposures. 
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Under the proposed rule, a System institution would 

either apply the SSFA or the gross-up approach, as described 

below, or a 1,250-percent risk weight to a servicer cash 

advance facility exposure.  The treatment of the undrawn 

portion of the facility would depend on whether the facility 

is an eligible servicer cash advance facility.  An eligible 

servicer cash advance facility would be defined as a 

servicer cash advance facility in which:  

(1) The servicer is entitled to full reimbursement of 

advances, except that a servicer may be obligated to make 

non-reimbursable advances for a particular underlying 

exposure if any such advance is contractually limited to an 

insignificant amount of the outstanding principal balance of 

that exposure;  

(2) The servicer's right to reimbursement is senior in 

right of payment to all other claims on the cash flows from 

the underlying exposures of the securitization; and  

(3) The servicer has no legal obligation to, and does 

not make, advances to the securitization if the servicer 

concludes the advances are unlikely to be repaid. 

Under the proposal, a System institution that is a 

servicer under an eligible servicer cash advance facility 

would not be required to hold risk-based capital against 

potential future cash advanced payments that it may be 
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required to provide under the contract governing the 

facility.  A System institution that is a servicer under a 

non-eligible servicer cash advance facility would be 

required to hold risk-based capital against the amount of 

all potential future cash advance payments that it may be 

contractually required to provide during the subsequent 12-

month period under the contract governing the facility. 

f. Implicit Support 

This proposed rule would require a System institution 

that provides support to a securitization in excess of its 

predetermined contractual obligation (implicit support) to 

include in risk-weighted assets all of the underlying 

exposures associated with the securitization as if the 

exposures had not been securitized, and deduct from CET1 any 

after-tax gain-on-sale resulting from the securitization.  

In addition, the System institution would have to disclose 

publicly (i) that it has provided implicit support to the 

securitization, and (ii) the risk-based capital impact to 

the institution of providing such implicit support.  Under 

the proposed reservations of authority, the FCA also could 

require the System institution to hold risk-based capital 

against all the underlying exposures associated with some or 

all the institution's other securitizations as if the 

exposures had not been securitized, and to deduct from CET1 
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any after-tax gain-on-sale resulting from such 

securitizations. 

4. Simplified Supervisory Formula Approach 

This rule proposes a SSFA as one option for assigning 

risk weights to securitization exposures.112  The proposed 

SSFA starts with a baseline derived from the capital 

requirements that apply to all exposures underlying a 

securitization and then assigns risk weights based on the 

subordination level of an exposure.  The proposed SSFA 

would apply relatively higher capital requirements to the 

more risky junior tranches of a securitization that are the 

first to absorb losses, and relatively lower requirements to 

the most senior exposures. 

The SSFA methodology would apply a 1,250-percent risk 

weight to securitization exposures that absorb losses up to the 

amount of capital that would be required for the underlying 

exposures if those exposures were held directly by a System 

institution.  In addition, the FCA is proposing a 

supervisory risk-weight floor, or minimum risk weight, of 20 

percent for each securitization exposure. This floor is 

prudent given the performance of many securitization 

structures during the recent crisis. 

                                                           
112 As discussed above, we propose a gross-up approach as another option 
for assigning risk weights to securitization exposures. 
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At the inception of a securitization, the SSFA would 

require more capital on a transaction-wide basis than would 

be required if the underlying assets had not been 

securitized.  That is, if the System institution held every 

tranche of a securitization, its overall capital charge 

would be greater than if the institution held the underlying 

assets in portfolio.  This overall outcome is important in 

reducing the likelihood of regulatory capital arbitrage 

through securitizations. 

Data used by a System institution to determine SSFA 

parameters would have to be the most currently available 

data.  For exposures that feature payments on a monthly or 

quarterly basis, the data would have to be no more than 91 

calendar days old. 

To use the SSFA, a System institution would have to 

obtain or determine the weighted-average risk weight of the 

underlying exposures (KG), as well as the attachment and 

detachment points for the System institution's position 

within the securitization structure.  "KG" would be 

calculated using the risk-weighted asset amounts and would 

be expressed as a decimal value between 0 and 1 (that is, 

an average risk weight of 100 percent would mean that KG 

would equal 0.08).  The System institution could recognize 

the relative seniority of the exposure, as well as all cash 
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funded enhancements, in determining attachment and 

detachment points.  In addition, a System institution would 

have to determine the credit performance of the underlying 

exposures. 

To make the SSFA more risk sensitive and forward-

looking, the parameter KG would be modified based on 

delinquencies among the underlying assets of the 

securitization.  The resulting adjusted parameter is labeled 

KA.  KA is set equal to the weighted average of the KG value 

and a fixed parameter equal to 0.5. 

 

Under the proposal, the W parameter would equal the 

ratio of the sum of the dollar amounts of any underlying 

exposures of the securitization that are 90 days or more 

past due, subject to a bankruptcy or insolvency proceeding, 

in the process of foreclosure, held as real estate owned, 

in default, or have contractually deferred interest for 90 

days or more divided by the ending balance, measured in 

dollars, of the underlying exposures.   

The numerator of parameter W explicitly excludes loans 

with deferral of principal or interest for: (1) Federally 

guaranteed student loans, in accordance with the terms of 

those programs; or (2) consumer loans, including non-
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federally guaranteed student loans, provided that such 

payments are deferred pursuant to provisions included in the 

contract at the time funds are disbursed that provide for 

period(s) of deferral that are not initiated based on 

changes in the creditworthiness of the borrower.  Moreover, 

the calculation of parameter W includes all underlying 

exposures of a securitization transaction. 

The entire specification of the SSFA in the proposed 

rule is as follows: 

 

KSSFA is the risk-based capital requirement for the 

securitization exposure and is a function of three 

variables, labeled a, u, and l.  The constant e is the base 

of the natural logarithms (which is approximately equal to 

2.71828).  The variables a, u, and l, and have the 

following definitions: 
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The values of A and D denote the attachment and 

detachment points, respectively, for the tranche.  

Specifically, A is the attachment point for the tranche that 

contains the securitization exposure and represents the 

threshold at which credit losses will first be allocated to 

the exposure.  This input is the ratio, as expressed as a 

decimal value between 0 and 1, of the dollar amount of the 

securitization exposures that are subordinated to the 

tranche that contains the securitization exposure held by 

the System institution to the current dollar amount of all 

underlying exposures. 

Parameter D is the detachment point for the tranche 

that contains the securitization exposure and represents the 

threshold at which credit losses of principal allocated to 

the securitization exposure would result in a total loss of 

principal.  This input, which is a decimal value between 0 

and 1, equals the value of A plus the ratio of the dollar 

amount of the exposures that are pari passu with the System 

institution's securitization exposure (that is, have equal 

seniority with respect to credit risk) to the current 

dollar amount of all underlying exposures.  The SSFA 

specification is completed by the constant term p, which is 

set equal to 0.5 for securitization exposures that are not 
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resecuritizations, or 1.5 for resecuritization exposures, 

and the variable KA, which is described above. 

When parameter D for a securitization exposure is less 

than or equal to KA, the exposure must be assigned a risk 

weight of 1,250 percent.  When parameter A for a 

securitization exposure is greater than or equal to KA, the 

risk weight of the exposure, expressed as a percent, would 

equal KSSFA times 1,250.  When A is less than KA and D is 

greater than KA, the applicable risk weight is a weighted 

average of 1,250 percent and 1,250 percent times KSSFA. The 

risk weight would be determined according to the following 

formula:  

 

For resecuritizations, System institutions must use the 

SSFA to measure the underlying securitization exposure's 

contribution to KG.  For example, consider a hypothetical 

securitization tranche that has an attachment point at 0.06 

and a detachment point at 0.07.  Then assume that 90 percent 

of the underlying pool of assets of the resecuritization 

were mortgage loans that qualified for a 50-percent risk 

weight and that the remaining 10 percent of the pool was a 

tranche of a separate securitization (where the underlying 7 



 

206 
 

exposures consisted of mortgages that also qualified for a 

50-percent weight).  An exposure to this hypothetical 

tranche would meet the definition of a resecuritization 

exposure.  Next, assume that the attachment point A of the 

securitization that is the 10-percent share of the 

resecuritization is 0.06 and the detachment point D is 0.08.  

Finally, assume that none of the underlying mortgage 

exposures of either the hypothetical tranche or the 

underlying securitization exposure meet the proposed 

definition of "delinquent." 

The value of KG for the resecuritization exposure would 

equal the weighted average of the two distinct KG values.  

For the mortgages that qualify for the 50-percent risk 

weight and represent 90 percent of the resecuritization, KG 

equals 0.04 (that is, 50 percent of the 8-percent risk-based 

capital standard). 

 

To calculate the value of KG,securitization a System 

institution would use the attachment and detachment points 

of 0.06 and 0.08, respectively.  Applying those input 

parameters to the SSFA (together with p = 0.5 and KG = 0.04) 

results in a KG,securitization equal to 0.2325. 
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Substituting this value into the equation yields: 

 

This value of 0.05925 for KG,resecuritization, would then be 

used in the calculation of the risk-based capital 

requirement for the tranche of the resecuritization (where 

A=0.06, B=0.07, p=1.5).  The result is a risk-weight of 

1,172 percent for the tranche that runs from 0.06 to 0.07. 

Given that the attachment point is very close to the value 

of KG,resecuritization, the capital charge is nearly equal to the 

maximum risk weight of 1,250 percent. 

To apply the securitization framework to a single 

tranched exposure that has been re-tranched, such as some 

Re-REMICs, a System institution must apply the SSFA or 

gross-up approach to the retranched exposure as if it were 

still part of the structure of the original securitization 

transaction.  Therefore, a System institution implementing 

the SSFA or the gross-up approach would calculate parameters 

for those approaches that would treat the retranched 

exposure as if it were still embedded in the original 

structure of the transaction while still recognizing any 

added credit enhancement provided by retranching.  For 

example, under the SSFA a System institution would calculate 

the approach using hypothetical attachment and detachment 
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points that reflect the seniority of the retranched 

exposure within the original deal structure, as well as any 

additional credit enhancement provided by retranching of the 

exposure.  Parameters that depend on pool-level 

characteristics, such as the W parameter under the SSFA, 

would be calculated based on the characteristics of the 

total underlying exposures of the initial securitization 

transaction, not just the retranched exposure.   

5. Gross-up Approach 

As an alternative to the SSFA, System institutions may 

assign risk-weighted asset amounts to securitization 

exposures by implementing the gross-up approach described in 

§ 628.43 of the proposal.  If a System institution chooses 

to apply the gross-up approach, it would be required to 

apply this approach to all of its securitization exposures, 

except as otherwise provided for certain securitization 

exposures under §§ 628.44 and 628.45 of the proposal. 

The gross-up approach assigns risk-weighted asset 

amounts based on the full amount of the credit-enhanced 

assets for which the System institution directly or 

indirectly assumes credit risk.  To calculate risk-weighted 

assets under the gross-up approach, a System institution 

would determine four inputs: the pro rata share A, the 

exposure amount C, the enhanced amount B, and the applicable 
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risk weight RW.  The pro rata share A is the par value of 

the System institution's exposure X as a percentage of the 

par value of the tranche Y in which the securitization 

exposure resides A = 
X

Y
.  The enhanced amount B is the value 

of all the tranches that are more senior to the tranche in 

which the exposure resides.  The applicable risk weight RW 

is the weighted-average risk weight of the underlying 

exposures in the securitization (for example, 100 percent 

for a corporate exposure). 

Under the gross-up approach, a System institution would 

be required to calculate the credit equivalent amount CEA, 

which equals the sum of (1) the exposure of the System 

institution's securitization exposure and (2) the pro rata 

share multiplied by the enhanced amount CEA = C+(A×B).  To 

calculate risk-weighted assets RWA for a securitization 

exposure under the gross-up approach, a System institution 

would be required to assign the applicable risk weight to 

the gross up credit equivalent amount RWA = RW×CEA.  As 

noted above, in all cases, the minimum risk weight for 

securitization exposures would be 20 percent. 
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6. Alternative Treatments for Certain Types of 

Securitization Exposures 

Under the proposed rule, a System institution generally 

would assign a 1,250-percent risk weight to all 

securitization exposures to which the institution does not 

apply the SSFA or the gross-up approach.  However, the 

proposed rule provides alternative treatments for certain 

types of securitization exposures described below, provided 

that the System institution knows the composition of the 

underlying exposures at all times. 

7. Credit Risk Mitigation for Securitization Exposures 

Under the proposed rule, the treatment of credit risk 

mitigation for securitization exposures would differ 

slightly from the treatment for other exposures.  To 

recognize the risk-mitigating effects of financial 

collateral or an eligible guarantee or an eligible credit 

derivative from an eligible guarantor, a System institution 

that purchased credit protection would use the approaches 

for collateralized transactions under § 628.37 of the 

proposed rule or the substitution treatment for guarantees 

and credit derivatives described in § 628.36 of the proposed 

rule.   

In cases of maturity or currency mismatches, or, if 

applicable, lack of a restructuring event trigger, the 
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institution would have to make any applicable adjustments to 

the protection amount of an eligible guarantee or credit 

derivative as required by § 628.36 for any hedged 

securitization exposure.  In addition, for synthetic 

securitizations, when an eligible guarantee or eligible 

credit derivative covers multiple hedged exposures that 

have different residual maturities, the System institution 

would have to use the longest residual maturity of any of 

the hedged exposures as the residual maturity of all the 

hedged exposures.  A System institution would not be 

required to compute a counterparty credit risk capital 

requirement for the credit derivative provided that this 

treatment is applied consistently for all of its OTC credit 

derivatives.   

A System institution that purchases an OTC credit 

derivative (other than an n
th
-to-default credit derivative) 

that is recognized as a credit risk mitigant for a 

securitization exposure would not be required to compute a 

separate counterparty credit risk capital requirement 

provided that the institution makes this choice 

consistently for all such credit derivatives.  The System 

institution would have to either include all or exclude all 

such credit derivatives that are subject to a qualifying 

master netting agreement from any measure used to determine 
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counterparty credit risk exposure to all relevant 

counterparties for risk-based capital purposes.   

If a System institution could not, or chose not to, 

recognize a credit derivative that is a securitization 

exposure as a credit risk mitigant, the institution would 

have to determine the exposure amount of the credit 

derivative under the treatment for OTC derivatives in 

§ 628.34.  If the System institution purchased the credit 

protection from a counterparty that is a securitization, 

the institution would have to determine the risk weight for 

counterparty credit risk according to the securitization 

framework.  If the System institution purchased credit 

protection from a counterparty that is not a 

securitization, the institution would have to determine the 

risk weight for counterparty credit risk according to 

general risk weights under § 628.32.  A System institution 

that believes it is authorized to and wishes to provide 

protection in the form of a guarantee or credit derivative 

(other than an n
th
-to-default credit derivative) that covers 

the full amount or a pro rata share of a securitization 

exposure's principal and interest should seek  guidance from 

the FCA on risk weighting and other issues.  We do not 

propose the capital treatment adopted by the Federal 

banking regulatory agencies, because we would want the 
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opportunity to fully consider any contemplated transaction 

before assigning a risk weighting. 

8. Nth-to-Default Credit Derivatives 

A System institution that believes it is authorized to 

and wishes to provide credit protection through an nth-to-

default credit derivative or second-or-subsequent-to default 

credit derivative should seek guidance from the FCA on risk 

weighting and other issues.  As with the capital treatment 

for providing credit protection discussed above, we do not 

propose the capital treatment adopted by the Federal 

banking regulatory agencies for these derivatives, because 

we would want the opportunity to fully consider any 

contemplated transaction before assigning a risk weighting. 

A System institution could obtain credit protection on 

a group of underlying exposures through a first-to-default 

credit derivative.  Provided the rules of recognition for 

guarantees and credit derivatives under § 628.36(b) were 

met, the System institution would determine its risk-based 

capital requirement for the underlying exposures as if the 

institution synthetically securitized the underlying 

exposure with the smallest risk-weighted asset amount and 

had obtained no credit risk mitigant on the other underlying 

exposures.  A System institution would calculate a risk-

based capital requirement for counterparty credit risk 
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according to § 628.34 for a first-to-default credit 

derivative that does not meet the rules of recognition of 

§ 628.36(b). 

A System institution could obtain credit protection on 

a group of underlying exposures through a nth-to-default 

credit derivative.  Provided the rules of recognition of 

§ 628.36(b) (other than a first-to-default credit 

derivative) were met, the System institution could recognize 

the credit risk mitigation benefits of the derivative only 

if the institution also had obtained credit protection on 

the same underlying exposures in the form of first-through-

(n-1)-to-default credit derivatives; or if n-1 of the 

underlying exposures had already defaulted.  If a System 

institution satisfied these requirements, the institution 

would determine its risk-based capital requirement for the 

underlying exposures as if the institution had only 

synthetically securitized the underlying exposure with the 

nth smallest risk-weighted asset amount and had obtained no 

credit risk mitigant on the other underlying exposures.  

For a nth-to-default credit derivative that did not meet the 

rules of recognition of § 628.36(b), a System institution 

would calculate a risk-based capital requirement for 

counterparty credit risk according to the treatment of OTC 

derivatives under § 628.34. 
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I. Equity Exposures 

As discussed above, all equities (including preferred 

stock) issued by other System institutions would be 

deducted from capital under § 628.22.  Accordingly, we do 

not propose a risk weighting for these equity exposures.  

These intra-System equity exposures would include an 

association's investment in its System bank, a System 

bank's purchase of nonvoting stock or participation 

certificates of an affiliated association pursuant to 

§ 615.5171, and the purchase of a System institution's 

preferred stock by a System bank, association, or service 

corporation pursuant to § 615.5175. 

Generally, System institutions have limited non-System 

equity exposures.  A System institution could, however, 

acquire limited non-System equity exposures in several 

ways, including by investing in rural business investment 

companies (RBICs), by making other equity investments that 

the FCA approves,113 and by foreclosing on equity exposures 

previously pledged as collateral. 

                                                           
113 System institutions have no authority to make non-System equity 
investments, other than in RBICs, unless they receive the FCA's 
approval under § 615.5140(e).  Authority for System institutions to 
invest in RBICs is governed by 7 U.S.C. 2009cc et seq.; these 
investments do not require the FCA's approval.  However, as with any 
UBE investment, the FCA's approval is required for a System institution 
to invest in a UBE organized for investing in an RBIC. 
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This proposal would significantly revise our existing 

risk-based capital rules' treatment for non-System equity 

exposures.  In particular, the proposed rule would require a 

System institution to apply the Simple Risk-Weight Approach 

(SRWA) for equity exposures that are not exposures to an 

investment fund and apply certain look-through approaches to 

assign risk-weighted asset amounts to equity exposures to 

an investment fund.  These approaches are discussed in 

detail below.  

1. Definition of Equity Exposure and Exposure Measurement 

Under the proposed rule, a System institution would be 

required to determine the adjusted carrying value for each 

non-System equity exposure based on the approaches 

described below:  

(1) For an equity exposure classified as HTM114 the 

adjusted carrying value would be a System institution's 

carrying value of the exposure; 

(2) For an equity exposure classified as AFS, the 

adjusted carrying value of the exposure would be the System 

institution's carrying value of the exposure less any net 

unrealized gains on the exposure that are reflected in the 

                                                           
114 As noted above, although System banks often classify their securities 
as AFS, associations usually classify their securities; to the extent, 
they hold any, as HTM.   
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carrying value but excluded from the System institution's 

regulatory capital components; 

(3) For a commitment to acquire an equity exposure that 

is unconditional, the adjusted carrying value would be the 

effective notional principal amount of the exposure 

multiplied by a 100-percent conversion factor;   

(4) For a commitment to acquire an equity exposure that 

is conditional, the adjusted carrying value would be the 

effective notional principal amount of the commitment 

multiplied by a conversion factor.  For a commitment with an 

original maturity of 14 months or less, the conversion 

factor would be 20 percent, and for a commitment with an 

original maturity greater than 14 months, the conversion 

factor would be 50 percent; and   

(5) For the off-balance sheet component of an equity 

exposure that is not an equity commitment, the adjusted 

carrying value would be the effective notional principal 

amount of the exposure.  The size of the exposure would be 

equivalent to a hypothetical on-balance sheet position in 

the underlying equity instrument that would evidence the 

same change in fair value (measured in dollars) for a given 

small change in the price of the underlying equity 

instrument, minus the adjusted carrying value of the on-

balance sheet component of the exposure.   
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The concept of the effective notional principal amount 

of the off-balance sheet portion of an equity exposure is 

included to provide a uniform method for System institutions 

to measure the on-balance sheet equivalent of an off-

balance sheet exposure.  For example, if the value of a 

derivative contract referencing the common stock of company 

X changes the same amount as the value of 150 shares of 

common stock of company X, for a small change (for example, 

1.0 percent) in the value of the common stock of company X, 

the effective notional principal amount of the derivative 

contract is the current value of 150 shares of common stock 

of company X, regardless of the number of shares the 

derivative contract references.  The adjusted carrying value 

of the off-balance sheet component of the derivative is the 

current value of 150 shares of common stock of company X 

minus the adjusted carrying value of any on-balance sheet 

amount associated with the derivative. 

2. Equity Exposure Risk Weights 

Under the proposed SRWA for equity exposures, a System 

institution would determine the risk-weighted asset amount 

for an equity exposure, other than an equity exposure to an 

investment fund, under § 628.52 of the proposed rule.  A 

System institution would calculate risk-weighted asset 

amounts under § 628.52 by multiplying the adjusted carrying 
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value of the equity exposure, or the effective and 

ineffective portions of a hedge pair as described below, by 

the lowest applicable risk weight in § 628.52.  A System 

institution would determine the risk-weighted asset amount 

for an equity exposure to an investment fund under § 628.53 

of the proposal.  A System institution would sum risk-

weighted asset amounts for all of its equity exposures to 

calculate its aggregate risk-weighted asset amount for its 

equity exposures. 

The proposed SRWA risk weights are summarized below in 

Table 10. 

Table 10 - Simple Risk-weight Approach (SRWA) 

Risk 
weight 
(in 

percent) 
 
 
 
 
 
 

Equity exposure 

0 

An equity exposure to a sovereign, the Bank for International 
Settlements, the European Central Bank, the European 
Commission, the International Monetary Fund, an MDB, and any 
other entity whose credit exposures receive a 0-percent risk 
weight under § 628.32 of the proposal. 

20 
An equity exposure to a PSE or the Federal Agricultural 
Mortgage Corporation (Farmer Mac). 

100 

• An equity exposure that the FCA has authorized pursuant 
to § 615.5140(e) for a purpose other than those 
specified in § 615.5132(a) (for System banks) or § 
615.5142 (for associations), unless the exposure is 
assigned a different risk weight under this section. 

• The effective portion of a hedged pair. 
• Non-significant equity exposures, to the extent that the 

aggregate adjusted carrying value of the exposures does 
not exceed 10 percent of total capital (tier 1 capital 
plus tier 2 capital). 

600 

An equity exposure to an investment firm that (i) would meet 
the definition of a traditional securitization were it not for 
the FCA's application of paragraph (8) of that definition (in § 
628.2) and (ii) has greater than immaterial leverage. 
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3. 100-Percent Risk Weight 

Under this proposed rule, a System institution would 

apply a 100-percent risk weight to the following equity 

exposures: 

• An equity exposure that the FCA has authorized 

pursuant to § 615.5140(e) for a purpose other than 

those specified in § 615.5132(a) (for System banks) 

or § 615.5142 (for associations), unless the equity 

exposure is assigned a different risk weight under 

this section. 

• The effective portion of a hedge pair; and 

• Non-significant equity exposures. 

Hedged transactions are discussed later in this 

preamble; the other two equity exposures are discussed in 

this section. 

Section § 615.5132(a) of the FCA's regulations 

authorizes System banks to invest in eligible securities 

(equity securities are not eligible) for the purposes of 

complying with liquidity requirements, managing surplus 

short-term funds, and managing interest rate risk.  Section 

§ 615.5142 authorizes associations to invest in eligible 

securities (again, equity securities are not eligible) for 

the purposes of reducing interest rate risk and managing 
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surplus short-term funds.  Section 615.5140(e) authorizes 

System banks and associations, with our approval, to 

purchase and hold investments that are not otherwise 

eligible (such as equity investments) or that would be held 

for a purpose not specified by regulation. 

Under proposed § 628.52, equity investments that the 

FCA approves for a purpose other than those specified in 

§ 615.5132(a) (for System banks) or § 615.5142 (for 

associations) would be risk weighted at 100 percent, unless 

the investments would qualify for a different risk weight 

(for example, 0 percent or 20 percent) under this section. 

Under the proposed rule, a 100-percent risk weight 

would also apply to certain non-System equity exposures 

deemed non-significant.  The following equity exposures, to 

the extent that their aggregate adjusted carrying value of 

does not exceed 10 percent of the System institution's total 

capital (tier 1 and tier 2), would be deemed non-

significant:115 

• Equity exposures to unconsolidated unincorporated 

business entities and equity exposures held through 

                                                           
115 Non-significant equity exposures exclude exposures to an investment 
firm that (1) would meet the definition of traditional securitization 
were it not for the FCA's application of paragraph (8) of the definition 
of a traditional securitization and (2) have greater than immaterial 
leverage.  These investment firm exposures would be assigned a 600-
percent risk weight. 
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consolidated unincorporated business entities, as 

authorized by subpart J of part 611; 

• Equity exposures that the FCA has authorized pursuant 

to § 615.5140(e) for a purpose specified in 

§ 615.5132(a) (for System banks) or § 615.5142 (for 

associations), unless the equity exposures are 

assigned a different risk weight under this section; 

and 

• Equity exposures to an unconsolidated rural business 

investment company and equity exposures held through 

a consolidated rural business investment company 

described in 7 U.S.C. 2009cc et seq. 

• Equity exposures to foreclosed collateral; these 

exposures could be either publicly traded or non-

publicly traded.116 

To compute the aggregate adjusted carrying value of a 

System institution's equity exposures for determining their 

non-significance, this proposal provides that the System 

                                                           
116 This proposal defines publicly traded as traded on: (1) Any exchange 
registered with the SEC as a national securities exchange under section 
6 of the Securities Exchange Act of 1934 (15 U.S.C. 78f); or (2) any 
non-U.S.-based securities exchange that is registered with, or approved 
by, a national securities regulatory authority and that provides a 
liquid, two-way market for the instrument in question.  A two-way 
market would refer to a market where there are independent bona fide 
offers to buy and sell so that a price reasonably related to the last 
sales price or current bona fide competitive bid and offer quotations 
can be determined within 1 day and settled at that price within a 
relatively short timeframe conforming to trade custom. 
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institution may exclude: (1) The equity exposure in a hedge 

pair with the smaller adjusted carrying value; and (2) a 

proportion of each equity exposure to an investment fund 

equal to the proportion of the assets of the investment fund 

that are not equity exposures.  If a System institution does 

not know the actual holdings of the investment fund, the 

System institution may calculate the proportion of the 

assets of the fund that are not equity exposures based on 

the terms of the prospectus, partnership agreement, or 

similar contract that defines the fund's permissible 

investments.  If the sum of the investment limits for all 

exposure classes within the fund exceeds 100 percent, the 

System institution would assume that the investment fund 

invests to the maximum extent possible in equity exposures. 

To determine which of a System institution's equity 

exposures qualify for a 100-percent risk weight based on the 

10 percent of capital standard for non-significance, the 

System institution would aggregate the exposures in the 

following order: 

(1) Equity exposures to unconsolidated rural business 

investment companies, or those held through consolidated 

rural business investment companies described in 7 U.S.C. 

2009cc et seq.;   
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(2) Equity exposures that the FCA has authorized 

pursuant to § 615.5140(e) for a purpose specified in 

§ 615.5132(a) (for System banks) or § 615.5142 (for 

associations); 

(3) Equity exposures to unconsolidated unincorporated 

business entities and equity exposures held through 

consolidated unincorporated business entities, as authorized 

by subpart J of part 611; 

(4) Foreclosed collateral in the form of publicly 

traded equity exposures (including those held indirectly 

through investment funds); and 

(5) Foreclosed collateral in the form of non-publicly 

traded equity exposures (including those held indirectly 

through investment funds). 

To the extent that any of these aggregated equity 

exposures exceed 10 percent of a System institution's total 

capital, the FCA will determine their risk weighting.   

4. Hedged Transactions 

Under the proposal, to determine risk-weighted assets 

under the SRWA, a System institution could identify hedge 

pairs, which would be defined as two equity exposures that 

form an effective hedge, as long as each equity exposure is 

publicly traded or has a return that is primarily based on a 

publicly traded equity exposure.  A System institution would 



 

225 
 

risk weight only the effective and ineffective portions of a 

hedge pair rather than the entire adjusted carrying value of 

each exposure that makes up the pair. 

Under the proposed rule, two equity exposures form an 

effective hedge if the exposures either have the same 

remaining maturity or each has a remaining maturity of at 

least 3 months; the hedge relationship is formally 

documented in a prospective manner (that is, before the 

System institution acquires at least one of the equity 

exposures); the documentation specifies the measure of 

effectiveness (E) the System institution would use for the 

hedge relationship throughout the life of the transaction; 

and the hedge relationship has an E greater than or equal to 

0.8.  A System institution would measure E at least 

quarterly and would use one of three measures of E described 

in the next section: the dollar-offset method, the 

variability-reduction method, or the regression method. 

It is possible that only part of a System institution's 

exposure to a particular equity instrument is part of a 

hedge pair.  For example, assume a System institution has 

equity exposure A with a $300 adjusted carrying value and 

chooses to hedge a portion of that exposure with equity 

exposure B with an adjusted carrying value of $100.  Also 

assume that the combination of equity exposure B and $100 of 
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the adjusted carrying value of equity exposure A form an 

effective hedge with an E of 0.8.  In this situation, the 

institution would treat $100 of equity exposure A and $100 

of equity exposure B as a hedge pair, and the remaining $200 

of its equity exposure A as a separate, stand-alone equity 

position.  The effective portion of a hedge pair would be 

calculated as E multiplied by the greater of the adjusted 

carrying values of the equity exposures forming the hedge 

pair.  The ineffective portion of a hedge pair would be 

calculated as (1-E) multiplied by the greater of the 

adjusted carrying values of the equity exposures forming the 

hedge pair.  In the above example, the effective portion of 

the hedge pair would be 0.8 x $100 = $80, and the 

ineffective portion of the hedge pair would be (1 – 0.8) x 

$100 = $20. 

5. Measures of Hedge Effectiveness 

As stated above, a System institution could determine 

effectiveness using any one of three methods -- the dollar-

offset method, the variability-reduction method, or the 

regression method.  Under the dollar-offset method, a 

System institution would determine the ratio of the 

cumulative sum of the changes in value of one equity 

exposure to the cumulative sum of the changes in value of 

the other equity exposure, termed the ratio of value change 
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(RVC).  If the changes in the values of the two exposures 

perfectly offset each other, the RVC would be -1.  If RVC is 

positive, implying that the values of the two equity 

exposures move in the same direction, the hedge is not 

effective and E equals 0.  If RVC is negative and greater 

than or equal to -1 (that is, between 0 and -1), then E 

would equal the absolute value of RVC.  If RVC is negative 

and less than -1, then E would equal 2 plus RVC. 

The variability-reduction method of measuring 

effectiveness compares changes in the value of the combined 

position of the two equity exposures in the hedge pair 

(labeled X in the equation below) to changes in the value of 

one exposure as though that one exposure were not hedged 

(labeled A).  This measure of E expresses the time-series 

variability in X as a proportion of the variability of A.  

As the variability described by the numerator becomes small 

relative to the variability described by the denominator, 

the measure of effectiveness improves, but is bounded from 

above by a value of one. E would be computed as: 

E=1- �
∑ (Xt-Xt-1)2T
t=1

∑ (At-At-1)2T
t=1

� 

where 

X1=A1-B1  
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A1 the value at time t of the one exposure in a hedge 

pair, and 

B1 the value at time t of the other exposure in  the 

hedge pair. 

The value of t would range from 0 to T, where T is the 

length of the observation period for the values of A and B, 

and is comprised of shorter values each labeled t. 

The regression method of measuring effectiveness is 

based on a regression in which the change in value of one 

exposure in a hedge pair is the dependent variable and the 

change in value of the other exposure in the hedge pair is 

the independent variable.  E would equal the coefficient of 

determination of this regression, which is the proportion of 

the variation in the dependent variable explained by 

variation in the independent variable.  However, if the 

estimated regression coefficient is positive, then the value 

of E is 0.  Accordingly, E is higher when the relationship 

between the values of the two exposures is closer. 

6. Equity Exposures to Investment Funds 

We propose three methods of assigning risk weights to 

equity exposures to investment funds.  Regardless of the 

method a System institution chooses, the risk weight for an 

exposure to an investment fund would have to be no less 
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than 20 percent.117  System institutions should keep in mind 

that the only investment funds they are authorized to 

invest in are diversified investment funds; that is, shares 

of an investment company registered under section 8 of the 

Investment Company Act of 1940.  The portfolio of the 

investment company must consist solely of eligible 

investments authorized by our investment regulations.118 

As discussed further below, under the proposed rule, a 

System institution would determine the risk-weighted asset 

amount for equity exposures (except equity exposures that 

the FCA has authorized pursuant to § 615.5140(e) for a 

purpose other than those specified in § 615.5132(a) (for 

System banks) or § 615.5142 (for associations)) to 

investment funds using one of three approaches -- the full 

look-through approach, the simple modified look-through 

approach, or the alternative modified look-through approach.  

The risk-weighted asset amount for an equity exposure that 

the FCA has authorized pursuant to § 615.5140(e) for a 

purpose other than those specified in § 615.5132(a) (for 

System banks) or § 615.5142 (for associations) is the 

exposure's adjusted carrying value.  If a System 

institution did not use the full look-through approach, and 
                                                           
117 As with non-System equity exposures generally, System institutions 
generally have limited equity exposures to investment funds. 
118 Section 615.5140(a)(8). 
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an equity exposure to an investment fund was part of a hedge 

pair, the System institution would have to use the 

ineffective portion of the hedge pair as the adjusted 

carrying value for the equity exposure to the investment 

fund.  The risk-weighted asset amount of the effective 

portion of the hedge pair would be equal to its adjusted 

carrying value.  A System institution could choose which 

approach to apply for each equity exposure to an investment 

fund. 

a. Full Look-Through Approach 

A System institution could use the full look-through 

approach only if the institution was able to calculate a 

risk-weighted asset amount for each of the exposures held by 

the investment fund.  Under the proposal, a System 

institution using the full look-through approach would be 

required to calculate the risk-weighted asset amount for its 

proportional ownership shares of each of the exposures held 

by the investment fund as if the proportionate ownership 

share of the adjusted carrying value of each of the exposures 

were held directly by the institution.  The System 

institution's risk-weighted asset amount for the fund would 

be equal to (1) The aggregate risk-weighted asset amount of 

the exposures held by the fund as if they were held directly 



 

231 
 

by the System institution multiplied by (2) the System 

institution's proportional ownership share of the fund. 

b. Simple Modified Look-Through Approach 

Under the proposed simple modified look-through 

approach, a System institution would set the risk-weighted 

asset amount for its equity exposure to an investment fund 

equal to the adjusted carrying value of the equity exposure 

multiplied by the highest risk weight that applies to an 

exposure the fund is permitted to hold under the prospectus, 

partnership agreement, or similar agreement that defines the 

fund's permissible investments.  The System institution may 

exclude derivative contracts held by the fund that are used 

for hedging, rather than for speculative purposes, as long 

as they do not constitute a material portion of the fund's 

exposures. 

c. Alternative Modified Look-Through Approach 

Under the proposed alternative modified look-through 

approach, a System institution may assign the adjusted 

carrying value of an equity exposure to an investment fund 

on a pro rata basis to different risk-weight categories 

based on the investment limits in the fund's prospectus, 

partnership agreement, or similar contract that defines the 

fund's permissible investments. 
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The risk-weighted asset amount for the System 

institution's equity exposure to the investment fund would 

be equal to the sum of each portion of the adjusted carrying 

value assigned to an exposure type multiplied by the 

applicable risk weight.  If the sum of the investment 

limits for all exposures within the fund exceeds 100 

percent, the System institution would assume that the fund 

invests to the maximum extent permitted under its investment 

limits in the exposure type with the highest applicable risk 

weight under the proposed requirements and continues to make 

investments in the order of the exposure category with the 

next highest risk weight until the maximum total investment 

level is reached.  If more than one exposure category 

applies to an exposure, the System institution would use the 

highest applicable risk weight.  A System institution may 

exclude derivative contracts held by the fund that are used 

for hedging, rather than for speculative purposes, as long 

as they do not constitute a material portion of the fund's 

exposures. 

V. Market Discipline and Disclosure Requirements 

A. Proposed Disclosure Requirements 

Meaningful public disclosure by banking organizations 

is one of the three pillars of the Basel framework.  Public 

disclosure complements the minimum capital requirements and 
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the supervisory review process by encouraging market 

discipline.  The other Federal banking regulatory agencies 

adopted disclosure requirements for the banking 

organizations that they regulate with $50 billion or more 

in assets. 

We propose similar disclosure requirements for System 

banks on a bank-only basis (not on a consolidated, 

district-wide basis).  We believe these proposed disclosure 

requirements are appropriate for all System banks -- even 

those that currently have less than $50 billion in assets -

- because they are jointly and severally liable for the 

Systemwide debt obligations that they issue.119  A System 

bank's exposure to risks and the techniques that it uses to 

identify, measure, monitor, and control those risks are 

important factors that market participants consider in their 

assessment of the bank.  A System bank would not, however, 

have to make any disclosures that do not apply to it.120   

We believe this proposal strikes the proper balance 

between the market benefits of disclosure and the burden of 

providing the disclosures.  We invite comment on the 

                                                           
119 Nothing in this proposed regulation or preamble would change any of 
our existing regulatory requirements, including those in part 620 or 
part 621. 
120 For example, Table 1 would require a System bank to make certain 
disclosures about subsidiaries.  If a System bank has no subsidiaries, 
it would not have to make those disclosures. 
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appropriate application of these proposed disclosure 

requirements to System banks.   

We propose to require each System bank to have a board-

approved disclosure policy that addresses the bank's 

approach for determining the disclosures it will make.  The 

policy would address the associated internal controls, 

disclosure controls, and procedures.  The board of directors 

and senior management would ensure that disclosures are 

reviewed appropriately and that effective internal controls, 

disclosure controls, and procedures are maintained.  The 

System bank's chief executive officer, chief financial 

officer, and a designated board member would have to attest 

that the disclosures meet the requirements of these 

regulations.  

A System bank would decide the relevant material 

disclosures.  Information would be regarded as material if 

its omission or misstatement could influence the assessment 

or decision of a user making investment decisions. 

We would expect that disclosures of CET1, tier 1, and 

total capital ratios would be tested by external auditors as 

part of the financial statement audit in a manner similar to 

the testing that external auditors perform on banking 

organizations regulated by the Federal banking regulatory 

agencies. 
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B. Location and Frequency of Disclosures  

This proposed rule would require that a System bank 

provide timely public disclosures after each calendar quarter.  

However, qualitative disclosures that provide a general 

summary of a System bank's risk-management objectives and 

policies, reporting system, and definitions may be disclosed 

annually after the end of the fourth calendar quarter, 

provided any significant changes are disclosed in the 

interim.   

The System bank would have to make these disclosures 

in its quarterly and annual reports to shareholders that 

are required in part 620 of our regulations.121  We do not 

require a System bank to make these disclosures in the 

exact format set out in the proposed regulations, or in the 

same location in the report, as long as they provide a 

summary table specifically indicating the location(s) of 

all disclosures.  This flexibility grants System banks 

discretion in how to disclose the required information and 

to avoid duplication.  

                                                           
121 Sections 620.2 and 620.4 of the FCA's regulations requires each 
System institution to prepare, provide to the FCA and shareholders, and 
make available to the public an annual report after the end of each 
fiscal year.  Sections 620.2 and 620.10  requires each System 
institution to prepare, provide to the FCA and shareholders, and make 
available to the public a quarterly report after the end of each fiscal 
quarter (except the fiscal quarter that coincides with the end of the 
System institution's fiscal year).   
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 In some cases, management may determine that a 

significant change has occurred, such that the most recent 

reported amounts do not reflect the System bank's capital 

adequacy and risk profile.  In those cases, the System bank 

would need to disclose the general nature of these changes 

and briefly describe how they are likely to affect public 

disclosures going forward.  A System bank would have to make 

these interim disclosures as soon as practicable after the 

determination that a significant change has occurred.  This 

disclosure requirement may be satisfied by providing a 

notice under § 620.15. 

The disclosures required by the proposal would have to 

be publicly available (for example, included on a public Web 

site) for each of the last 3 years or such shorter time 

period beginning when the System bank becomes subject to the 

disclosure requirements.  For example, a System bank that 

began to make public disclosures in the first quarter of 

2015 would have to make all of its required disclosures 

publicly available until the first quarter of 2018, after 

which it would have to make its required disclosures for 

the previous 3 years publicly available.  

C. Proprietary and Confidential Information 

The FCA believes that proposed disclosure requirements 

strike the proper balance between the need for meaningful 
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disclosure and the protection of proprietary and 

confidential information.122  Accordingly, the FCA believes 

System banks would be able to provide all of these 

disclosures without revealing proprietary and confidential 

information.  Only in rare circumstances might disclosure 

of certain items of information required by the proposal 

compel a System bank to reveal confidential and proprietary 

information.  In these unusual situations, if a System bank 

believes that disclosure of specific commercial or financial 

information would compromise its position by making public 

information that is either proprietary or confidential in 

nature, the System bank would not be required to disclose 

those specific items under the rule's periodic disclosure 

requirements.  Instead, the System bank would have to 

disclose more general information about the subject matter 

of the requirement, together with the fact that, and the 

reason why, the specific items of information have not been 

disclosed.  This provision would apply only to those 

disclosures included in this proposed rule and would not 

                                                           
122 Proprietary information encompasses information that, if shared with 
competitors, would render a System bank's investment in these 
products/systems less valuable, and, hence, could undermine its 
competitive position.  Information about customers is often 
confidential, in that it is provided under the terms of a legal 
agreement or counterparty relationship. 
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apply to disclosure requirements imposed by accounting 

standards or other FCA regulations. 

D. Specific Public Disclosure Requirements 

The public disclosure requirements are designed to 

provide important information to market participants on the 

scope of application, capital structure, risk exposures, 

risk assessment processes, and the capital adequacy of the 

System institution.  The focus of the proposed disclosure 

requirements is the substantive content of the tables, not 

the tables themselves.  The table numbers below refer to 

the table numbers in proposed § 628.63.  A System bank would 

be required to make the disclosures described in Tables 1 

through 10.123 

Table 1 disclosures, "Scope of Application," would 

provide the basic context underlying regulatory capital 

calculations. 

Table 2 disclosures, "Capital Structure," would provide 

summary information on the terms and conditions of the main 

features of regulatory capital instruments, which would 

allow for an evaluation of the quality of the capital 

available to absorb losses within a System bank.  A System 

bank also would disclose the total amount of CET1, tier 1, 

                                                           
123 Other disclosure requirements, such as regulatory reporting 
requirements, would continue to apply. 
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and total capital, with separate disclosures for deductions 

and adjustments to capital.  We believe that many of these 

disclosure requirements would be captured in revised 

regulatory reports. 

Table 3 disclosures, "Capital Adequacy," would provide 

information on a System bank's approach for categorizing and 

risk-weighting its exposures, as well as the amount of total 

risk-weighted assets.  The table would also include CET1, 

and tier 1 and total risk-based capital ratios. 

Table 4 disclosures, "Capital Conservation Buffer," 

would require a System bank to disclose the capital 

conservation buffer, the eligible retained income and any 

limitations on capital distributions and certain 

discretionary bonus payments, as applicable. 

Disclosures in Tables 5, "Credit Risk:  General 

Disclosures," 6, "General Disclosure for Counterparty 

Credit Risk-Related Expenses," and 7, "Credit Risk 

Mitigation," would relate to credit risk, counterparty 

credit risk and credit risk mitigation, respectively, and 

would provide market participants with insight into 

different types and concentrations of credit risk to which a 

System bank is exposed and the techniques it uses to 

measure, monitor, and mitigate those risks.  These 

disclosures are intended to enable market participants to 
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assess the credit risk exposures of the System bank without 

revealing proprietary information. 

Table 8 disclosures, "Securitization," would provide 

information to market participants on the amount of credit 

risk transferred and retained by a System bank through 

securitization transactions, the types of products involved 

in the System bank's securitizations, the risks inherent in 

the System bank's securitized assets, the System bank's 

policies regarding credit risk mitigation, and the names of 

any entities that provide external credit assessments of a 

securitization.  These disclosures would provide a better 

understanding of how securitization transactions impact the 

credit risk of a System bank.  For purposes of these 

disclosures (and these capital regulations), a System bank 

would be considered to have securitized assets if assets that it 

originated or purchased from third parties are included in a 

securitization.  Securitization transactions in which the 

originating System bank does not retain any securitization 

exposure would be shown separately and would only be 

reported for the year of inception of the transaction.124 

                                                           
124 A System bank is authorized to act as an "originating System 
institution," which the proposed regulation would define as a System 
institution that directly or indirectly originated the underlying 
exposures included in a securitization.  A System bank is not authorized 
to perform every role in a securitization, and nothing in these capital 
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Table 9 disclosures, "Equities," would provide market 

participants with an understanding of the types of equity 

securities held by the System bank and how they are valued.  

The disclosures would also provide information on the 

capital allocated to different equity products and the 

amount of unrealized gains and losses.  We understand that 

System banks generally hold few equity securities; 

nevertheless, we believe disclosure of these securities, 

when they are held, is warranted. 

Table 10 disclosures, "Interest Rate Risk for Non-

trading Activities," would require a System bank to provide 

certain quantitative and qualitative disclosures regarding 

the System bank's management of interest rate risks. 

VI. Conforming Changes 

The FCA is proposing a number of conforming changes to 

current FCA regulations as follows: 

• In § 607.2(b), revision of the definition of 

"average risk-adjusted asset base"; 

• In § 614.4351(a)(3), replacement of the reference to 

total surplus with a reference to tier 2 capital; 

• In § 615.5143(a), removal of references to the net 

collateral ratio; 

                                                                                                                                                                             
rules authorizes a System bank to engage in activities relating to 
securitizations that are not otherwise authorized.   
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• In § 615.5200, removal of references to total 

capital, surplus, core surplus, total surplus, and 

unallocated surplus; addition of references to CET1, 

tier 1 capital, total capital, and tier 1 leverage 

ratio; and other minor nonsubstantive and technical 

changes; 

• In § 615.5201, removal of definitions that would no 

longer be used in part 615, subpart H, including 

"bank," "commitment," "credit conversion factor," 

"credit derivative," "credit-enhancing interest-only 

strip," "credit-enhancing representations and 

warranties," "deferred-tax assets that are dependent 

on future income or future events," "direct credit 

substitute," "direct lender institution," 

"externally rated," "face amount," "financial 

asset," "financial standby letter of credit," 

"Government agency," "Government-sponsored agency," 

"institution," "nationally recognized statistical 

rating organization," "non-OECD bank," "OECD," "OECD 

bank," "performance-based standby letter of credit," 

"qualified residential loan," "qualifying bilateral 

netting contract," "qualifying securities firm," 

"recourse," "residual interest," "risk 

participation," "Rural Business Investment Company," 
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"securitization," "servicer cash advance," "total 

capital," "traded position," and "U.S. depository 

institution"; revision of the definitions of 

"permanent capital" and "risk-adjusted asset base"; 

and addition of definitions of "deferred tax assets" 

and "System institution"; 

• In §§ 615.5206 and 615.5208, removal of references 

to the Farm Credit System Financial Assistance 

Corporation in § 615.5206(a); removal of §§ 

615.5206(d) and 615.5208(c), which pertain to the 

Farm Credit System Financial Assistance Corporation; 

and other minor nonsubstantive and technical 

changes; 

• In § 615.5207, revisions in paragraph (f) (requiring 

deduction of an investment in the Funding 

Corporation) and paragraph (j) (elimination of 

exclusion of AOCI and requirement to exclude any 

defined benefit pension fund net asset) to make the 

deductions from the numerator of the permanent 

capital calculation uniform with the deductions from 

the denominator; 

• Removal of §§ 615.5209 through 615.5212, which 

pertain to risk-weighting (the risk-weights for the 
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permanent capital ratio would be the same risk 

weights that would be used for the tier 1 and tier 2 

capital ratios in part 628); 

• In § 615.5220, minor nonsubstantive and technical 

changes; 

• Revision of § 615.5240 to add a reference to the 

regulatory capital standards in proposed part 628; 

• Revision of § 615.5250 to include references to the 

regulatory capital standards in proposed part 628; 

• In § 615.5255, the addition of part 628 capital 

standards and minor nonsubstantive and technical 

changes; 

• In § 615.5270, revision to incorporate restrictions 

and limits on redemptions of equities would be 

included in tier 1 and tier 2 capital in the 

proposed rule; 

• In § 615.5290, minor nonsubstantive and technical 

changes; 

• Removal of part 615, subpart K, which contains the 

requirements for the core surplus, total surplus, 

and net collateral standards; 

• In §§ 615.5350, 615.5352, and 615.5355, replacement 

of references to core surplus, total surplus, and 
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net collateral with references to tier 1 and tier 2 

capital;  

• In § 615.5357, addition of a reference to the 

capital restoration plan in proposed § 628.301; and 

• Revision of § 620.17 to expand the stockholder 

notification requirement to include the regulatory 

capital standards in proposed part 628. 

VII. Proposed Timeframe for Implementation 

Basel III and the Federal regulatory banking agencies' 

rules have numerous phase-in and transition periods for the 

capital regulations lasting from 2014 (2015 for banking 

organizations not using the advanced approaches rules) 

until 2019 or after.  Many of these transition provisions 

pertain to regulatory deductions and adjustments, minority 

interests, and temporary inclusion of non-qualifying 

instruments.  There is also a transition period for the 

capital conservation buffer.  

The FCA is not proposing any transition or phase-in 

periods for regulatory adjustments and deductions.  The 

Federal regulatory banking agencies' transition periods 

serve several purposes.  The agencies, which are members of 

the BCBS, are generally following the transition and phase-

in periods of Basel III and other countries' banking 

regulations.  Since the primary competitors of many U.S. 
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banking organizations are financial institutions that are 

regulated by foreign countries that are also following 

Basel III, there will be a level playing field among such 

competitors.  In addition, the Federal regulatory banking 

agencies note that the various transition periods will give 

the banking organizations they regulate sufficient time to 

build capital to meet the new minimum requirements.   

The FCA believes multiple transition periods of 

varying lengths for multiple adjustments and deductions 

could be unnecessarily burdensome for System institutions 

and for the FCA.  Instead of a single learning curve and 

software re-tooling on the calculation of the new 

framework, institutions and FCA staff would have a new 

learning curve every 4 quarters for the first 4 or more 

years after the rule becomes effective.   

We have analyzed every System institution's call 

report data, and we project that all System institutions 

would meet all the proposed minimum amounts for the CET1, 

tier 1 and total capital risk-based ratios if those 

requirements were in effect today.  In reviewing the 

capital components, we assumed that all institutions would 

adopt required bylaw provisions for inclusion of stock and 

allocated equities in tier 1 and tier 2 capital.  We also 

assumed that no institutions that redeem allocated equities 
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on a cycle of less than 10 years would extend their 

patronage redemption periods in order to include those 

equities in CET1 capital, but rather they would maintain 

existing patronage redemption periods and qualify allocated 

equities as tier 2 capital.  For the risk weightings, we 

used a simple analysis.  For System associations, we 

assumed the proposed risk weightings would not be 

materially different from existing risk weightings in the 

current regulations.  For System banks, we believe that 

certain new risk weights or conversion factors could have a 

material impact but, taken collectively, the impacts should 

net against each other.  For instance, System banks would 

need to hold additional capital for their unconditionally 

cancelable unfunded commitments, but they would hold less 

capital for their end-user derivative portfolios.  In the 

proposed rule, the banks may use credit risk mitigation for 

the collateral posted to derivative counterparties that are 

not available to them under current regulations.    

All System institutions would meet the 5.0 minimum 

tier 1 leverage ratio (including the 1.5-percent component 

of the ratio for URE and equivalents) if the proposed 

requirement were effective today.  Our analysis indicates 

that the leverage ratio would not be a constraining ratio 

for System associations because of their strong capital 
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levels.  The  leverage ratio for associations would be very 

similar to their tier 1 capital risk-based ratio because 

most of their assets are risk weighted at 100 percent. If 

the proposed rule were effective today, the current 

leverage ratios of System banks would, however, be closer 

to, but above, the proposed 5.0-percent tier 1 and a 1.5-

percent URE and URE equivalents component of the minimum 

leverage ratio.  The System banks' tier 1 leverage ratios 

would be significantly lower than their tier 1 risk-based 

ratios because a large portion of their loans are to their 

affiliated associations and are risk-weighted at 20 

percent.   

The FCA has decided to propose a transition period for 

the capital conservation buffer that would commence on 

January 1, 2016, with the buffer fully phased in beginning 

January 1, 2019.  Unlike the adjustments and deductions 

transitions, the calculation of the capital conservation 

buffer would not change over the transition period, and 

there would not be an additional burden to revise the 

calculation each year.  Rather, the amount of the capital 

conservation buffer increases every year until fully phased 

in.  The Federal regulatory banking agencies' capital 

conservation buffer rules also will be fully phased in as 

of January 1, 2019, but their transition period will begin 
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in 2015.  We expect our final rule will become effective 

for the reporting periods beginning in 2016. 

In the event that some System institutions do not meet 

the tier 1 and tier 2 capital standards when the rules 

become effective, we are proposing to permit them to comply 

by submitting a capital restoration plan.  The plan, which 

the institution would be required to submit within 20 days 

of the quarterend during which the new capital standards 

become effective, would describe how the institution 

proposes to achieve and maintain compliance with the new 

requirements, demonstrating progress towards meeting that 

goal.  If the FCA did not approve the plan, the institution 

would have to revise and re-submit the plan.  There is a 

list of factors in the proposed rule that the FCA would 

consider in evaluating a plan.  They include:  (1) 

Circumstances leading to the institution's decrease in 

capital and whether they were caused by the institution or 

by circumstances beyond the institution's control; (2) the 

institution's financial ratios (e.g., capital, adverse 

assets, ALL) compared to those of its peers or industry 

norms; and (3) the institution's previous compliance 

practices; and (4) the views of the institution's directors 

and managers regarding the plan.  If the capital 

restoration plan is adopted by the institution and approved 
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by the FCA within 180 days of the quarterend in which the 

tier 1 and tier 2 capital requirements become effective, 

the institution will be deemed to be in compliance with the 

requirements.125 

VIII. Abbreviations 

ABCP  Asset-Backed Commercial Paper 

ABS  Asset-backed Security 

ADC   Acquisition, Development, or Construction 

AFS   Available For Sale 

ALL   Allowance for Loan Losses  

AOCI  Accumulated Other Comprehensive Income  

BCBS  Basel Committee on Banking Supervision  

BHC   Bank Holding Company 

CCF   Credit Conversion Factor 

CCP   Central Counterparty 

CDS   Credit Default Swap 

CEIO  Credit-Enhancing Interest-Only Strip 

CEM   Current Exposure Method 

CFR   Code of Federal Regulations 

CFPB  Consumer Financial Protection Bureau 

CFTC   Commodity Futures Trading Commission 

                                                           
125 This proposed rule is modeled after current § 615.5336, which was 
adopted in 1997 at the time the FCA adopted the core surplus, total 
surplus, and net collateral requirements.  Several System institutions 
achieved initial compliance with those requirements. 
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CPSS  Committee on Payment and Settlement Systems 

CRC   Country Risk Classifications 

CUSIP  Committee on Uniform Securities Identification 

Procedures 

DAC   Deferred Acquisition Cost 

DCO   Derivatives Clearing Organizations 

DTA   Deferred Tax Asset 

DTL   Deferred Tax Liability 

DvP   Delivery-versus-Payment  

E   Measure of Effectiveness 

EE    Expected Exposure 

ERISA  Employee Retirement Income Security Act of 1974 

FCA  Farm Credit Administration 

FDIC  Federal Deposit Insurance Corporation 

FDICIA  Federal Deposit Insurance Corporation Improvement 

Act of 1991 

FFIEC  Federal Financial Institutions Examination Council 

FHA   Federal Housing Authority 

FHLB  Federal Home Loan Bank 

FHLMC  Federal Home Loan Mortgage Corporation 

FIRREA  Financial Institutions, Reform, Recovery and 

Enforcement Act 

FMU   Financial Market Utility 

FNMA  Federal National Mortgage Association 
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FR   Federal Register 

GAAP  Generally Accepted Accounting Principles (U.S.) 

GNMA  Government National Mortgage Association 

GSE   Government-Sponsored Enterprise 

HAMP  Home Affordable Mortgage Program 

HOLA  Home Owners' Loan Act 

HTM   Held to Maturity 

HVCRE  High-Volatility Commercial Real Estate 

IFRS  International Financial Reporting Standards 

IOSCO  International Organization of Securities 

Commissions 

LTV   Loan-to-Value Ratio 

MBS   Mortgage-backed Security 

MDB   Multilateral Development Bank 

MHC   Mutual Holding Company 

MSA   Mortgage Servicing Assets 

NRSRO  Nationally Recognized Statistical Rating 

Organization 

OCC   Office of the Comptroller of the Currency 

OECD  Organization for Economic Cooperation and 

Development 

OFI   Other Financing Institution 

OMB   Office of Management and Budget 

OTC   Over-the-Counter 
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OTTI   Other Than Temporary Impairment 

PFE   Potential Future Exposure 

PMI   Private Mortgage Insurance 

PMSR  Purchased Mortgage Servicing Right 

PSE   Public Sector Entities 

PvP   Payment-versus-Payment 

QCCP  Qualifying Central Counterparty 

QIS   Quantitative Impact Study 

QM   Qualified Mortgage 

RBA   Ratings-Based Approach 

RBC   Risk-Based Capital 

REIT   Real Estate Investment Trust 

Re-REMIC Resecuritization of Real Estate Mortgage 

Investment Conduit 

SAP Statutory Accounting Principles 

SEC   Securities and Exchange Commission 

SFA   Supervisory Formula Approach  

SLHC  Savings and Loan Holding Company  

SPE   Special Purpose Entity 

SRWA  Simple Risk-Weight Approach 

SSFA  Simplified Supervisory Formula Approach 

U.S.C. United States Code 

VA   Department of Veterans Affairs 

VOBA  Value of Business Acquired 
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WAM   Weighted Average Maturity 

IX. Regulatory Flexibility Act 

Pursuant to section 605(b) of the Regulatory 

Flexibility Act (5 U.S.C. 601 et seq.), the FCA hereby 

certifies that the proposed rule would not have a 

significant economic impact on a substantial number of 

small entities.  Each of the banks in the Farm Credit 

System, considered together with its affiliated 

associations, has assets and annual income in excess of the 

amounts that would qualify them as small entities.  

Therefore, Farm Credit System institutions are not "small 

entities" as defined in the Regulatory Flexibility Act. 

Addendum: Discussion of this Proposed Rule 

Overview 

The FCA is issuing a proposed rule (proposal or 

proposed rule) to update the capital rules for the System by 

adopting certain changes comparable to those suggested by 

the Basel Committee on Banking Supervision (BCBS) to the 

international regulatory capital framework, the Federal 

banking regulatory agencies' regulations, and requirements 

of the Dodd-Frank Act.  Among other things, the proposed 

rule would: 

• Establish minimum risk-based CET1, tier 1, and total 

capital ratio requirements; 
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• Establish a minimum tier 1 leverage ratio 

requirement; 

• Establish a capital conservation buffer below which 

an institution's discretionary cash distributions 

and bonuses would be limited or prohibited without 

FCA approval;  

• Increase capital requirements for past-due loans, 

high volatility commercial real estate exposures, 

and certain short-term loan commitments; 

• Expand the recognition of collateral and guarantors 

in determining risk-weighted assets; 

• Remove references to credit ratings;  

• Establish due diligence requirements for 

securitization exposures; and 

• Increase required regulatory capital disclosures of 

System banks.  

This addendum summarizes this proposed rule.  The FCA 

intends for this addendum to act as a guide for System 

institutions to navigate the proposed rule and identify the 

provisions that may be most relevant to them, but it is not 

comprehensive.  The FCA expects and encourages all System 

institutions to review the proposed rule in its entirety. 
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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. 

A. Capital Components 

1. Common Equity Tier 1 Capital (CET1) 

(a) Common cooperative equities (purchased member 

stock, purchased participation certificates, and allocated 

equities) with the following key criteria (among others): 

• Borrower stock (regardless of redemption or 

revolvement period) up to the statutory minimum of 

$1000 or 2 percent of the loan amount, whichever is 

less; 

• Equities are perpetual; 

• Equities subject to discretionary revolvement or 

redemption are not retired for at least 10 years 

after issuance; 

• Equities can be retired only with FCA prior approval 

(unless it is the statutory minimum borrower stock 

requirement or unless the distribution meets "safe 

harbor" standards) and the System institution has a 

capitalization bylaw providing that it must obtain 

FCA approval prior to redeeming or revolving any 
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equities it includes in CET1 before the end of the 

10-year period; 

• Equities represent a claim subordinated to all 

preferred stock, all subordinated debt, and all 

liabilities of the institution in a receivership, 

liquidation, or similar proceeding; and 

(b) Unallocated retained earnings (URE). 

The FCA is proposing to require System institutions to 

exclude AOCI from CET1. 

2.  Additional Tier 1 Capital (AT1) 

 Equities other than common cooperative equities (i.e., 

equities issued primarily to third-party investors) that 

meet most of the CET1 criteria, except that AT1 capital 

equities represent a claim that ranks senior to all common 

cooperative equities in a receivership, liquidation, or 

similar proceeding. 

3.  Tier 2 Capital 

 (a) Equities, which may be common cooperative equities 

or equities held by third parties, not includable in Tier 1 

with the following key criteria: 

• Equities are perpetual or have an original maturity 

of at least 5 years;  
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• Equities subject to discretionary revolvement or 

redemption are not retired for at least 5 years 

after issuance; and 

• Equities may not be redeemed or revolved prior to 

maturity or the end of the stated revolvement period 

without FCA prior approval (unless the distribution 

meets "safe harbor" standards); 

 (b) Subordinated debt that is not callable for at 

least 5 years and not subject to acceleration except in the 

event of a receivership, liquidation, or similar 

proceeding; and 

 (c) Allowance for losses (ALL) up to 1.25 percent of 

total risk-weighted assets. 

4. Regulatory Adjustments and Deductions 

 (a) Deductions from CET1 Capital 

• Goodwill, intangible assets, gains-on-sale in 

connection with a securitization exposure, and 

defined benefit pension fund net assets, all of 

which are net of associated deferred tax 

liabilities; and 

• The System institution's allocated equity 

investments in another System institution. 



 

259 
 

 (b)  Deductions from regulatory capital using the 

corresponding deduction approach. 

• A System institution's purchased equity investments 

in other System institutions must be deducted using 

the corresponding deduction approach.   

 This means that a System institution would make 

deductions from the component of capital for which the 

underlying instrument qualified if it were issued by the 

System institution itself. 

5.  FCA Prior Approval of Cash Patronage Refunds, Cash 

Dividend Payments, and Allocated Equity Redemptions; "Safe 

Harbor" Treatment for Certain Such Payments 

 FCA prior approval would be required for redemption of 

equities included in tier 1 and tier 2, comparable to Basel 

III and the banking agencies' rule.  Prior approval is also 

required for cash dividends and cash patronage in excess of 

a specified level, comparable to U.S. banking law and 

regulations.  An exception to the FCA prior approval 

requirement is that System institutions could retire member 

stock up to an amount equal to the Farm Credit Act's minimum 

member-borrower stock requirement of $1,000 or 2 percent of 

the member's loan, whichever is less.  In addition, this 

amount of borrower stock would not have to be outstanding 

for a minimum period of 10 years in order for the 
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institution to include it in CET1.  However, redemptions of 

such amounts of stock would be included in the calculation 

for the "safe harbor" in proposed § 628.22(f)(5). 

 Under the proposed "safe harbor," FCA prior approval 

is deemed to be granted (i.e., a request for approval does 

not have to be made to the FCA) for cash distributions to 

pay dividends, patronage, or revolvements and redemptions 

of common cooperative equities provided that: 

 (a) For revolvements or redemptions of common 

cooperative equities included in CET1 capital, such 

equities were issued or allocated at least 10 years ago; 

 (b) For revolvements or redemptions of common 

cooperative equities included in Tier 2 capital, such 

equities were issued or allocated at least 5 years ago; 

 (c) After such cash distributions, the dollar amount 

of the System institution's CET1 capital equals or exceeds 

the dollar amount of CET1 capital on the same date of the 

previous calendar year; and 

 (d) After such cash distributions, the System 

institution continues to comply with all minimum regulatory 

capital requirements and supervisory or enforcement 

actions. 
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6.  Capital Conservation Buffer 

 The capital conservation buffer of 2.5 percent 

provides a cushion above regulatory capital minimums.  The 

buffer's purpose is to restrict an institution's 

discretionary distributions of earnings before that 

institution reaches the minimum capital requirements.  

 If a System institution's CET1, tier 1 and total 

capital ratios exceed minimum requirements, the capital 

conservation buffer is proposed to be the lowest of the 

following: 

• The System institution's CET1 capital ratio minus 

the System institution's minimum CET1 capital ratio 

of 4.5 percent;  

• The System institution's tier 1 capital ratio minus 

the System institution's minimum tier 1 capital 

ratio of 6 percent; and 

• The System institution's total capital ratio minus 

the System institution's minimum total capital ratio 

of 8 percent. 

 If the CET1 ratio, tier 1 ratio, or total capital 

ratio does not exceed minimum requirements, then the 

capital conservation buffer would be zero. 
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B.  Risk Weightings 

1.  Zero-Percent (0%) Risk-Weighted Exposures 

• An exposure to the U.S. Government, its central 

bank, or a U.S. Government agency -- 

§ 628.32(a)(1)(i)(A); 

• The portion of an exposure that is directly and 

unconditionally guaranteed by the U.S. Government, 

its central bank, or a U.S. Government agency -- 

§ 628.32(a)(1)(i)(B); 

• An exposure to a sovereign entity that meets certain 

criteria (as discussed below) -- § 628.32(a) and 

Table 1; 

• Exposures to certain supranational entities and 

multilateral development banks -- § 628.32(b); 

• Cash -- § 628.32(l); 

• Certain gold bullion -- § 628.32(l); 

• Certain exposures that arise from the settlement of 

cash transactions with a central counterparty -- 

§ 628.32(l); 

• An exposure to an OTC derivative contract that meets 

certain criteria -- § 628.37(b)(3)(i); 
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• The collateralized portion of an exposure with 

respect to which the financial collateral meets 

certain criteria -- § 628.37(b)(3)(iii); and 

• An equity exposure to any entity whose credit 

exposures receive a 0-percent risk weight -- 

§ 628.52(b)(1). 

2. Twenty-Percent (20%) Risk-Weighted Exposures 

• The portion of an exposure that is conditionally 

guaranteed by the U.S. Government, its central bank, 

or a U.S. Government agency -- § 628.32(a)(1)(ii); 

• An exposure to a sovereign entity that meets certain 

criteria (as discussed below) -- § 628.32(a) and 

Table 1; 

• An exposure to a GSE, other than an equity exposure 

or preferred stock -- § 628.32(c)(1); 

• Most exposures to U.S.-  or state-organized 

depository institutions or credit unions, including 

those that are OFIs -- § 628.32(d)(1); 

• An exposure to a foreign bank that meets certain 

criteria (as discussed below)  -- § 628.32(d)(2) and 

Table 2; 

• A general obligation exposure to a U.S. or state PSE 

-- § 628.32(e)(1)(i); 



 

264 
 

• An exposure to a non-U.S. PSE that meets certain 

criteria (as discussed below) --  § 628.32(e)(2), 

(e)(3), and (e)(4)(i) and Table 3; 

• Cash items in the process of collection -- 

§ 628.32(l)(2); 

• A loan that a System bank makes to an association (a 

direct loan) -- § 628.32(m); and 

• An equity exposure to a PSE or the Federal 

Agricultural Mortgage Corporation (Farmer Mac) -- 

§ 628.52(b)(2). 

3.  Fifty-Percent (50%) Risk-Weighted Exposures 

• An exposure to a sovereign entity that meets certain 

criteria (as discussed below) -- § 628.32(a) and 

Table 1; 

• An exposure to a foreign bank that meets certain 

criteria (as discussed below)  -- § 628.32(d)(2) and 

Table 2; 

• A revenue obligation exposure to a U.S. or state PSE 

-- § 628.32(e)(1)(ii); 

• An exposure to a non-U.S. PSE that meets certain 

criteria (as discussed below) --  § 628.32(e)(2), 

(e)(3), (e)(4)(ii) and Tables 3 and 4; and 
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• First lien residential mortgage exposures that meet 

certain criteria -- § 628.32(g). 

4.  One Hundred-Percent (100%) Risk-Weighted Exposures 

• An exposure to a sovereign entity that meets certain 

criteria (as discussed below) -- § 628.32(a) and 

Table 1; 

• Preferred stock issued by a GSE -- § 628.32(c)(2); 

• An exposure to a foreign bank that meets certain 

criteria (as discussed below)  -- § 628.32(d)(2) and 

Table 2; 

• An exposure to a non-U.S. PSE that meets certain 

criteria (as discussed below) --  § 628.32(e)(2), 

(e)(3), (e)(5) and Tables 3 and 4;  

• All corporate exposures -- § 628.32(f).  This 

category would include the following: 

o Borrower loans such as agricultural loans and 

consumer loans, regardless of the corporate 

form, of the borrower, unless those loans 

qualify for different risk weights under other 

risk-weighting provisions; 

o System bank exposures to OFIs that do not 

satisfy the criteria for a 20-percent risk 

weight; and 
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o Premises, fixed assets, and other real estate 

owned; 

• All residential mortgage exposures that do not 

satisfy the criteria for a 50-percent risk weight -- 

§ 628.32(g); 

• DTAs arising from temporary differences that could 

be realized through net operating loss carrybacks -- 

§ 628.32(l)(3); 

• All MSAs -- § 628.32(l)(4);  

• All assets that are not specifically assigned a 

different risk weight and that are not deducted from 

tier 1 or tier 2 capital pursuant to § 628.22 -- 

§ 628.32(l)(5); 

• Certain equity exposures authorized under 

§ 615.5140(e) -- § 628.52(b)(3)(i); 

• The effective portion of a hedge pair -- 

§ 628.52(b)(3)(ii); and 

• Non-significant equity exposures -- 

§ 628.52(b)(3)(iii). 



 

267 
 

5.  One Hundred Fifty-Percent (150%) Risk-Weighted 

Exposures 

• An exposure to a sovereign entity that meet certain 

criteria (as discussed below) -- § 628.32(a) and 

Table 1; 

• A sovereign exposure, if an event of sovereign 

default has occurred during the previous 5 years -- 

§ 628.32(a)(6) and Table 1; 

• An exposure to a foreign bank, if an event of 

sovereign default has occurred during the previous 5 

years in the foreign bank's home country -- 

§ 628.32(d)(2)(iv) and Table 2; 

• An exposure to a non-U.S. PSE that meets certain 

criteria (as discussed below) --  § 628.32(e)(2), 

(e)(3), (e)(5) and Tables 3 and 4; 

• An exposure to a PSE, if an event of sovereign 

default has occurred during the previous 5 years in 

the PSE's home country -- § 628.32(e)(6) and Tables 

3 and 4; 

• HVCRE exposures -- § 628.32(j); and 

• The portion of a past due exposure that is not 

guaranteed or that is not secured by financial 

collateral (except for a sovereign exposure or a 
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residential mortgage exposure, both risk-weighted as 

discussed above) -- § 628.32(k). 

6. Six Hundred-Percent (600%) Risk-Weighted Exposures 

• An equity exposure to an investment firm, provided 

that the investment firm meets specified conditions 

-- § 628.52(b). 

7.  One Thousand Two Hundred Fifty-Percent (1,250%) Risk-

Weighted Exposures 

• Certain high-risk securitization exposures, such as 

CEIO strips -- §§ 628.41 – 628.45.    

8.  Past Due Exposures (90 days or more past due or in 

nonaccrual status) 

• One hundred (100) percent -- residential mortgage 

exposures -- § 628.32(g); 

• A System institution may assign a risk weight to the 

guaranteed portion of a past due exposure based on 

the risk weight that applies under § 628.36 if the 

guarantee or credit derivative meets the 

requirements of that section -- § 628.32(k)(2); 

• A System institution may assign a risk weight to the 

portion of a past due exposure that is 

collateralized by financial collateral based on the 

risk weight that applies under § 628.37 if the 
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financial collateral meets the requirements of that 

section -- § 628.32(k)(3); and 

• One hundred fifty (150) percent -- all other past 

due exposures -- § 628.32(k). 

9.  Conversion Factors for Off-Balance Sheet Items -- 

§ 628.33 

• Zero percent (0%) – the unused portion of a 

commitment that is unconditionally cancellable by 

the System institution; 

• Twenty percent (20%) – 

o Commitment with an original maturity of 14 

months or less that is not unconditionally 

cancellable by the System institution; and 

o Self-liquidating, trade-related contingent 

items that arise from the movement of goods, 

with an original maturity of 14 months or less; 

• Fifty percent (50%) – 

o Commitments with an original maturity of more 

than 14 months that are not unconditionally 

cancellable by the System institution; and 

o Transaction-related contingent items, including 

performance bonds, bid bonds, warranties, and 

performance standby letters of credit; 
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• One hundred percent (100%) – 

o Guarantees; 

o Repurchase agreements (the off-balance sheet 

component of which equals the sum of the 

current fair values of all positions the System 

institution has sold subject to repurchase);  

o Credit-enhancing representations and warranties 

that are not securitization exposures; 

o Off-balance sheet securities lending 

transactions (the off-balance sheet component 

of which equals the sum of the current fair 

values of all positions the System institution 

has lent under the transaction); 

o Off-balance sheet securities borrowing 

transactions (the off-balance sheet component 

of which equals the sum of the current fair 

values of all non-cash positions the System 

institution has posted as collateral under the 

transaction); 

o Financial standby letters of credit; and 

o Forward agreements. 
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10.  Over-the-Counter (OTC) Derivative Contracts -- 

§ 628.34  

The System institution would determine the risk-based 

capital requirement for a derivative contract by determining 

the exposure amount and then assigning a risk weight based 

on the counterparty or collateral.  The exposure amount is 

the sum of current exposure plus potential future credit 

exposure (PFE).  The current credit exposure is the greater 

of 0 or the mark-to-fair value of the derivative contract.  

The PFE is generally the notional amount of the derivative 

contract multiplied by a credit conversion factor for the 

type of derivative contract.  Table 1 to proposed § 628.34 

shows the credit conversion factors for derivative 

contracts. 

11.  Treatment of Cleared Transactions -- § 628.35 

The proposal introduces a specific capital treatment 

for exposures to central counterparties (CCPs), including 

certain transactions conducted through clearing members by 

System institutions that are not themselves clearing members 

of a CCP.  Proposed § 628.35 describes the capital treatment 

of cleared transactions and of default fund exposures to 

CCPs, including more favorable capital treatment for cleared 

transactions through CCPs that meet certain criteria. 
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12.  Treatment of Guarantees -- § 628.36 

The proposal would allow a System institution to 

substitute the risk weight of an eligible guarantor for the 

risk weight otherwise applicable to the guaranteed exposure. 

This treatment would apply only to eligible guarantees and 

eligible credit derivatives, and it would provide certain 

adjustments for maturity mismatches, currency mismatches, 

and situations where restructuring is not treated as a 

credit event.  To be an eligible guarantee, the guarantee 

would be required to be from an eligible guarantor (as 

defined in the proposal) and would have to satisfy the 

definitional requirements of eligible guarantee. 

13.  Treatment of Collateralized Transactions -- § 628.37 

The proposal allows System institutions to recognize 

the risk-mitigating benefits of financial collateral (as 

defined) in risk-weighted assets.  In all cases, the System 

institution would be required to have a perfected, first 

priority interest in the financial collateral. 

 Where the collateral satisfies specified criteria, a 

System institution could use the simple approach – that is, 

it could apply a risk weight to the portion of an exposure 

that is secured by the fair value of financial collateral 

by using the risk weight of the collateral.  There is a 

general risk weight floor of 20 percent. 
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For repo-style transactions, eligible margin loans, 

collateralized derivative contracts, and single-product 

netting sets of such transactions, a System institution 

could instead use the collateral haircut approach – that is, 

it could reduce the amount of exposure to be risk weighted 

(rather than substituting the risk weight of the 

collateral). 

A System institution would be required to use the same 

approach for similar exposures or transactions. 

14.  Unsettled Transactions -- § 628.38 

The proposal provides for a separate risk-based capital 

requirement for transactions involving securities, foreign 

exchange instruments, and commodities that have a risk of 

delayed settlement or delivery. The proposed capital 

requirement would not, however, apply to certain types of 

transactions, including cleared transactions that are 

marked-to-market daily and subject to daily receipt and 

payment of variation margin. The proposal contains separate 

treatments for delivery-versus-payment (DvP) and payment-

versus-payment (PvP) transactions with a normal settlement 

period, and non-DvP/non-PvP transactions with a normal 

settlement period. 
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15.  Securitization Exposures -- §§ 628.41 – 628.45 

The proposed rule introduces due diligence and other 

requirements for System institutions that own, originate, or 

purchase securitization exposures and introduces a new 

definition of securitization exposure.  Under the proposed 

rule, a System institution that originates the underlying 

exposures included in a securitization could have a 

securitization exposure and, if so, would be subject to the 

requirements. 

Note that mortgage-backed pass-through securities (for 

example, those guaranteed by FHLMC or FNMA) do not meet the 

proposed definition of a securitization exposure because 

they do not involve a tranching of credit risk.  Rather, 

only those MBS that involve tranching of credit risk would 

be securitization exposures. 

16.  Equity Exposures -- §§ 628.51 – 628.52  

A System institution would apply a simple risk-weight 

approach (SRWA) to determine the risk weight for equity 

exposures that are not exposures to an investment fund.  

17.  Equity Exposures to Investment Funds -- § 628.53 

The proposals described in this section would apply to 

equity exposures to investment funds such as mutual funds, 

but not to hedge funds or other leveraged investment funds.  

For exposures to investment funds (other than certain equity 
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exposures authorized under § 615.5140(e), for which the 

risk-weighted asset amount is equal to their adjusted 

carrying value for the fund), a System institution must use 

one of three risk-weighting approaches:  the full-look 

through approach; the simple modified look-through 

approach; or the alternative modified look-through 

approach. 

18.  Foreign Exposures – § 628.32(a), (d), and (e), and 

Tables 1, 2, 3, and 4  

Under the proposal a System institution would risk weight 

an exposure to a foreign government, foreign public sector 

entity (PSE), and a foreign bank based on the Country Risk 

Classification (CRC) that is applicable to the foreign 

government, or the home country of the foreign PSE or 

foreign bank.  If a foreign country does not have a CRC, the 

risk weighting for its government, PSEs, and banks would 

depend on whether or not the country is a member of the 

Organization for Economic Cooperation and Development 

(OECD).  A sovereign exposure would be assigned a 150-

percent risk weight immediately upon determining that an 

event of sovereign default has occurred, or if an event of 

sovereign default has occurred during the previous 5 years. 

The risk weights for foreign sovereigns, foreign banks, 

and foreign PSEs are shown in the tables below: 
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TABLE 1 – RISK WEIGHTS FOR FOREIGN 
SOVEREIGN EXPOSURES 
 Risk Weight 

(in percent) 

Sovereign CRC 

0-1 0 
2 20 
3 50 
4-6 100 
7 150 

OECD Member with no 
CRC 

0 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
 

TABLE 2 – RISK WEIGHTS FOR EXPOSURES TO 
FOREIGN BANKS 
 Risk Weight 

(in percent) 

Sovereign CRC 

0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with no 
CRC 

20 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
 

TABLE 3 – RISK WEIGHTS FOR FOREIGN PSE 
GENERAL OBLIGATIONS 
 Risk Weight 

(in percent) 

Sovereign CRC 

0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with no 
CRC 

20 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
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TABLE 4 – RISK WEIGHTS FOR FOREIGN PSE 
REVENUE OBLIGATIONS 
 Risk Weight 

(in percent) 

Sovereign CRC 
0-1 50 
2-3 100 
4-7 150 

OECD Member with no 
CRC 

50 

Non-OECD Member with 
no CRC 

100 

Sovereign Default 150 
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19. Summary Comparison of Current Risk-Weighting Rules versus Proposed Risk-Weighting 

Rules 

Category Current Risk Weight 
(in general) 

Proposal Comments 

Risk Weights for On-Balance Sheet Exposures Under Current and Proposed Rules 
Cash  0% 0%  
Direct exposures to 
or unconditionally 
guaranteed by the 
U.S. Government, its 
central bank, or a U.S. 
Government agency 

0% 0%  

Exposures to certain 
supranational 
entities and 
multilateral 
development banks 

20% 0%  

Cash items in the 
process of collection 

20% 20%  

Conditional exposures 
to the U.S. 
Government 

20% 20% A conditional 
exposure is one 
that requires the 
satisfaction of 
certain conditions, 
for example, 
servicing 
requirements 

Exposures to 
Government-sponsored 
entities (GSEs) 

20% (including  
preferred stock) 
 

20% -- exposures 
other than preferred 
stock and equity 
exposures 
 
100% -- preferred 
stock 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Most exposures to 
U.S. depository 
institutions or 
credit unions 
(including those that 
are OFIs) 

20% 
 
 

20% 
 
 

 

Exposures to U.S. 
public sector 
entities (PSEs) 

20% -- general 
obligations 
50% -- revenue 
obligations 

20% -- general 
obligations 
50% -- revenue 
obligations 

 

Exposures to other 
System institutions 
that are not deducted 
from tier 1 or tier 2 
capital 

20% 20%  

Corporate exposures 
(including exposures 
to OFIs that do not 
satisfy the criteria 
for a lower risk 
weight and 
agricultural 
borrowers) 

100% 100% 
 

 

High volatility 
commercial real 
estate (HVCRE) loans 

100% (not specifically 
addressed) 

150%  

Past due exposures Generally no change 
when an exposure is 
past due 
 
Past due QRLs -- 100% 

100% -- residential 
mortgage exposures 
 
150% -- all other 
exposures, for the 
portion that is not 
guaranteed or 
secured by financial 
collateral 

90 days or more 
past due or in 
nonaccrual 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Servicing assets 100% (not specifically 
addressed) --  
mortgage servicing 
assets (MSAs) and non-
MSAs 

100% -- MSAs 
 
(Non-MSAs deducted 
from capital) 

 

Deferred tax assets  Certain DTAs deducted 
from capital 
 
Other DTAs -- 100% (not 
specifically addressed)  
 

100% -- DTAs arising 
from temporary 
differences that 
could be realized 
through net 
operating 
carrybacks. 
 
(Other DTAs deducted 
from capital) 
 

 

Assets not 
specifically assigned 
to a risk-weight 
category and not 
deducted from tier 1 
or tier 2 capital 

100% 100% Includes: 
--borrower loans 
such as 
agricultural loans 
and consumer loans, 
unless qualify for 
50% risk weighting 
 
--premises, fixed 
assets, and other 
real estate owned 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Exposures to foreign 
governments and their 
central banks 

0% for direct and 
unconditional claims 
on OECD governments 
 
20% for conditional 
claims on OECD 
governments  
 
100% for claims on 
non-OECD governments.  

Risk weight depends 
on Country Risk 
Classification (CRC) 
applicable to the 
sovereign.  If there 
is no CRC, depends 
on OECD membership.  
Risk weights range 
between 0% and 150%. 
150% for a sovereign 
that has defaulted 
within the previous 
5 years. 

 

Exposures to foreign 
banks 

20% for claims on 
banks in OECD 
countries 
 
20% for short-term 
claims on banks in 
non-OECD countries 
 
100% for long-term 
claims on banks in 
non-OECD countries 

Risk weight depends 
on home country's 
CRC rating.  If 
there is no CRC, 
depends on OECD 
membership of home 
country.  Risk 
weights range 
between 20% and 
150%. 
 
150% in the case of 
a sovereign default 
in the bank's home 
country 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Claims on foreign 
PSEs 

20% for general 
obligations of states 
and political 
subdivisions of OECD 
countries 
 
50% for revenue 
obligations of states 
and political 
subdivisions of OECD 
countries 
 
100% for all 
obligations of states 
and political 
subdivisions of non-
OECD countries 

Risk weight depends 
on the home 
country's CRC.  If 
there is no CRC, 
risk depends on OECD 
membership of home 
country.  Risk 
weights range 
between 20% and 150% 
for general 
obligations and 
between 50% and 150% 
for revenue 
obligations. 
 
150% for a PSE in a 
home country with a 
sovereign default. 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

MBS, ABS, and 
structured securities 

Ratings-based approach 
 
 

Deduction for the 
after-tax gain-on-
sale of a 
securitization 
 
1,250% risk weight 
for a CEIO 
 
100% for interest- 
only MBS that are 
not credit- 
enhancing 
 
System institutions 
may elect to follow 
a gross up approach 
– senior 
securitization 
tranches are 
assigned the risk 
weight association 
with the underlying 
exposures. 
 
System institutions 
may instead elect to 
follow the 
simplified 
supervisory formula 
approach (SSFA) – 
requires various 
data inputs to a 
supervisory formula. 
exposure. 
 

 



 

284 
 

Category Current Risk Weight 
(in general) 

Proposal Comments 

  Alternatively, 
System institutions 
may apply a 1,250% 
risk weight to any 
securitization. 

 

Unsettled 
transactions 

Not addressed. 100%, 625%, 937.5%, 
and 1,250% for DvP 
or PvP transactions 
depending on the 
number of business 
days past the 
settlement date. 
 
1,250% for non-DvP, 
non-PvP transactions 
more than 5 days 
past the settlement 
date. 
 
The proposed capital 
requirement for 
unsettled 
transactions would 
not apply to cleared 
transactions that 
are marked-to-market 
daily and subject to 
daily receipt and 
payment of variation 
margin. 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Equity exposures 100%  0% risk weight: 
equity exposures to 
any entity whose 
credit exposures 
receive a 0% risk 
weight 
 
20%: Equity 
exposures to a PSE 
or Farmer Mac 
 
100%: Certain equity 
exposures authorized 
under § 615.5140(e), 
equity exposures to 
effective portions 
of hedge pairs, and 
equity exposures to 
non-significant 
equity investments 
 
 
600%: Equity 
exposures to 
investment firms 
that satisfy certain 
conditions 

 

Equity exposures to 
investment funds 

There is a 20% risk 
weight floor on mutual 
fund holdings. 
 
 

Except for certain 
equity exposures 
authorized under 
§ 615.5140(e), 
choose among three 
approaches:  full 
look-through; simple 
modified look-
through; and 
alternative modified 
look-through. 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Full look-through: 
Risk weight the 
assets of the fund 
(as if owned 
directly) multiplied 
by the System 
institution's 
proportional 
ownership in the 
fund. 
 
Simple modified 
look-through: 
Multiply the System 
institution's 
exposure by the risk 
weight of the 
highest risk weight 
asset in the fund. 
 
Alternative modified 
look- through: 
Assign risk weight 
on a pro rata basis 
based on the 
investment limits in 
the fund's 
prospectus. 
 
For certain equity 
exposures authorized 
under § 615.5140(e), 
risk-weighted asset 
amount = adjusted 
carrying value. 

Credit Conversion Factors (CCF) Under the Current and Proposed Rules 
CCF for off-balance 
sheet items 

0% for the unused 
portion of a 
commitment with an 

0% for the unused 
portion of a 
commitment that is 

 



 

287 
 

Category Current Risk Weight 
(in general) 

Proposal Comments 

original maturity of 
14 months or less, or 
which is 
unconditionally 
cancellable by the 
System institution at 
any time. 
 
20% for short-term, 
self-liquidating, 
trade-related 
contingent items. 
 
50% for the unused 
portion of a 
commitment with an 
original maturity of 
more than 14 months 
that is not 
unconditionally 
cancellable by the 
System institution. 
 
50% for transaction-
related contingent 
items (performance 
bonds, bid bonds, 
warranties, and 
standby letters of 
credit). 
 
100% for guarantees, 
repurchase agreements, 
securities lending and 
borrowing 
transactions, 
financial standby 
letters of credit, and 
forward agreements. 

unconditionally 
cancellable by the 
System institution. 
 
20% for the unused 
portion of a 
commitment with an 
original maturity of 
14 months or less 
that is not 
unconditionally 
cancellable by the 
System institution. 
 
20% for self- 
liquidating trade- 
related contingent 
items that arise 
from the movement of 
goods, with an 
original maturity of 
14 months or less. 
 
50% for the unused 
portion of a 
commitment over 14 
months that is not 
unconditionally 
cancellable by the 
System institution. 
 
50% for transaction-
related contingent 
items (performance 
bonds, bid bonds, 
warranties, and 
standby letters of 
credit). 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

100% for guarantees, 
repurchase 
agreements, 
securities lending 
and borrowing 
transactions, 
financial standby 
letters of credit, 
and forward 
agreements. 

OTC derivative 
contracts (except 
cleared transactions) 

Calculation of off-
balance sheet credit 
equivalents based on 
current exposure plus 
potential future 
exposure and a set of 
conversion factors. 

Calculation of off- 
balance sheet credit 
equivalents amount 
based on current 
exposure plus 
potential future 
exposure and a 
revised set of 
conversion factors. 
 
Recognition of 
credit risk 
mitigation of 
collateralized OTC 
derivative 
contracts. 

 

Cleared transactions Not specifically 
addressed. 

If collateral posted 
with a qualified 
central 
counterparty, and 
subject to specific 
requirements, then 
assign 2 percent; or 
 
If requirements not 
met, then assign 4 
percent. 
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Category Current Risk Weight 
(in general) 

Proposal Comments 

Credit Risk Mitigation Under the Current and Proposed Rules 
Guarantees Generally recognizes 

guarantees provided by 
central governments, 
GSEs, PSEs in OECD 
countries, 
multilateral lending 
institutions, regional 
development 
institutions, U.S. 
depository 
institutions, foreign 
banks, and qualifying 
securities firms in 
OECD countries. 
 
 

Recognizes 
guarantees from 
eligible guarantors, 
as defined.  
 
Substitution 
treatment allows the 
System institution 
to substitute the 
risk weight of the 
protection provider 
for the risk weight 
ordinarily assigned 
to the exposure.  
 
Applies only to 
eligible guarantees 
and eligible credit 
derivatives, and 
adjusts for maturity 
mismatches, currency 
mismatches, and 
where restructuring 
is not treated as a 
credit event. 

Claims 
conditionally 
guaranteed by the 
U.S. government 
receive a risk 
weight of 20 
percent. 



 

290 
 

Category Current Risk Weight 
(in general) 

Proposal Comments 

Collateralized 
transactions 

No recognition For financial 
collateral only, the 
proposal provides 
two approaches: 
 
1. Simple approach 
A System institution 
may apply a risk 
weight to the 
portion of an 
exposure that is 
secured by the fair 
value of collateral 
by using the risk 
weight of the 
collateral – with a 
general risk weight 
floor of 20%. 
 
2. Collateral 
haircut approach 
A System institution 
may use standard 
supervisory haircuts 
for eligible margin 
loans, repo- style 
transactions, and 
collateralized 
derivative 
contracts. 

Financial 
collateral does not 
include does not 
include 
collateral such 
as real estate or 
chattel.  In all 
cases the System 
institution must 
have a perfected, 
1st priority 
interest. 
 
For the simple 
approach there must 
be a collateral 
agreement for at 
least the life of 
the exposure; 
collateral must be 
revalued at least 
every 6 months; 
collateral other 
than gold must be 
in the same 
currency. 
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20. Disclosure Requirements -- §§ 628.61 – 628.63 

(including Tables 1 – 10) 

The proposed rule would require each System bank, 

generally on a quarterly basis, to make public disclosures 

related to its capital requirements.  Disclosures would be 

required as follows: 

Table 1 – Scope of Application – would provide the 

basic context underlying regulatory capital calculations. 

Table 2 – Capital Structure – would provide summary 

information on the terms and conditions of the main 

features of regulatory capital instruments.  Would also 

require disclosure of the total amount of CET1, tier 1, and 

total capital, with separate disclosures for deductions and 

adjustments to capital. 

Table 3 – Capital Adequacy – would provide information 

on a System bank's approach for categorizing and risk-

weighting its exposures, as well as the amount of total 

risk-weighted assets. 

Table 4 – Capital Conservation Buffer – would require 

a System bank to disclosure the capital conservation 

buffer, the eligible retained income and any limitations on 

capital distributions and certain discretionary bonus 

payments, as applicable. 
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Table 5 – Credit Risk:  General Disclosures – would 

require a System bank to disclose information pertaining to 

its general credit risk. 

Table 6 – General Disclosure for Counterparty Credit 

Risk-Related Exposures – would require a System bank to 

disclose information pertaining to its counterparty credit 

risk. 

Table 7 – Credit Risk Mitigation – would require a 

System bank to disclose information pertaining to credit 

risk mitigation. 

Table 8 – Securitization – would provide information to 

market participants on the amount of credit risk transferred 

and retained by a System bank through securitization 

transactions, the types of products involved in the System 

bank's securitizations, the risks inherent in the System 

bank's securitized assets, the System bank's policies 

regarding credit risk mitigation, and the names of any 

entities that provide external credit assessments of a 

securitization.126  Securitization transactions in which the 

originating System bank does not retain any securitization 

                                                           
126 For purposes of these disclosures (and these capital regulations), a 
System bank would be considered to have securitized assets if assets that it 
originated or purchased from third parties are included in a 
securitization. 



 

293 

exposure would be shown separately and would only be 

reported for the year of inception of the transaction.127 

Table 9 – Equities – would provide market participants 

with an understanding of the types of equity securities 

held by the System bank and how they are valued.  Would 

also provide information on the capital allocated to 

different equity products and the amount of unrealized 

gains and losses. 

Table 10 – Interest Rate Risk for Non-Trading 

Activities – would require a System bank to provide certain 

quantitative and qualitative disclosures regarding the 

System bank's management of interest rate risks. 

List of Subjects 
 
12 CFR Part 607 

Accounting, Agriculture, Banks, banking, Reporting and 

recordkeeping requirements, Rural areas. 

12 CFR Part 614 

Agriculture, Banks, banking, Foreign trade, Reporting 

and recordkeeping requirements, Rural areas. 

12 CFR Part 615 

                                                           
127 A System bank is authorized to act as an "originating System 
institution," which the proposed regulation would define as a System 
institution that directly or indirectly originated the underlying 
exposures included in a securitization.  
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Accounting, Agriculture, Banks, banking, Government 

securities, Investments, Rural areas. 

12 CFR Part 620 

Accounting, Agriculture, Banks, banking, Reporting and 

recordkeeping requirements, Rural areas. 

12 CFR Part 628 
 

Accounting, Agriculture, Banks, banking, Capital, 

Government securities, Investments, Rural areas. 

For the reasons stated in the preamble, parts 607, 

614, 615, 620, and 628 of chapter VI, title 12 of the Code 

of Federal Regulations are proposed to be amended as 

follows: 

PART 607—ASSESSMENT AND APPORTIONMENT OF ADMINISTRATIVE 

EXPENSES 

1. The authority citation for part 607 continues to 

read as follows: 

 Authority:  Secs. 5.15, 5.17 of the Farm Credit Act 

(12 U.S.C. 2250, 2252) and 12 U.S.C. 3025. 

2. Section 607.2 is amended by revising paragraph 

(b) introductory text to read as follows: 

§ 607.2   Definitions. 

*  *  *  *  * 

(b) Average risk-adjusted asset base means the 

average of the risk-adjusted asset base (as defined in 
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§ 615.5201 of this chapter) of banks, associations, and 

designated other System entities, calculated as follows: 

*  *  *  *  * 

PART 614--LOAN POLICIES AND OPERATIONS 

3. The authority citation for part 614 continues to 

read as follows: 

Authority:  42 U.S.C. 4012a, 4104a, 4104b, 4106, and 

4128; secs. 1.3, 1.5, 1.6, 1.7, 1.9, 1.10, 1.11, 2.0, 2.2, 

2.3, 2.4, 2.10, 2.12, 2.13, 2.15, 3.0, 3.1, 3.3, 3.7, 3.8, 

3.10, 3.20, 3.28, 4.12, 4.12A, 4.13B, 4.14, 4.14A, 4.14C, 

4.14D, 4.14E, 4.18, 4.18A, 4.19, 4.25, 4.26, 4.27, 4.28, 

4.36, 4.37, 5.9, 5.10, 5.17, 7.0, 7.2, 7.6, 7.8, 7.12, 

7.13, 8.0, 8.5 of the Farm Credit Act (12 U.S.C. 2011, 

2013, 2014, 2015, 2017, 2018, 2019, 2071, 2073, 2074, 2075, 

2091, 2093, 2094, 2097, 2121, 2122, 2124, 2128, 2129, 2131, 

2141, 2149, 2183, 2184, 2201, 2202, 2202a, 2202c, 2202d, 

2202e, 2206, 2206a, 2207, 2211, 2212, 2213, 2214, 2219a, 

2219b, 2243, 2244, 2252, 2279a, 2279a-2, 2279b, 2279c-1, 

2279f, 2279f-1, 2279aa, 2279aa-5); sec. 413 of Pub. L. 100-

233, 101 Stat. 1568, 1639. 

4. Section 614.4351 is amended by revising paragraph 

(a)(3) to read as follows: 

§ 614.4351  Computation of lending and leasing limit base. 

 (a)  *  *  * 
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(3)  Any amounts of preferred stock not eligible to be 

included in tier 2 capital as defined in § 628.2 must be 

deducted from the lending limit base. 

*  *  *  *  * 

PART 615--FUNDING AND FISCAL AFFAIRS, LOAN POLICIES AND 

OPERATIONS, AND FUNDING OPERATIONS 

5.  The authority citation for part 615 is revised to 

read as follows: 

 Authority:  Secs. 1.5, 1.7, 1.10, 1.11, 1.12, 2.2, 

2.3, 2.4, 2.5, 2.12, 3.1, 3.7, 3.11, 3.25, 4.3, 4.3A, 4.9, 

4.14B, 4.25, 5.9, 5.17, 6.20, 6.26, 8.0, 8.3, 8.4, 8.6, 

8.7, 8.8, 8.10, 8.12 of the Farm Credit Act (12 U.S.C. 

2013, 2015, 2018, 2019, 2020, 2073, 2074, 2075, 2076, 2093, 

2122, 2128, 2132, 2146, 2154, 2154a, 2160, 2202b, 2211, 

2243, 2252, 2278b, 2278b-6, 2279aa, 2279aa-3, 2279aa-4, 

2279aa-6, 2279aa-7, 2279aa-8, 2279aa-10, 2279aa-12); sec. 

301(a), Pub. L. 100-233, 101 Stat. 1568, 1608; sec. 939A, 

Pub. L. 111-203, 124 Stat. 1326, 1887 (15 U.S.C. 78o-7 

note). 

6.  Section 615.5143 is amended by revising paragraphs 

(a)(3) and (b)(4) to read as follows: 

§ 615.5143 Management of ineligible investments and 

reservation of authority to require divestiture. 

(a)  *  *  * 
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(3) It must be excluded as collateral under 

§ 615.5050. 

(b)  *  *  * 

 (4) You may continue to hold the investment as 

collateral under § 615.5050 at the lower of cost or market 

value. 

*  *  *  *  * 

 7.  Sections 615.5200 and 615.5201 are revised to read 

as follows: 

§ 615.5200 Capital planning. 

 (a) The Board of Directors of each System institution 

shall determine the amount of capital needed to assure the 

System institution's continued financial viability and to 

provide for growth necessary to meet the needs of its 

borrowers.  The minimum capital standards specified in this 

part and part 628 of this chapter are not meant to be 

adopted as the optimal capital level in the System 

institution's capital adequacy plan.  Rather, the standards 

are intended to serve as minimum levels of capital that 

each System institution must maintain to protect against 

the credit and other general risks inherent in its 

operations. 

 (b) Each Board of Directors shall establish, adopt, 

and maintain a formal written capital adequacy plan as a 
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part of the financial plan required by § 618.8440 of this 

chapter.  The plan shall include the capital targets that 

are necessary to achieve the System institution's capital 

adequacy goals as well as the minimum permanent capital, 

common equity tier 1 capital, tier 1 capital, total 

capital, and tier 1 leverage ratio (including the 

unallocated retained earnings (URE) and URE equivalents 

minimum) standards.  The plan shall address any projected 

dividends, patronage distribution, equity retirements, or 

other action that may decrease the System institution's 

capital or the components thereof for which minimum amounts 

are required by this part.  The plan shall set forth the 

circumstances in which retirements or revolvements of stock 

or equities may occur.  In addition to factors that must be 

considered in meeting the minimum standards, the board of 

directors shall also consider at least the following 

factors in developing the capital adequacy plan: 

 (1) Capability of management and the board of 

directors; 

 (2) Quality of operating policies, procedures, and 

internal controls; 

 (3) Quality and quantity of earnings; 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/D3675AB91FE5E5A08525646B006B32D9
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 (4) Asset quality and the adequacy of the allowance 

for losses to absorb potential loss within the loan and 

lease portfolios; 

 (5) Sufficiency of liquid funds; 

 (6) Needs of a System institution's customer base; 

and 

 (7) Any other risk-oriented activities, such as 

funding and interest rate risks, potential obligations 

under joint and several liability, contingent and off-

balance-sheet liabilities or other conditions warranting 

additional capital. 

§ 615.5201 Definitions. 

 For the purpose of this subpart, the following 

definitions apply: 

Nonagreeing association means an association that does 

not have an allotment agreement in effect with a Farm 

Credit Bank or agricultural credit bank pursuant to 

§ 615.5207(b)(2). 

Permanent capital, subject to adjustments as described 

in § 615.5207, includes:  

 (1)  Current year earnings;  

 (2)  Allocated and unallocated earnings (which, in the 

case of earnings allocated in any form by a System bank to 

any association or other recipient and retained by the 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/AA6605B97F9CCFDD852570770046A00F
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bank, must be considered, in whole or in part, permanent 

capital of the bank or of any such association or other 

recipient as provided under an agreement between the bank 

and each such association or other recipient);  

 (3)  All surplus excluding accumulated other 

comprehensive income, except defined benefits pension fund 

net assets as reported under GAAP;  

 (4)  Stock issued by a System institution, except: 

 (i)  Stock that may be retired by the holder of the 

stock on repayment of the holder's loan, or otherwise at 

the option or request of the holder;  

 (ii) Stock that is protected under section 4.9A of the 

Act or is otherwise not at risk;  

 (iii)  Farm Credit Bank equities required to be 

purchased by Federal land bank associations in connection 

with stock issued to borrowers that is protected under 

section 4.9A of the Act; 

 (iv) Capital subject to revolvement, unless: 

 (A)  The bylaws of the System institution clearly 

provide that there is no express or implied right for such 

capital to be retired at the end of the revolvement cycle 

or at any other time; and  

 (B)  The System institution clearly states in the 

notice of allocation that such capital may only be retired 

notes:///8525635E006F5EDA/24123E431E73CCDB8525643C007E3FEC/A88C3CAE8A41CE4F8525643C007E062F


 

301 

at the sole discretion of the board of directors in 

accordance with statutory and regulatory requirements and 

that no express or implied right to have such capital 

retired at the end of the revolvement cycle or at any other 

time is thereby granted; 

 (5)  [Reserved] 

 (6)  Financial assistance provided by the Farm Credit 

System Insurance Corporation that the FCA determines 

appropriate to be considered permanent capital; and 

 (7)  Any other debt or equity instruments or other 

accounts the FCA has determined are appropriate to be 

considered permanent capital.  The FCA may permit one or 

more System institutions to include all or a portion of 

such instrument, entry, or account as permanent capital, 

permanently or on a temporary basis, for purposes of this 

part. 

Preferred stock means stock that is permanent capital 

and has dividend and/or liquidation preference over common 

stock.   

Risk-adjusted asset base means standardized total 

risk-weighted assets as defined in § 628.2 of this 

chapter, adjusted in accordance with § 615.5207 and 

excluding the deduction for that amount of the 
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System institution's allowance for loan losses that 

is not included in tier 2 capital. 

Stock means stock and participation certificates. 

System bank means a Farm Credit bank as defined in 

§ 619.9140 of this chapter, which includes Farm Credit 

Banks, agricultural credit banks, and banks for 

cooperatives. 

System institution means a System bank, an association 

of the Farm Credit System, Farm Credit Leasing Services 

Corporation, and their successors, and any other 

institution chartered by the FCA that the FCA determines 

should be considered a System institution for the purposes 

of this subpart. 

 Term preferred stock means preferred stock with an 

original maturity of at least 5 years and on which, if 

cumulative, the board of directors has the option to defer 

dividends, provided that, at the beginning of each of the 

last 5 years of the term of the stock, the amount that is 

eligible to be counted as permanent capital is reduced by 

20 percent of the original amount of the stock (net of 

redemptions). 

8. Sections 615.5206, 615.5207, and 615.5208 are 

revised to read as follows: 

§ 615.5206 Permanent capital ratio computation. 
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 (a)  The System institution's permanent capital ratio 

is determined on the basis of the financial statements of 

the System institution prepared in accordance with 

generally accepted accounting principles. 

 (b)  The System institution's asset base and permanent 

capital are computed using average daily balances for the 

most recent 3 months.  

 (c)  The System institution's permanent capital ratio 

is calculated by dividing the System institution's 

permanent capital, adjusted in accordance with § 615.5207 

(the numerator), by the risk-adjusted asset base (the 

denominator) as defined in § 615.5201, to derive a ratio 

expressed as a percentage. 

§ 615.5207 Capital adjustments and associated reductions to 

assets. 

For the purpose of computing the System institution's 

permanent capital ratio, the following adjustments must be 

made prior to assigning assets to risk-weight categories 

and computing the ratio:  

 (a)  Where two System institutions have stock 

investments in each other, such reciprocal holdings must be 

eliminated to the extent of the offset.  If the investments 

are equal in amount, each System institution must deduct 

from its assets and its total capital an amount equal to 
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the investment.  If the investments are not equal in 

amount, each System institution must deduct from its total 

capital and its assets an amount equal to the smaller 

investment.  The elimination of reciprocal holdings 

required by this paragraph must be made prior to making the 

other adjustments required by this section.   

 (b)  Where an association has an equity investment in 

a Farm Credit bank, the double counting of capital is 

eliminated in the following manner:  

 (1)  For a purchased investment, each association must 

deduct its investment in a System bank from its permanent 

capital.  Each System bank will consider all purchased 

stock investments as its permanent capital. 

 (2)  For an allocated investment, each System bank and 

each of its affiliated associations may enter into an 

agreement that specifies, for computing permanent capital, 

a dollar amount and/or percentage allotment of the 

association's allocated investment between the bank and the 

association.  Section 615.5208 provides conditions for 

allotment agreements or defines allotments in the absence 

of such agreements.   

 (c)  A Farm Credit Bank or agricultural credit bank 

and a recipient, other than an association, of allocated 

earnings from such bank may enter into an agreement 
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specifying a dollar amount and/or percentage allotment of 

the recipient's allocated earnings in the bank between the 

bank and the recipient.  Such agreement must comply with 

the provisions of paragraph (b) of this section, except 

that, in the absence of an agreement, the allocated 

investment must be allotted 100 percent to the allocating 

bank and 0 percent to the recipient.  All equities of the 

bank that are purchased by a recipient are considered as 

permanent capital of the issuing bank.   

 (d)  A bank for cooperatives or an agricultural credit 

bank and a recipient of allocated earnings from such bank 

may enter into an agreement specifying a dollar amount 

and/or percentage allotment of the recipient's allocated 

earnings in the bank between the bank and the recipient.  

Such agreement must comply with the provisions of paragraph 

(b) of this section, except that, in the absence of an 

agreement, the allocated investment must be allotted 100 

percent to the allocating bank and 0 percent to the 

recipient.  All equities of a bank that are purchased by a 

recipient shall be considered as permanent capital of the 

issuing bank. 

 (e)  Where a System institution has an equity 

investment in another System institution to capitalize a 

loan participation interest, the investing System 
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institution must deduct from its permanent capital an 

amount equal to its investment in the participating System 

institution.   

 (f)  Where a System institution has an equity 

investment in a service corporation chartered under section 

4.25 of the Act or the Funding Corporation chartered under 

section 4.9 of the Act, the investing System institution 

must deduct from its permanent capital an amount equal to 

its investment in the service corporation or the Funding 

Corporation, respectively. 

 (g)  Each System institution must deduct from its 

total capital an amount equal to all goodwill, whenever 

acquired.  

 (h)  To the extent a System institution has deducted 

its investment in another System institution from its 

permanent capital, the investment may be eliminated from 

its asset base.   

 (i)  Where a Farm Credit bank and an association have 

an enforceable written agreement to share losses on 

specifically identified assets on a predetermined 

quantifiable basis, such assets must be counted in each 

System institution's risk-adjusted asset base in the same 

proportion as the System institutions have agreed to share 

the loss.  
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 (j)  The permanent capital of a System institution 

must exclude any defined benefit pension fund net asset as 

reported under GAAP.  

 (k)  For purposes of calculating capital ratios under 

this part, deferred-tax assets are subject to the 

conditions, limitations, and restrictions described in 

§ 628.22(a)(3) of this chapter. 

 (l)  [Reserved] 

§ 615.5208   Allotment of allocated investments. 

 (a)  The following conditions apply to agreements that 

a System bank enters into with an affiliated association 

pursuant to § 615.5207(b)(2):  

 (1)  The agreement must be for a term of 1 year or 

longer.  

 (2)  The agreement must be entered into on or before 

its effective date.  

 (3)  The agreement may be amended according to its 

terms, but no more frequently than annually except in the 

event that a party to the agreement is merged or 

reorganized. 

 (4)  On or before the effective date of the agreement, 

a certified copy of the agreement, and any amendments 

thereto, must be sent to the field office of the Farm 

Credit Administration responsible for examining the System 
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institution.  A copy must also be sent within 30 calendar 

days of adoption to the bank's other affiliated 

associations.   

 (5)  Unless the parties otherwise agree, if the System 

bank and the association have not entered into a new 

agreement on or before the expiration of an existing 

agreement, the existing agreement will automatically be 

extended for another 12 months, unless either party 

notifies the Farm Credit Administration in writing of its 

objection to the extension prior to the expiration of the 

existing agreement.   

 (b)  In the absence of an agreement between a System 

bank and one or more associations, or in the event that an 

agreement expires and at least one party has timely 

objected to the continuation of the terms of its agreement, 

the following formula applies with respect to the allocated 

investments held by those associations with which there is 

no agreement (nonagreeing associations), and does not apply 

to the allocated investments held by those associations 

with which the bank has an agreement (agreeing 

associations):  

 (1)  The allotment formula must be calculated 

annually.  
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 (2)  The permanent capital ratio of the System bank 

must be computed as of the date that the existing agreement 

terminates, using a 3-month average daily balance, 

excluding the allocated investment from nonagreeing 

associations but including any allocated investments of 

agreeing associations that are allotted to the bank under 

applicable allocation agreements.  The permanent capital 

ratio of each nonagreeing association must be computed as 

of the same date using a 3-month average daily balance, and 

must be computed excluding its allocated investment in the 

bank.  

 (3)  If the permanent capital ratio for the System 

bank calculated in accordance with § 615.5208(b)(2) is 7 

percent or above, the allocated investment of each 

nonagreeing association whose permanent capital ratio 

calculated in accordance with § 615.5208(b)(2) is 7 percent 

or above must be allotted 50 percent to the bank and 50 

percent to the association.   

 (4)  If the permanent capital ratio of the System bank 

calculated in accordance with § 615.5208(b)(2) is 7 percent 

or above, the allocated investment of each nonagreeing 

association whose capital ratio is below 7 percent must be 

allotted to the association until the association's capital 

ratio reaches 7 percent or until all of the investment is 
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allotted to the association, whichever occurs first.  Any 

remaining unallotted allocated investment must be allotted 

50 percent to the bank and 50 percent to the association.   

 (5)  If the permanent capital ratio of the System bank 

calculated in accordance with § 615.5208(b)(2) is less than 

7 percent, the amount of additional capital needed by the 

bank to reach a permanent capital ratio of 7 percent must 

be determined, and an amount of the allocated investment of 

each nonagreeing association must be allotted to the System 

bank, as follows:   

 (i)  If the total of the allocated investments of all 

nonagreeing associations is greater than the additional 

capital needed by the bank, the allocated investment of 

each nonagreeing association must be multiplied by a 

fraction whose numerator is the amount of capital needed by 

the bank and whose denominator is the total amount of 

allocated investments of the nonagreeing associations, and 

such amount must be allotted to the bank.  Next, if the 

permanent capital ratio of any nonagreeing association is 

less than 7 percent, a sufficient amount of unallotted 

allocated investment must then be allotted to each 

nonagreeing association, as necessary, to increase its 

permanent capital ratio to 7 percent, or until all such 

remaining investment is allotted to the association, 
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whichever occurs first.  Any unallotted allocated 

investment still remaining must be allotted 50 percent to 

the bank and 50 percent to the nonagreeing association.  

 (ii)  If the additional capital needed by the bank is 

greater than the total of the allocated investments of the 

nonagreeing associations, all of the remaining allocated 

investments of the nonagreeing associations must be 

allotted to the bank. 

§§ 615.5209, 615.5210, 615.5211, and 615.5212 [Removed and 

reserved] 

 9. Sections 615.5209, 615.5210, 615.5211, and 

615.5212 are removed and reserved. 

 10.  Section 615.5220 is revised to read as follows: 

§ 615.5220  Capitalization bylaws. 

 (a)  The board of directors of each System bank and 

association shall, pursuant to section 4.3A of the Farm 

Credit Act of 1971 (Act), adopt capitalization bylaws, 

subject to the approval of its voting shareholders that set 

forth: 

 (1)  Classes of equities and the manner in which they 

shall be issued, transferred, converted and retired; 

 (2)  For each class of equities, a description of the 

class(es) of persons to whom such stock may be issued, 

voting rights, dividend rights and preferences, and 
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priority upon liquidation, including rights, if any, to 

share in the distribution of the residual estate; 

 (3)  The number of shares and par value of equities 

authorized to be issued for each class of equities.  

However, the bylaws need not state a number or value limit 

for these equities: 

 (i)  Equities that are required to be purchased as a 

condition of obtaining a loan, lease, or related service.   

 (ii)  Non-voting stock resulting from the conversion 

of voting stock due to repayment of a loan. 

 (iii)  Non-voting equities that are issued to an 

association's funding bank in conjunction with any 

agreement for a transfer of capital between the association 

and the bank. 

 (iv)  Equities resulting from the distribution of 

earnings.  

 (4)  For Farm Credit Banks, agricultural credit banks 

(with respect to loans other than to cooperatives), and 

associations, the percentage or dollar amount of equity 

investment (which may be expressed as a range within which 

the board of directors may from time to time determine the 

requirement) that will be required to be purchased as a 

condition for obtaining a loan, which amount shall be not 
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less than, 2 percent of the loan amount or $1,000, 

whichever is less; 

 (5)  For banks for cooperatives and agricultural 

credit banks (with respect to loans to cooperatives), the 

percentage or dollar amount of equity or guaranty fund 

investment (which may be expressed as a range within which 

the board may from time to time determine the requirement) 

that serves as a target level of investment in the bank for 

patronage-sourced business, which amount shall not be less 

than, 2 percent of the loan amount or $1,000, whichever is 

less; 

 (6)  The manner in which equities will be retired, 

including a provision stating that equities other than 

those protected under section 4.9A of the Act are 

retireable at the sole discretion of the board, provided 

minimum permanent capital adequacy standards established in 

subpart H of this part are met; 

 (7)  The manner in which earnings will be allocated 

and distributed, including the basis on which patronage 

refunds will be paid, which shall be in accord with 

cooperative principles; and 

 (8)  For Farm Credit banks, the manner in which the 

capitalization requirements of the Farm Credit bank shall 
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be allocated and equalized from time to time among its 

owners. 

 (b)  The board of directors of each service 

corporation (including the Farm Credit Leasing Services 

Corporation) shall adopt capitalization bylaws, subject to 

the approval of its voting shareholders, that set forth the 

requirements of paragraphs (a)(1), (a)(2), and (a)(3) of 

this section to the extent applicable.  Such bylaws shall 

also set forth the manner in which equities will be retired 

and the manner in which earnings will be distributed. 

 11.  Section 615.5240 is revised to read as follows: 

§ 615.5240  Capital requirements. 

 (a)  The capitalization bylaws shall enable the 

institution to meet the capital adequacy standards 

established under subpart H of this part, part 628 of this 

chapter, and the capital requirements established by the 

board of directors of the institution.   

 (b)  In order to qualify as permanent capital, 

equities issued under the bylaws must meet the following 

requirements: 

 (1)  Retirement must be solely at the discretion of 

the board of directors and not upon a date certain (other 

than the original maturity date of preferred stock) or upon 

the happening of any event, such as repayment of the loan, 
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and not pursuant to any automatic retirement or revolvement 

plan; 

 (2)  Retirement must be at not more than book value; 

 (3)  The institution must have made the disclosures 

required by this subpart; 

 (4)  For common stock and participation certificates, 

dividends must be noncumulative and payable only at the 

discretion of the board; and 

 (5)  For cumulative preferred stock, the board of 

directors must have discretion to defer payment of 

dividends. 

12.  Sections 615.5250 and 615.5255 are revised to 

read as follows: 

§ 615.5250 Disclosure requirements for sales of borrower 

stock. 

 (a)  For sales of borrower stock, which for this 

subpart means equities purchased as a condition for 

obtaining a loan, an institution must provide a prospective 

borrower with the following documents prior to loan 

closing:  

 (1)  The institution's most recent annual report filed 

under part 620 of this chapter; 
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 (2)  The institution's most recent quarterly report 

filed under part 620 of this chapter, if more recent than 

the annual report; 

 (3)  A copy of the institution's capitalization 

bylaws; and 

 (4)  A written description of the terms and conditions 

under which the equity is issued.  In addition to specific 

terms and conditions, the description must disclose: 

 (i)  That the equity is an at-risk investment and not 

a compensating balance; 

 (ii)  That the equity is retireable only at the 

discretion of the board of directors, consistent with the 

institution's bylaws, and only if minimum capital standards 

established under subpart H of this part and part 628 are 

met; 

 (iii)  Whether the institution presently meets its 

minimum capital standards established under subpart H of 

this part and part 628; 

 (iv)  Whether the institution knows of any reason the 

institution may not meet its capital standards on the next 

earnings distribution date; and 

 (v)  The rights, if any, to share in patronage 

distributions. 
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 (b)  Notwithstanding the provisions of paragraph (a) 

of this section, no materials previously provided to a 

purchaser (except the disclosures required by paragraph 

(a)(4) of this section) need be provided again unless the 

purchaser requests such materials. 

§ 615.5255 Disclosure and review requirements for sales of 

other equities. 

 (a)  A bank, association, or service corporation must 

submit a proposed disclosure statement to the Farm Credit 

Administration (FCA) for review and clearance prior to the 

proposed sale of any other equities, which for this subpart 

means equities not purchased as a condition for obtaining a 

loan.   

 (b)  An institution may not offer to sell other 

equities until a disclosure statement is reviewed and 

cleared by the FCA. 

 (c)  A disclosure statement must include: 

 (1)  All of the information required by part 620 of 

this chapter in the annual report to shareholders as of a 

date within 135 days of the proposed sale.  An institution 

may incorporate by reference its most recent annual report 

to shareholders and the most recent quarterly report filed 

with the FCA in satisfaction of this requirement; 
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 (2)  The information required by § 615.5250(a)(3) and 

(a)(4); and 

 (3)  A discussion of the intended use of the sale 

proceeds.  

 (d)  An institution is not required to provide the 

materials identified in paragraphs (c)(1) and (c)(2) of 

this section to a purchaser who previously received them 

unless the purchaser requests it.  

 (e)  For any class of stock where each purchaser and 

each subsequent transferee acquires at least $250,000 of 

the stock and meets the definition of "accredited investor" 

or "qualified institutional buyer" contained in 17 CFR 

230.501 and 230.144A (or successor provisions), a 

disclosure statement submitted pursuant to this section is 

deemed reviewed and cleared by the FCA and an institution 

may treat stock that meets all requirements of part 615 as 

permanent capital for the purpose of meeting the minimum 

permanent capital standards established under subpart H, 

unless the FCA notifies the institution to the contrary 

within 30 days of receipt of a complete disclosure 

statement submission.  A complete disclosure statement 

submission includes the proposed disclosure statement plus 

any additional materials requested by the FCA. 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/B25776BFEDB4BBA68525646B006B32AC


 

319 

 (f)  For all other issuances, a disclosure statement 

submitted pursuant to this section is deemed cleared by the 

FCA, and an institution may treat stock that meets all 

requirements of part 615 as permanent capital for the 

purpose of meeting the minimum permanent capital standards 

established under subpart H unless the FCA notifies the 

institution to the contrary within 60 days of receipt of a 

complete disclosure statement submission.  A complete 

disclosure statement submission includes the proposed 

disclosure statement plus any additional materials 

requested by the FCA. 

 (g)  Upon request, the FCA will inform the institution 

how it will treat the proposed issuance for other 

regulatory capital ratios or computations.  

 (h)  No institution, officer, director, employee, or 

agent shall, in connection with the sale of equities, make 

any disclosure, through a disclosure statement or 

otherwise, that is inaccurate or misleading, or omit to 

make any statement needed to prevent other disclosures from 

being misleading.  

 (i)  Each bank and association must establish a method 

to disclose and make information on insider preferred stock 

purchases and retirements readily available to the public.  
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At a minimum, each institution offering preferred stock 

must make this information available upon request. 

 (j)  The requirements of this section do not apply to 

the sale of Farm Credit System institution equities to:  

 (1)  Other Farm Credit System institutions,  

 (2)  Other financing institutions in connection with a 

lending or discount relationship, or  

 (3)  Non-Farm Credit System lenders that purchase 

equities in connection with a loan participation 

transaction.  

 (k)  In addition to the requirements of this section, 

each institution is responsible for ensuring its compliance 

with all applicable Federal and state securities laws.  

 13.  Section 615.5270 is revised to read as follows: 

§ 615.5270 Retirement of other equities. 

 (a)  Equities other than eligible borrower stock shall 

be retired at not more than their book value. 

 (b)  Subject to the redemption restrictions in part 

628 of this chapter, no equities shall be retired, except 

pursuant to §§ 615.5280 and 615.5290 or term stock at its 

stated maturity, unless after retirement the institution 

would continue to meet the minimum permanent capital 

standards established under subpart H of this part.  
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 (c)  A bank, association, or service corporation board 

of directors may delegate authority to retire at-risk stock 

to institution management if: 

 (1)  The board has determined that the institution's 

capital position is adequate; 

 (2)  All retirements are in accordance with applicable 

provisions of part 628 of this chapter and the 

institution's capital adequacy plan or capital restoration 

plan; 

 (3)  The institution's permanent capital ratio will be 

in excess of 9 percent and the applicable capital 

conservation buffer set forth in § 628.11 of this chapter 

will be at or above 2.5 percent after any retirements; 

 (4)  The institution will continue to satisfy all 

applicable regulatory capital standards after any 

retirements; and 

 (5)  Management reports the aggregate amount and net 

effect of stock purchases and retirements to the board of 

directors each quarter. 

 (d)  Each board of directors of a bank, association, 

or service corporation that issues preferred stock must 

adopt a written policy covering the retirement of preferred 

stock that complies with this paragraph and part 628 of 
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this chapter as applicable.  The policy must, at a 

minimum: 

 (1)  Establish any delegations of authority to retire 

preferred stock and the conditions of delegation, which 

must meet the requirements of paragraph (c) of this section 

and include minimum levels for regulatory capital standards 

as applicable and commensurate with the volatility of the 

preferred stock.   

 (2)  Identify limitations on the amount of stock that 

may be retired during a single quarterly (or shorter) time 

period; 

 (3)  Ensure that all stockholder requests for 

retirement are treated fairly and equitably; 

 (4)  Prohibit any insider, including institution 

officers, directors, employees, or agents, from retiring 

any preferred stock in advance of the release of material 

non-public information concerning the institution to other 

stockholders; and 

 (5)  Establish when insiders may retire their 

preferred stock.   

 (e)  The institution's board must review its policy at 

least annually to ensure that it continues to be 

appropriate for the institution's current financial 
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condition and consistent with its long-term goals 

established in its capital adequacy plan. 

14. Section 615.5290 is revised to read as follows: 

§ 615.5290  Retirement of capital stock and participation 

certificates in event of restructuring. 

 (a)  If a Farm Credit Bank or agricultural credit bank 

forgives and writes off, under § 617.7415 of this 

chapter, any of the principal outstanding on a loan made 

to any borrower, where appropriate the Federal land bank 

association of which the borrower is a member and 

stockholder shall cancel the same dollar amount of borrower 

stock held by the borrower in respect of the loan, up to 

the total amount of such stock, and to the extent provided 

for in the bylaws of the Bank relating to its 

capitalization, the Farm Credit Bank or agricultural credit 

bank shall retire an equal amount of stock owned by the 

Federal land bank association. 

 (b)  If an association forgives and writes off, under 

§ 617.7415 of this chapter, any of the principal 

outstanding on a loan made to any borrower, the association 

shall cancel the same dollar amount of borrower stock held 

by the borrower in respect of the loan, up to the total 

amount of such loan. 
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 (c)  Notwithstanding paragraphs (a) and (b) of this 

section, the borrower shall be entitled to retain at least 

one share of stock to maintain the borrower's membership 

and voting interest. 

Subpart K [Removed and reserved] 

 15. Subpart K, consisting of §§ 615.5301, 615.5330, 

615.5335, and 615.5336, is removed and reserved. 

 16. Section 615.5350 is amended by revising 

paragraph (a) to read as follows: 

§ 615.5350 General—applicability. 

(a) The rules and procedures specified in this 

subpart are applicable to a proceeding to establish 

required minimum capital ratios that would otherwise be 

applicable to an institution under §§ 615.5205 and 628.10 

of this chapter.  The Farm Credit Administration is 

authorized to establish such minimum capital requirements 

for an institution as the Farm Credit Administration, in 

its discretion, deems to be necessary or appropriate in 

light of the particular circumstances of the institution.  

Proceedings under this subpart also may be initiated to 

require an institution having capital ratios greater than 

those set forth in §§ 615.5205 or 628.10 of this chapter 

to continue to maintain those higher ratios. 

*  *  *  *  * 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/636B2EC35EC6DEC48525646B006B32A5
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17. Section 615.5352 is amended by revising 

paragraph (a) to read as follows: 

§ 615.5352 Procedures. 

(a) Notice.  When the Farm Credit Administration 

determines that minimum capital ratios greater than those 

set forth in §§ 615.5205 or 628.10 of this chapter are 

necessary or appropriate for a particular institution, the 

Farm Credit Administration will notify the institution in 

writing of the proposed minimum capital ratios and the date 

by which they should be reached (if applicable) and will 

provide an explanation of why the ratios proposed are 

considered necessary or appropriate for the institution. 

*  *  *  *  * 

18. Section 615.5354 is revised to read as follows: 

§ 615.5354 Enforcement. 

An institution that does not have or maintain the 

minimum capital ratios applicable to it, whether required 

in subpart H of this part and part 628 of this chapter, 

in a decision pursuant to this subpart, in a written 

agreement or temporary or final order under part C of title 

V of the Act, or in a condition for approval of an 

application, or an institution that has failed to submit or 

comply with an acceptable plan to attain those ratios, will 

be subject to such administrative action or sanctions as 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/636B2EC35EC6DEC48525646B006B32A5
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the Farm Credit Administration considers appropriate.  

These sanctions may include the issuance of a capital 

directive pursuant to subpart M of this part or other 

enforcement action, assessment of civil money penalties, 

and/or the denial or condition of applications. 

19. Section 615.5355 is amended by revising paragraph 

(a) introductory text to read as follows: 

§ 615.5355 Purpose and scope. 

(a) This subpart is applicable to proceedings by the 

Farm Credit Administration to issue a capital directive 

under sections 4.3(b) and 4.3A(e) of the Act.  A capital 

directive is an order issued to an institution that does 

not have or maintain capital at or greater than the minimum 

ratios set forth in §§ 615.5205 and 628.10 of this 

chapter; or established for the institution under subpart 

L of this part, by a written agreement under part C of 

title V of the Act, or as a condition for approval of an 

application.  A capital directive may order the institution 

to: 

*  *  *  *  * 

PART 620—DISCLOSURE TO SHAREHOLDERS 

20. The authority citation for part 620 continues to 

read as follows: 
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 Authority:  Secs. 4.3, 4.3A, 4.19, 5.9, 5.17, 5.19 of 

the Farm Credit Act (12 U.S.C. 2154, 2154a, 2207, 2243, 

2252, 2254); sec. 424 of Pub. L. 100-233, 101 Stat. 1568, 

1656; sec. 514 of Pub. L. 102-552, 106 Stat. 4102. 

21. Section 620.5 is amended by revising 

paragraph (d)(1)(ix) to read as follows: 

§ 620.5 Contents of the annual report to shareholders. 

*  *  *  *  * 

 (d)  *  *  * 

 (1)  *  *  * 

(ix)  The statutory and regulatory restriction 

regarding retirement of stock and distribution of earnings 

pursuant to § 615.5215, and any requirements to add capital 

under a plan approved by the Farm Credit Administration 

pursuant to §§ 615.5350, 615.5351, 615.5353, or 615.5357 of 

this chapter. 

*  *  *  *  * 

22. Section 620.17 is revised to read as follows: 

§ 620.17 Special notice provisions for events related to 

noncompliance with minimum regulatory capital ratios. 

 (a)  For purposes of this section, "regulatory capital 

ratios" include the capital ratios specified in § 628.10 of 

this chapter and the permanent capital standard prescribed 

under § 615.5205 of this chapter. 
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 (b) When a Farm Credit bank or association determines 

that it is not in compliance with one or more applicable 

minimum regulatory capital ratios, that institution must 

prepare and provide to its shareholders and the FCA a 

notice stating that the institution has initially 

determined it is not in compliance with the minimum 

regulatory capital ratio or ratios.  Such notice must be 

given within 30 days following the monthend. 

 (c) When notice is given under paragraph (b) of this 

section, the institution must also notify its shareholders 

and the FCA when the regulatory capital ratio or ratios 

that are the subject of such notice decrease by one half of 

1 percent or more from the level reported in the original 

notice, or from that reported in a subsequent notice 

provided under this paragraph.  This notice must be given 

within 45 days following the end of every quarter at which 

the institution's regulatory capital ratio or ratios 

decreases as specified. 

 (d) Each institution required to prepare a notice 

under paragraph (b) or (c) of this section shall provide 

the notice to shareholders or publish it in any publication 

with circulation wide enough to be reasonably assured that 

all of the institution's shareholders have access to the 

information in a timely manner.  The information required 
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to be included in this notice must be conspicuous, easily 

understandable, and not misleading. 

 (e) A notice, at a minimum, shall include: 

 (1) A statement that: 

 (i) Briefly describes the regulatory capital ratios 

established by the FCA and the notice requirement of 

paragraph (b) of this section; 

 (ii) Indicates the institution's current level of 

capital; and 

 (iii) Notifies shareholders that the institution's 

capital is below the FCA minimum regulatory capital ratio 

or ratios. 

 (2) A statement of the effect that noncompliance has 

had on the institution and its shareholders, including 

whether the institution is currently prohibited by statute 

or regulation from retiring stock or distributing earnings 

or whether the FCA has issued a capital directive or other 

enforcement action to the institution. 

 (3) A complete description of any event(s) that may 

have significantly contributed to the institution's 

noncompliance with the minimum regulatory capital ratio or 

ratios. 

(4) A statement that the institution is required by 

regulation to provide another notice to shareholders within 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/EB28F0D73D9B4FBE85256491007044B2
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45 days following the end of any subsequent quarter at 

which the regulatory capital ratio or ratios decrease by 

one half of 1 percent or more from the level reported in 

the notice. 

 23. Part 628 is added to read as follows: 

PART 628--CAPITAL ADEQUACY OF SYSTEM INSTITUTIONS 

Subpart A--General Provisions   
 
Sec. 
628.1 Purpose, applicability, and reservations of 

authority. 
628.2  Definitions. 
628.3  Operational requirements for certain exposures. 
628.4 -- 628.9 [Reserved] 

Subpart B--Capital Ratio Requirements and Buffers  
 
628.10 Minimum capital requirements. 
628.11 Capital conservation buffer. 
628.12 -- 628.19 [Reserved] 

Subpart C--Definition of Capital  
 
628.20 Capital components and eligibility criteria for  

regulatory capital instruments. 
628.21 [Reserved] 
628.22 Regulatory capital adjustments and deductions. 
628.23 Limits on third party capital. 
628.24 -- 628.29 [Reserved] 

Subpart D--Risk-Weighted Assets – Standardized Approach 

628.30 Applicability. 

Risk-Weighted Assets for General Credit Risk 

628.31 Mechanics for calculating risk-weighted assets for 
general credit risk. 

628.32 General risk weights. 
628.33 Off-balance sheet exposures. 
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628.34 OTC derivative contracts. 
628.35 Cleared transactions. 
628.36 Guarantees and credit derivatives: substitution 

treatment. 
628.37 Collateralized transactions.
 
Risk-Weighted Assets for Unsettled Transactions 

628.38 Unsettled transactions. 
628.39 through 628.40  [Reserved] 
 
Risk-Weighted Assets for Securitization Exposures 

628.41 Operational requirements for securitization 
exposures. 

628.42 Risk-weighted assets for securitization exposures. 
628.43 Simplified supervisory formula approach (SSFA) and 

the gross-up approach. 
628.44 Securitization exposures to which the SSFA and 

gross-up approach do not apply. 
628.45 Recognition of credit risk mitigants for 

securitization exposures. 
 
Risk-Weighted Assets for Equity Exposures 

628.51 Introduction and exposure measurement. 
628.52 Simple risk-weight approach (SRWA). 
628.53 Equity exposures to investment funds.  
628.54 through 628.60  [Reserved] 
 
Disclosures 

628.61 Purpose and scope. 
628.62 Disclosure requirements. 
628.63 Disclosures. 
628.64 through 628.99  [Reserved] 

 
Subpart E—[Reserved] 
 
Subpart F—[Reserved] 
 
Subpart G--Transition Provisions 
 
628.300 Transitions. 
628.301 Initial compliance and reporting requirements. 
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 Authority:  Secs. 1.5, 1.7, 1.10, 1.11, 1.12, 2.2, 

2.3, 2.4, 2.5, 2.12, 3.1, 3.7, 3.11, 3.25, 4.3, 4.3A, 4.9, 

4.14B, 4.25, 5.9, 5.17, 6.20, 6.26, 8.0, 8.3, 8.4, 8.6, 

8.7, 8.8, 8.10, 8.12 of the Farm Credit Act (12 U.S.C. 

2013, 2015, 2018, 2019, 2020, 2073, 2074, 2075, 2076, 2093, 

2122, 2128, 2132, 2146, 2154, 2154a, 2160, 2202b, 2211, 

2243, 2252, 2278b, 2278b-6, 2279aa, 2279aa-3, 2279aa-4, 

2279aa-6, 2279aa-7, 2279aa-8, 2279aa-10, 2279aa-12); sec. 

301(a), Pub. L. 100-233, 101 Stat. 1568, 1608; sec. 939A,  

Pub. L. 111-203, 124 Stat. 1326, 1887 (15 U.S.C. 78o-7 

note). 

Subpart A--General Provisions   
 
§ 628.1 Purpose, applicability, and reservations of 

authority.  

(a) Purpose.  This part establishes minimum capital 

requirements and overall capital adequacy standards for 

System institutions.  This part includes methodologies for 

calculating minimum capital requirements, public disclosure 

requirements related to the capital requirements, and 

transition provisions for the application of this part. 

(b) Limitation of authority.  Nothing in this part 

limits the authority of FCA to take action under other 

provisions of law, including action to address unsafe or 

unsound practices or conditions, deficient capital levels, 
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or violations of law or regulation, under part C of title V 

of the Farm Credit Act. 

(c) Applicability.  Subject to the requirements in 

paragraph (d) of this section: 

(1) Minimum capital requirements and overall capital 

adequacy standards.  Each System institution must calculate 

its minimum capital requirements and meet the overall 

capital adequacy standards in subpart B of this part. 

(2) Regulatory capital.  Each System institution must 

calculate its regulatory capital in accordance with subpart 

C of this part. 

(3) Risk-weighted assets.  (i)  Each System 

institution must use the methodologies in subpart D of this 

part to calculate total risk-weighted assets. 

(ii)  [Reserved] 

(4) Disclosures.  (i)  All System banks must make the 

public disclosures described in subpart D of this part. 

(ii)  [Reserved] 

(iii)  [Reserved] 

(d) Reservation of authority — (1) Additional capital 

in the aggregate.  FCA may require a System institution to 

hold an amount of regulatory capital greater than otherwise 

required under this part if FCA determines that the System 

institution's capital requirements under this part are not 
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commensurate with the System institution's credit, market, 

operational, or other risks according to part 615, subparts 

L and M of this chapter. 

(2) Regulatory capital elements.  (i)  If FCA 

determines that a particular common equity tier 1 (CET1), 

additional tier 1 (AT1), or tier 2 capital element has 

characteristics or terms that diminish its permanence or 

its ability to absorb losses, or otherwise present safety 

and soundness concerns, FCA may require the System 

institution to exclude all or a portion of such element 

from CET1 capital, AT1 capital, or tier 2 capital, as 

appropriate. 

(ii)  Notwithstanding the criteria for regulatory 

capital instruments set forth in subpart C of this part, 

FCA may find that a capital element may be included in a 

System institution's CET1 capital, AT1 capital, or tier 2 

capital on a permanent or temporary basis consistent with 

the loss absorption capacity of the element and in 

accordance with § 628.20(e). 

(3) Risk-weighted asset amounts.  If FCA determines 

that the risk-weighted asset amount calculated under this 

part by the System institution for one or more exposures is 

not commensurate with the risks associated with those 

exposures, FCA may require the System institution to assign 
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a different risk-weighted asset amount to the exposure(s) 

or to deduct the amount of the exposure(s) from its 

regulatory capital. 

(4) Total leverage.  If FCA determines that the 

leverage exposure amount, or the amount reflected in the 

System institution's reported average total consolidated 

assets, for a balance sheet exposure calculated by a System 

institution under § 628.10 is inappropriate for the 

exposure(s) or the circumstances of the System institution, 

FCA may require the System institution to adjust this 

exposure amount in the numerator and the denominator for 

purposes of the leverage ratio calculations. 

(5) [Reserved] 

(6) Other reservation of authority.  With respect to 

any deduction or limitation required under this part, FCA 

may require a different deduction or limitation, provided 

that such alternative deduction or limitation is 

commensurate with the System institution's risk and 

consistent with safety and soundness. 

(e) Notice and response procedures.  In making a 

determination under this section, FCA will apply notice and 

response procedures in the same manner as the notice and 

response procedures in § 615.5352 of this chapter. 

(f) [Reserved] 
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§ 628.2 Definitions. 

As used in this part: 

Additional tier 1 capital (AT1) is defined in 

§ 628.20(c). 

Allocated equities (stock or surplus) means a retained 

patronage refund that a System institution has distributed 

to a borrower.1   

Allocated investment means earnings allocated but not 

paid in cash by a System bank to an association or other 

recipient. 

Allowances for loan losses (ALL) means valuation 

allowances that have been established through a 

charge against earnings to cover estimated credit 

losses on loans, lease financing receivables, or 

other extensions of credit as determined in 

accordance with generally accepted accounting 

principles (GAAP).  For purposes of this part, ALL 

includes allowances that have been established 

through a charge against earnings to cover estimated 

credit losses associated with off-balance sheet 
                                                           
1 System institutions as cooperatives are required to send borrowers a 
written notice of allocation specifying the amount of patronage refunds 
retained as equity pursuant to the Internal Revenue Code section 1388.  
There are two types of allocated equities: qualified allocated equities 
and nonqualified allocated equities.  Allocated equities are redeemable 
at the System institution board's discretion.  Allocated equities 
contain no voting rights and are generally subordinated to borrow stock 
in receivership, insolvency, liquidation, or similar proceeding.  
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credit exposures as determined in accordance with 

GAAP. 

Bank holding company means a bank holding 

company as defined in section 2 of the Bank Holding 

Company Act. 

Bank Holding Company Act means the Bank Holding 

Company Act of 1956, as amended (12 U.S.C. 1841 et 

seq.). 

Bankruptcy remote means, with respect to an 

entity or asset, that the entity or asset would be 

excluded from an insolvent entity's estate in 

receivership, insolvency, liquidation, or similar 

proceeding. 

Borrower stock means the capital investment a borrower 

holds in a System institution in connection with a loan. 

Call Report means reports of condition and 

performance, as described in subpart D of part 621 

of this chapter. 

Carrying value means, with respect to an asset, 

the value of the asset on the balance sheet of the 

System institution, determined in accordance with 

GAAP. 

Central counterparty (CCP) means a counterparty 

(for example, a clearinghouse) that facilitates 
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trades between counterparties in one or more 

financial markets by either guaranteeing trades or 

novating contracts. 

CFTC means the U.S. Commodity Futures Trading 

Commission. 

Clean-up call means a contractual provision that 

permits an originating System institution or 

servicer to call securitization exposures before 

their stated maturity or call date. 

Cleared transaction means an exposure associated 

with an outstanding derivative contract or repo-

style transaction that a System institution or clearing 

member has entered into with a central counterparty 

(that is, a transaction that a central counterparty 

has accepted). 

(1) The following transactions are cleared 

transactions: 

(i) [Reserved]  

(ii) [Reserved]  

(iii) A transaction between a clearing member 

client System institution and a clearing member where 

the clearing member acts as a financial intermediary 

on behalf of the clearing member client and enters 

into an offsetting transaction with a CCP, provided 
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that the requirements set forth in § 628.3(a) are met; 

or 

(iv) A transaction between a clearing member 

client System institution and a CCP where a clearing 

member guarantees the performance of the clearing 

member client System institution to the CCP and the 

transaction meets the requirements of § 628.3(a)(2) 

and (a)(3). 

(2) [Reserved] 

Clearing member means a member of, or direct 

participant in, a CCP that is entitled to enter into 

transactions with the CCP. 

Clearing member client means a party to a cleared 

transaction associated with a CCP in which a 

clearing member either acts as a financial 

intermediary with respect to the party or guarantees 

the performance of the party to the CCP.  

Collateral agreement means a legal contract that 

specifies the time when, and circumstances under 

which, a counterparty is required to pledge 

collateral to a System institution for a single 

financial contract or for all financial contracts in 

a netting set and confers upon the System institution a 

perfected, first-priority security interest 
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(notwithstanding the prior security interest of any 

custodial agent), or the legal equivalent thereof, in 

the collateral posted by the counterparty under the 

agreement.  This security interest must provide the 

System institution with a right to close out the 

financial positions and liquidate the collateral 

upon an event of default of, or failure to perform by, 

the counterparty under the collateral agreement.  A 

contract would not satisfy this requirement if the 

System institution's exercise of rights under the 

agreement may be stayed or avoided under applicable 

law in the relevant jurisdictions, other than in 

receivership, conservatorship, resolution under the 

Federal Deposit Insurance Act, title II of the Dodd-

Frank Act, under any similar insolvency law 

applicable to GSEs, or under the Farm Credit Act. 

Commitment means any legally binding arrangement 

that obligates a System institution to extend credit or 

to purchase assets. 

Commodity derivative contract means a commodity-

linked swap, purchased commodity-linked option, 

forward commodity-linked contract, or any other 

instrument linked to commodities that gives rise to 

similar counterparty credit risks. 
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Commodity Exchange Act means the Commodity 

Exchange Act of 1936 (7 U.S.C. 1 et seq.). 

Common cooperative equity or equities means 

borrower stock, participation certificates, and 

allocated equities issued or allocated by a System 

institution to its members.   

Common equity tier 1 capital (CET1) is defined in 

§ 628.20(b). 

Company means a corporation, partnership, 

limited liability company, depository institution, 

business trust, special purpose entity, System 

institution, association, or similar organization. 

Corporate exposure means an exposure to a 

company that is not: 

(1) An exposure to a sovereign, the Bank for 

International Settlements, the European Central 

Bank, the European Commission, the International 

Monetary Fund, a multi-lateral development bank 

(MDB), a depository institution, a foreign bank, a 

credit union, or a public sector entity (PSE); 

(2) An exposure to a GSE; 

(3) A residential mortgage exposure; 

(4) [Reserved]; 

(5) [Reserved]; 
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(6) A high volatility commercial real estate 

(HVCRE) exposure; 

(7) A cleared transaction; 

(8) [Reserved];  

(9) A securitization exposure;  

(10) An equity exposure; 

(11) An unsettled transaction; or 

(12) An exposure to another System institution. 

Country risk classification (CRC) with respect to 

a sovereign, means the most recent consensus CRC 

published by the Organization for Economic 

Cooperation and Development (OECD) as of December 31st 

of the prior calendar year that provides a view of the 

likelihood that the sovereign will service its 

external debt. 

Credit derivative means a financial contract 

executed under standard industry credit derivative 

documentation that allows one party (the protection 

purchaser) to transfer the credit risk of one or more 

exposures (reference exposure(s)) to another party 

(the protection provider) for a certain period of 

time. 
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Credit-enhancing interest-only strip (CEIO) means 

an on-balance sheet asset that, in form or in 

substance: 

(1) Represents a contractual right to receive some 

or all of the interest and no more than a minimal 

amount of principal due on the underlying exposures 

of a securitization; and 

(2) Exposes the holder of the CEIO to credit risk 

directly or indirectly associated with the 

underlying exposures that exceeds a pro rata share of 

the holder's claim on the underlying exposures, 

whether through subordination provisions or other 

credit-enhancement techniques. 

Credit-enhancing representations and warranties 

means representations and warranties that are made or 

assumed in connection with a transfer of underlying 

exposures (including loan servicing assets) and that 

obligate a System institution to protect another party 

from losses arising from the credit risk of the 

underlying exposures.  Credit-enhancing 

representations and warranties include provisions to 

protect a party from losses resulting from the 

default or nonperformance of the counterparties of 

the underlying exposures or from an insufficiency in 
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the value of the collateral backing the underlying 

exposures.  Credit-enhancing representations and 

warranties do not include: 

(1) Early default clauses and similar warranties 

that permit the return of, or premium refund clauses 

covering, 1–4 family residential first mortgage loans 

that qualify for a 50-percent risk weight for a period 

not to exceed 120 days from the date of transfer.  

These warranties may cover only those loans that were 

originated within 1 year of the date of transfer; 

(2) Premium refund clauses that cover assets 

guaranteed, in whole or in part, by the U.S. 

Government, a U.S. Government agency or a Government-

sponsored enterprise (GSE), provided the premium 

refund clauses are for a period not to exceed 120 days 

from the date of transfer; or 

(3) Warranties that permit the return of 

underlying exposures in instances of 

misrepresentation, fraud, or incomplete 

documentation. 

Credit risk mitigant means collateral, a credit 

derivative, or a guarantee. 
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Credit union means an insured credit union as 

defined under the Federal Credit Union Act (12 U.S.C. 

1752 et seq.). 

Current exposure means, with respect to a 

netting set, the larger of 0 or the fair value of a 

transaction or portfolio of transactions within the 

netting set that would be lost upon default of the 

counterparty, assuming no recovery on the value of 

the transactions.  Current exposure is also called 

replacement cost. 

Current exposure methodology means the method of 

calculating the exposure amount for over-the-counter 

derivative contracts in § 628.34(a). 

Custodian means a company that has legal custody 

of collateral provided to a CCP. 

Depository institution means a depository 

institution as defined in section 3 of the Federal 

Deposit Insurance Act. 

Depository institution holding company means a 

bank holding company or savings and loan holding 

company. 

Derivative contract means a financial contract 

whose value is derived from the values of one or more 

underlying assets, reference rates, or indices of 
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asset values or reference rates.  Derivative 

contracts include interest rate derivative 

contracts, exchange rate derivative contracts, 

equity derivative contracts, commodity derivative 

contracts, credit derivative contracts, and any 

other instrument that poses similar counterparty 

credit risks.  Derivative contracts also include 

unsettled securities, commodities, and foreign 

exchange transactions with a contractual settlement 

or delivery lag that is longer than the lesser of the 

market standard for the particular instrument or 5 

business days. 

Discretionary bonus payment means a payment made 

to a senior officer of a System institution, where: 

(1) The System institution retains discretion as to 

whether to make, and the amount of, the payment until 

the payment is awarded to the senior officer; 

(2) The amount paid is determined by the System 

institution without prior promise to, or agreement 

with, the senior officer; and 

(3) The senior officer has no contractual right, 

whether express or implied, to the bonus payment. 
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Dodd-Frank Act means the Dodd-Frank Wall Street 

Reform and Consumer Protection Act of 2010 (Pub. L. 111–

203, 124 Stat. 1376). 

Early amortization provision means a provision 

in the documentation governing a securitization that, 

when triggered, causes investors in the 

securitization exposures to be repaid before the 

original stated maturity of the securitization 

exposures, unless the provision: 

(1) Is triggered solely by events not directly 

related to the performance of the underlying 

exposures or the originating System institution (such 

as material changes in tax laws or regulations); or 

(2) Leaves investors fully exposed to future draws 

by borrowers on the underlying exposures even after 

the provision is triggered. 

Effective notional amount means, for an eligible 

guarantee or eligible credit derivative, the lesser 

of the contractual notional amount of the credit risk 

mitigant and the exposure amount of the hedged 

exposure, multiplied by the percentage coverage of 

the credit risk mitigant. 

Eligible clean-up call means a clean-up call that: 
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(1) Is exercisable solely at the discretion of 

the originating System institution or servicer; 

(2) Is not structured to avoid allocating losses 

to securitization exposures held by investors or 

otherwise structured to provide credit enhancement 

to the securitization; and 

(3)(i) For a traditional securitization, is only 

exercisable when 10 percent or less of the principal 

amount of the underlying exposures or securitization 

exposures (determined as of the inception of the 

securitization) is outstanding; or 

(ii) For a synthetic securitization, is only 

exercisable when 10 percent or less of the principal 

amount of the reference portfolio of underlying 

exposures (determined as of the inception of the 

securitization) is outstanding. 

Eligible credit derivative means a credit 

derivative in the form of a credit default swap, nth-

to-default swap, total return swap, or any other form 

of credit derivative approved by the FCA, provided 

that: 

(1) The contract meets the requirements of an 

eligible guarantee and has been confirmed by the 

protection purchaser and the protection provider; 
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(2) Any assignment of the contract has been 

confirmed by all relevant parties;  

(3) If the credit derivative is a credit default 

swap or nth-to-default swap, the contract includes 

the following credit events: 

(i) Failure to pay any amount due under the 

terms of the reference exposure, subject to any 

applicable minimal payment threshold that is 

consistent with standard market practice and with a 

grace period that is closely in line with the grace 

period of the reference exposure; and 

(ii) Receivership, insolvency, liquidation, 

conservatorship or inability of the reference 

exposure issuer to pay its debts, or its failure or 

admission in writing of its inability generally to 

pay its debts as they become due, and similar events; 

(4) The terms and conditions dictating the manner 

in which the contract is to be settled are 

incorporated into the contract; 

(5) If the contract allows for cash settlement, 

the contract incorporates a robust valuation process 

to estimate loss reliably and specifies a reasonable 

period for obtaining post-credit event valuations of 

the reference exposure; 
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(6) If the contract requires the protection 

purchaser to transfer an exposure to the protection 

provider at settlement, the terms of at least one of 

the exposures that is permitted to be transferred 

under the contract provide that any required consent 

to transfer may not be unreasonably withheld; 

(7) If the credit derivative is a credit default 

swap or nth-to-default swap, the contract clearly 

identifies the parties responsible for determining 

whether a credit event has occurred, specifies that 

this determination is not the sole responsibility of 

the protection provider, and gives the protection 

purchaser the right to notify the protection 

provider of the occurrence of a credit event; and 

(8) If the credit derivative is a total return 

swap and the System institution records net payments 

received on the swap as net income, the System 

institution records offsetting deterioration in the 

value of the hedged exposure (either through 

reductions in fair value or by an addition to 

reserves). 

Eligible guarantee means a guarantee from an 

eligible guarantor that: 

(1) Is written; 
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(2) Is either: 

(i) Unconditional, or 

(ii) A contingent obligation of the U.S. 

Government or its agencies, the enforceability of 

which is dependent upon some affirmative action on 

the part of the beneficiary of the guarantee or a 

third party (for example, meeting servicing 

requirements); 

(3) Covers all or a pro rata portion of all 

contractual payments of the obligated party on the 

reference exposure; 

(4) Gives the beneficiary a direct claim against 

the protection provider;  

(5) Is not unilaterally cancelable by the 

protection provider for reasons other than the 

breach of the contract by the beneficiary; 

(6) Except for a guarantee by a sovereign, is 

legally enforceable against the protection provider 

in a jurisdiction where the protection provider has 

sufficient assets against which a judgment may be 

attached and enforced; 

(7) Requires the protection provider to make 

payment to the beneficiary on the occurrence of a 

default (as defined in the guarantee) of the 



 

352 

obligated party on the reference exposure in a 

timely manner without the beneficiary first having 

to take legal actions to pursue the obligor for 

payment; and 

(8) Does not increase the beneficiary's cost of 

credit protection on the guarantee in response to 

deterioration in the credit quality of the reference 

exposure. 

Eligible guarantor means: 

(1) A sovereign, the Bank for International 

Settlements, the International Monetary Fund, the 

European Central Bank, the European Commission, a 

Federal Home Loan Bank, Federal Agricultural Mortgage 

Corporation (Farmer Mac), a multilateral development 

bank (MDB), a depository institution, a bank holding 

company, a savings and loan holding company, a credit 

union, a foreign bank, or a qualifying central 

counterparty; or 

(2) An entity (other than a special purpose 

entity): 

(i) That at the time the guarantee is issued or 

anytime thereafter, has issued and outstanding an 

unsecured debt security without credit enhancement 

that is investment grade; 
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(ii) Whose creditworthiness is not positively 

correlated with the credit risk of the exposures for 

which it has provided guarantees; and 

(iii) That is not an insurance company engaged 

predominately in the business of providing credit 

protection (such as a monoline bond insurer or re-

insurer). 

Eligible margin loan means: 

(1) An extension of credit where: 

(i) The extension of credit is collateralized 

exclusively by liquid and readily marketable debt or 

equity securities, or gold; 

(ii) The collateral is marked-to-fair value 

daily, and the transaction is subject to daily margin 

maintenance requirements; and 

(iii) The extension of credit is conducted under 

an agreement that provides the System institution the 

right to accelerate and terminate the extension of 

credit and to liquidate or set-off collateral 

promptly upon an event of default, including upon an 

event of receivership, insolvency, liquidation, 

conservatorship, or similar proceeding, of the 

counterparty, provided that, in any such case, any 

exercise of rights under the agreement will not be 
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stayed or avoided under applicable law in the 

relevant jurisdictions, other than in receivership, 

conservatorship, resolution under the Federal 

Deposit Insurance Act, Title II of the Dodd-Frank Act, 

under any similar insolvency law applicable to GSEs, 

or under the Farm Credit Act.2 

(2) In order to recognize an exposure as an 

eligible margin loan for purposes of this subpart, a 

System institution must comply with the requirements 

of § 628.3(b) with respect to that exposure. 

Eligible servicer cash advance facility means a 

servicer cash advance facility in which: 

(1) The servicer is entitled to full 

reimbursement of advances, except that a servicer may 

be obligated to make non-reimbursable advances for a 

particular underlying exposure if any such advance 

is contractually limited to an insignificant amount 

of the outstanding principal balance of that 

exposure; 

                                                           
2 This requirement is met where all transactions under the agreement are 
(i) executed under U.S. law and (ii) constitute "securities contracts" 
under section 555 of the Bankruptcy Code (11 U.S.C. 555) or  qualified 
financial contracts under section 11(e)(8) of the Federal Deposit 
Insurance Act. 
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(2) The servicer's right to reimbursement is 

senior in right of payment to all other claims on the 

cash flows from the underlying exposures of the 

securitization; and 

(3) The servicer has no legal obligation to, and 

does not make advances to the securitization if the 

servicer concludes the advances are unlikely to be 

repaid. 

Equity derivative contract means an equity-

linked swap, purchased equity-linked option, forward 

equity-linked contract, or any other instrument 

linked to equities that gives rise to similar 

counterparty credit risks. 

Equity exposure means: 

(1) A security or instrument (whether voting or 

non-voting) that represents a direct or an indirect 

ownership interest in, and is a residual claim on, 

the assets and income of a company, unless: 

(i) The issuing company is consolidated with the 

System institution under GAAP; 

(ii) The System institution is required to deduct 

the ownership interest from tier 1 or tier 2 capital 

under this part; 
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(iii) The ownership interest incorporates a 

payment or other similar obligation on the part of the 

issuing company (such as an obligation to make 

periodic payments); or 

(iv) The ownership interest is a securitization 

exposure; 

(2) A security or instrument that is mandatorily 

convertible into a security or instrument described 

in paragraph (1) of this definition; 

(3) An option or warrant that is exercisable for 

a security or instrument described in paragraph (1) 

of this definition; or 

(4) Any other security or instrument (other than 

a securitization exposure) to the extent the return 

on the security or instrument is based on the 

performance of a security or instrument described in 

paragraph (1) of this definition. 

ERISA means the Employee Retirement Income and 

Security Act of 1974 (29 U.S.C. 1001 et seq.). 

Exchange rate derivative contract means a cross-

currency interest rate swap, forward foreign-

exchange contract, currency option purchased, or any 

other instrument linked to exchange rates that gives 

rise to similar counterparty credit risks. 
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Exposure means an amount at risk. 

Exposure amount means: 

(1) For the on-balance sheet component of an 

exposure (other than an available-for-sale or held-

to-maturity security; an OTC derivative contract; a 

repo-style transaction or an eligible margin loan for 

which the System institution determines the exposure 

amount under § 628.37; a cleared transaction; or a 

securitization exposure), the System institution's 

carrying value of the exposure. 

(2) For a security (that is not a securitization 

exposure, equity exposure, or preferred stock 

classified as an equity security under GAAP) 

classified as available-for-sale or held-to-maturity, 

the Sys tem  institution's carrying value (including 

net accrued but unpaid interest and fees) for the 

exposure less any net unrealized gains on the 

exposure and plus any net unrealized losses on the 

exposure. 

(3) For available-for-sale preferred stock 

classified as an equity security under GAAP, the 

Syst em ins ti t utio n's carrying value of the 

exposure less any net unrealized gains on the 

exposure that are reflected in such carrying value 
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but excluded from the Syst em  ins tit uti on ' s 

regulatory capital components. 

(4) For the off-balance sheet component of an 

exposure (other than an OTC derivative contract; a 

repo-style transaction or an eligible margin loan for 

which the System institution calculates the exposure 

amount under § 628.37; a cleared transaction; or a 

securitization exposure), the notional amount of the 

off-balance sheet component multiplied by the 

appropriate credit conversion factor (CCF) in 

§ 628.33. 

(5) For an exposure that is an OTC derivative 

contract, the exposure amount determined under 

§ 628.34. 

(6) For an exposure that is a cleared 

transaction, the exposure amount determined under 

§ 628.35. 

(7) For an exposure that is an eligible margin 

loan or repo-style transaction for which the bank 

calculates the exposure amount as provided in 

§ 628.37, the exposure amount determined under 

§ 628.37. 
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(8) For an exposure that is a securitization 

exposure, the exposure amount determined under 

§ 628.42. 

Farm Credit Act means the Farm Credit Act of 1971, as 

amended (12 U.S.C. 2001 et seq.). 

Federal Deposit Insurance Act means the Federal 

Deposit Insurance Act (12 U.S.C. 1813). 

Federal Deposit Insurance Corporation Improvement 

Act means the Federal Deposit Insurance Corporation 

Improvement Act of 1991 (12 U.S.C. 4401). 

Financial collateral means collateral: 

(1) In the form of: 

(i) Cash on deposit at a depository institution or 

Federal Reserve Bank (including cash held for the System 

institution by a third-party custodian or trustee); 

(ii) Gold bullion; 

(iii) Long-term debt securities that are not 

resecuritization exposures and that are investment 

grade; 

(iv) Short-term debt instruments that are not 

resecuritization exposures and that are investment 

grade; 

(v) Equity securities that are publicly traded; 
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(vi) Convertible bonds that are publicly traded; 

or 

(vii) Money market fund shares and other mutual 

fund shares if a price for the shares is publicly 

quoted daily; and 

(2) In which the System institution has a 

perfected, first-priority security interest or, 

outside of the United States, the legal equivalent 

thereof (with the exception of cash on deposit at a 

depository institution or Federal Reserve Bank and 

notwithstanding the prior security interest of any 

custodial agent). 

First-lien residential mortgage exposure means a 

residential mortgage exposure secured by a first 

lien. 

Foreign bank means a foreign bank as defined in 

§ 211.2 of the Federal Reserve Board's Regulation K (12 

CFR 211.2) (other than a depository institution). 

Forward agreement means a legally binding 

contractual obligation to purchase assets with 

certain drawdown at a specified future date, not 

including commitments to make residential mortgage 

loans or forward foreign exchange contracts. 
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GAAP means generally accepted accounting 

principles as used in the United States. 

Gain-on-sale means an increase in the equity 

capital of a System institution (as reported on the Call 

Report) resulting from a traditional securitization 

(other than an increase in equity capital resulting 

from the System institution's receipt of cash in 

connection with the securitization or reporting of a 

mortgage servicing asset on the Call Report). 

General obligation means a bond or similar 

obligation that is backed by the full faith and credit 

of a public sector entity (PSE). 

Government-sponsored enterprise (GSE) means an 

entity established or chartered by the U.S. 

Government to serve public purposes specified by the 

U.S. Congress but whose debt obligations are not 

explicitly guaranteed by the full faith and credit of 

the U.S. Government.  For purposes of part 628, this 

definition excludes System institutions. 

Guarantee means a financial guarantee, letter of 

credit, insurance, or other similar financial 

instrument (other than a credit derivative) that 

allows one party (beneficiary) to transfer the credit 
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risk of one or more specific exposures (reference 

exposure) to another party (protection provider). 

High volatility commercial real estate (HVCRE) 

exposure means a credit facility that, prior to 

conversion to permanent financing, finances or has 

financed the acquisition, development, or 

construction (ADC) of real property, unless the 

facility finances: 

(1) One- to four-family residential properties; 

(2) Real property that: 

(i) The FCA has authorized as an investment 

pursuant to § 615.5140(e) of this chapter; and 

(ii) [Reserved]; 

(3) The purchase or development of agricultural 

land, which includes all land known to be used or 

usable for agricultural purposes (such as crop and 

livestock production), provided that the valuation of 

the agricultural land is based on its value for 

agricultural purposes and the valuation does not take 

into consideration any potential use of the land for 

non-agricultural commercial development or 

residential development; or 

(4) Commercial real estate projects in which: 
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(i) The loan-to-value ratio is less than or equal 

to the maximum loan-to-value ratio set forth in 

§ 614.4200(b) of this chapter; 

(ii) The borrower has contributed capital to the 

project in the form of cash or unencumbered readily 

marketable assets (or has paid development expenses 

out-of-pocket) of at least 15 percent of the real 

estate's appraised "as completed" value; and 

(iii) The borrower contributed the amount of 

capital required by paragraph (4)(ii) of this 

definition before the System institution advances 

funds under the credit facility, and the capital 

contributed by the borrower, or internally generated 

by the project, is contractually required to remain 

in the project throughout the life of the project.  

The life of a project concludes only when the credit 

facility is converted to permanent financing or is 

sold or paid in full.  Permanent financing may be 

provided by the System institution that provided the 

ADC facility as long as the permanent financing is 

subject to the System institution's underwriting 

criteria for long-term mortgage loans. 
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Home country means the country where an entity 

is incorporated, chartered, or similarly 

established. 

Insurance company means an insurance company as 

defined in section 201 of the Dodd-Frank Act (12 

U.S.C. 5381). 

Insurance underwriting company means an 

insurance company as defined in section 201 of the 

Dodd-Frank Act (12 U.S.C. 5381) that engages in 

insurance underwriting activities. 

Insured depository institution means an insured 

depository institution as defined in section 3 of 

the Federal Deposit Insurance Act. 

Interest rate derivative contract means a 

single-currency interest rate swap, basis swap, 

forward rate agreement, purchased interest rate 

option, when-issued securities, or any other 

instrument linked to interest rates that gives rise 

to similar counterparty credit risks. 

International Lending Supervision Act means the 

International Lending Supervision Act of 1983 (12 

U.S.C. 3907). 

Investment fund means a company: 
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(1) Where all or substantially all of the assets 

of the company are financial assets; and 

(2) That has no material liabilities. 

Investment grade means that the entity to which 

the System institution is exposed through a loan or 

security, or the reference entity with respect to a 

credit derivative, has adequate capacity to meet 

financial commitments for the projected life of the 

asset or exposure.  Such an entity or reference 

entity has adequate capacity to meet financial 

commitments if the risk of its default is low and the 

full and timely repayment of principal and interest 

is expected. 

Junior-lien residential mortgage exposure means a 

residential mortgage exposure that is not a first-

lien residential mortgage exposure. 

Member means a borrower or former borrower from 

a System institution that holds voting or nonvoting 

common cooperative equities of the institution. 

Money market fund means an investment fund that 

is subject to 17 CFR 270.2a–7 or any foreign 

equivalent thereof. 

Mortgage servicing assets (MSAs) means the 

contractual rights owned by a System institution to 
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service for a fee mortgage loans that are owned by 

others. 

Multilateral development bank (MDB) means the 

International Bank for Reconstruction and 

Development, the Multilateral Investment Guarantee 

Agency, the International Finance Corporation, the 

Inter-American Development Bank, the Asian 

Development Bank, the African Development Bank, the 

European Bank for Reconstruction and Development, the 

European Investment Bank, the European Investment 

Fund, the Nordic Investment Bank, the Caribbean 

Development Bank, the Islamic Development Bank, the 

Council of Europe Development Bank, and any other 

multilateral lending institution or regional 

development bank in which the U.S. Government is a 

shareholder or contributing member or which the FCA 

determines poses comparable credit risk. 

National Bank Act means the National Bank Act (12 

U.S.C. 24). 

Netting set means a group of transactions with a 

single counterparty that are subject to a qualifying 

master netting agreement or a qualifying cross-

product master netting agreement.  For purposes of 

calculating risk-based capital requirements using 
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the internal models methodology in subpart E of this 

part, this term does not cover a transaction: 

(1) That is not subject to such a master netting 

agreement; or 

(2) Where the System institution has identified 

specific wrong-way risk. 

Nonqualified allocated equities means retained 

patronage refunds paid in the form of stock or surplus that 

are distributed to a borrower and that a System institution 

does not deduct from its taxable income according to the 

Internal Revenue Code §§ 1382(b) and 1383.3 

Nth-to-default credit derivative means a credit 

derivative that provides credit protection only for 

the nth-defaulting reference exposure in a group of 

reference exposures. 

Operating entity means a company established to 

conduct business with clients with the intention of 

earning a profit in its own right and that generally 

                                                           
3 Nonqualified allocated equities also include allocated surplus in a 
tax-exempt institution or subsidiary.  When a System institution 
redeems a nonqualified allocation, the System institution deducts the 
allocation from its taxable income, if any, and the borrower generally 
recognizes the tax liability, if any, as ordinary income.  System 
institutions distribute two types of nonqualified allocated equities 
through written notices of allocation to the borrowers: 1) those 
subject to redemption and 2) those not subject to redemption.  The 
second type for GAAP purposes is considered an equivalent of 
unallocated surplus and consolidated with unallocated surplus on 
externally prepared shareholder reports. 
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produces goods or provides services beyond the business of 

investing, reinvesting, holding, or trading in financial 

assets.  All System banks, associations, and service 

corporations, and all UBEs, are operating entities. 

Original maturity with respect to an off-balance 

sheet commitment means the length of time between the 

date a commitment is issued and: 

(1) For a commitment that is not subject to 

extension or renewal, the stated expiration date of 

the commitment; or 

(2) For a commitment that is subject to extension 

or renewal, the earliest date on which the System 

institution can, at its option, unconditionally cancel 

the commitment. 

Originating System institution, with respect to a 

securitization, means a System institution that: 

(1)  Directly or indirectly originated the 

underlying exposures included in the securitization; 

or 

(2)[Reserved] 

Other financing institution (OFI) means any entity 

referred to in section 1.7(b)(1)(B) of the Farm Credit Act. 
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Over-the-counter (OTC) derivative contract means 

a derivative contract that is not a cleared 

transaction.  

Participation certificates means borrower stock held 

by a borrower that does not have voting rights. 

Patronage refund means a declared distribution of 

capital to borrowers based on a System institution's net 

income and allocated to borrowers based on business 

conducted with the cooperative pursuant to the Internal 

Revenue Code section 1381(a).  Patronage refunds may be 

distributed as cash, allocated equity (stock or surplus), 

or a combination of cash and allocated equity.   

Performance standby letter of credit (or 

performance bond) means an irrevocable obligation of 

a System institution to pay a third-party beneficiary 

when a customer (account party) fails to perform on 

any contractual nonfinancial or commercial 

obligation.  To the extent permitted by law or 

regulation, performance standby letters of credit 

include arrangements backing, among other things; 

subcontractors' and suppliers' performance, labor; 

and materials contracts, and construction bids. 

Protection amount (P) means, with respect to an 

exposure hedged by an eligible guarantee or eligible 
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credit derivative, the effective notional amount of 

the guarantee or credit derivative, reduced to 

reflect any currency mismatch, maturity mismatch, or 

lack of restructuring coverage (as provided in 

§ 628.36). 

Publicly traded means traded on: 

(1) Any exchange registered with the Securities 

and Exchange Commission (SEC) as a national 

securities exchange under section 6 of the 

Securities Exchange Act; or 

(2) Any non-U.S.-based securities exchange that: 

(i) Is registered with, or approved by, a 

national securities regulatory authority; and 

(ii) Provides a liquid, two-way market for the 

instrument in question. 

Public sector entity (PSE) means a state, local 

authority, or other governmental subdivision below 

the sovereign level. 

Qualified allocated equities means patronage refunds 

distributed to a borrower, in the form of stock or surplus, 

that a System institution can exclude from its taxable 
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income and that the borrower has agreed to include in its 

taxable income.4 

Qualifying central counterparty (QCCP) means a 

central counterparty that: 

(1)(i) Is a designated financial market utility 

(FMU), as defined in section 803 of the Dodd-Frank 

Act; 

(ii) If not located in the United States, is 

regulated and supervised in a manner equivalent to a 

designated FMU; or 

(iii) Meets the following standards: 

(A) The central counterparty requires all 

parties to contracts cleared by the counterparty to 

be fully collateralized on a daily basis; 

(B) The System institution demonstrates to the 

satisfaction of the FCA that the central 

counterparty: 

(1) Is in sound financial condition; 

(2) Is subject to supervision by the Board, the 

CFTC, or the Securities Exchange Commission (SEC), or, 

                                                           
4 A System institution must pay at least 20 percent of a qualified 
patronage refund in cash to borrowers.  A System institution must 
provide the borrowers with a qualified written notice of allocation 
when they distribute qualified patronage refunds pursuant to the 
Internal Revenue Code §§ 1381(b) and 1388(c).  A System institution 
redeems qualified allocated equities according to a board-approved 
plan. 
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if the central counterparty is not located in the 

United States, is subject to effective oversight by a 

national supervisory authority in its home country; 

and 

(3) Meets or exceeds the risk-management 

standards for central counterparties set forth in 

regulations established by the Board, the CFTC, or the 

SEC under title VII or title VIII of the Dodd-Frank Act; 

or if the central counterparty is not located in the 

United States, meets or exceeds similar risk-

management standards established under the law of its 

home country that are consistent with international 

standards for central counterparty risk management 

as established by the relevant standard setting body 

of the Bank of International Settlements; and 

(2)(i) Provides the System institution with the 

central counterparty's hypothetical capital 

requirement or the information necessary to 

calculate such hypothetical capital requirement, and 

other information the System institution is required 

to obtain under § 628.35(d)(3); 

(ii) Makes available to the FCA and the CCP's 

regulator the information described in paragraph 

(2)(i) of this definition; and 
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(iii) Has not otherwise been determined by the 

FCA to not be a QCCP due to its financial condition, 

risk profile, failure to meet supervisory risk 

management standards, or other weaknesses or 

supervisory concerns that are inconsistent with the 

risk weight assigned to qualifying central 

counterparties under § 628.35. 

(3)  A QCCP that fails to meet the requirements of 

a QCCP in the future may still be treated as a QCCP 

under the conditions specified in § 628.3(f). 

Qualifying master netting agreement means a 

written, legally enforceable agreement provided 

that: 

(1) The agreement creates a single legal 

obligation for all individual transactions covered 

by the agreement upon an event of default, including 

upon an event of receivership, insolvency, 

liquidation, or similar proceeding, of the 

counterparty; 

(2) The agreement provides the System institution 

the right to accelerate, terminate, and close-out on a 

net basis all transactions under the agreement and to 

liquidate or set-off collateral promptly upon an 

event of default, including upon an event of 
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receivership, insolvency, liquidation, or similar 

proceeding, of the counterparty, provided that, in 

any such case, any exercise of rights under the 

agreement will not be stayed or avoided under 

applicable law in the relevant jurisdictions, other 

than in receivership, conservatorship, resolution 

under the Federal Deposit Insurance Act, title II of 

the Dodd-Frank Act, under any similar insolvency law 

applicable to GSEs, or under the Farm Credit Act; 

(3) The agreement does not contain a walkaway 

clause (that is, a provision that permits a non-

defaulting counterparty to make a lower payment than 

it otherwise would make under the agreement, or no 

payment at all, to a defaulter or the estate of a 

defaulter, even if the defaulter or the estate of the 

defaulter is a net creditor under the agreement); 

and 

(4) In order to recognize an agreement as a 

qualifying master netting agreement for purposes of 

this subpart, a System institution must comply with the 

requirements of § 628.3(d) with respect to that 

agreement. 

Repo-style transaction means a repurchase or 

reverse repurchase transaction, or a securities 
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borrowing or securities lending transaction, 

including a transaction in which the Sy st e m 

inst itu tio n acts as agent for a customer and 

indemnifies the customer against loss, provided that: 

(1) The transaction is based solely on liquid 

and readily marketable securities, cash, or gold; 

(2) The transaction is marked-to-fair value daily 

and subject to daily margin maintenance requirements; 

(3)(i) The transaction is a "securities contract" 

or "repurchase agreement" under section 555 or 559, 

respectively, of the Bankruptcy Code (11 U.S.C. 555 or 

559) or a qualified financial contract under section 

11(e)(8) of the Federal Deposit Insurance Act; or 

(ii) If the transaction does not meet the criteria 

set forth in paragraph (3)(i) of this definition, then 

either: 

(A) The transaction is executed under an 

agreement that provides the System institution the right 

to accelerate, terminate, and close-out the 

transaction on a net basis and to liquidate or set-off 

collateral promptly upon an event of default, 

including upon an event of receivership, insolvency, 

liquidation, or similar proceeding, of the 

counterparty, provided that, in any such case, any 
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exercise of rights under the agreement will not be 

stayed or avoided under applicable law in the 

relevant jurisdictions, other than in receivership, 

conservatorship, resolution under the Federal 

Deposit Insurance Act, title II of the Dodd-Frank Act, 

under any similar insolvency law applicable to GSEs, 

or under the Farm Credit Act; or 

(B) The transaction is: 

(1) Either overnight or unconditionally 

cancelable at any time by the System institution; and 

(2) Executed under an agreement that provides 

the System institution the right to accelerate, 

terminate, and close-out the transaction on a net 

basis and to liquidate or set-off collateral promptly 

upon an event of counterparty default; and 

(4) In order to recognize an exposure as a repo-

style transaction for purposes of this subpart, a 

System institution must comply with the requirements 

of § 628.3(e) of this part with respect to that 

exposure. 

Resecuritization means a securitization which 

has more than one underlying exposure and in which 

one or more of the underlying exposures is a 

securitization exposure.  
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Resecuritization exposure means:  

(1) An on- or off-balance sheet exposure to a 

resecuritization; or 

(2) An exposure that directly or indirectly 

references a resecuritization exposure. 

Residential mortgage exposure means an exposure 

(other than a securitization exposure or equity 

exposure) that is: 

(1) An exposure that is primarily secured by a 

first or subsequent lien on one-to-four family 

residential property, provided that the dwelling 

(including attached components such as garages, porches, 

and decks) represents at least 50 percent of the total 

appraised value of the collateral secured by the first or 

subsequent lien; or 

(2)[Reserved] 

Revenue obligation means a bond or similar 

obligation that is an obligation of a PSE, but which 

the PSE is committed to repay with revenues from the 

specific project financed rather than general tax 

funds. 

Savings and loan holding company means a savings 

and loan holding company as defined in section 10 of 

the Home Owners' Loan Act (12 U.S.C. 1467a). 
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Securities and Exchange Commission (SEC) means 

the U.S. Securities and Exchange Commission. 

Securities Exchange Act means the Securities 

Exchange Act of 1934 (15 U.S.C. 78). 

Securitization exposure means: 

(1) An on-balance sheet or off-balance sheet 

credit exposure (including credit-enhancing 

representations and warranties) that arises from a 

traditional securitization or synthetic 

securitization (including a resecuritization); or 

(2) An exposure that directly or indirectly 

references a securitization exposure described in 

paragraph (1) of this definition. 

Securitization special purpose entity 

(securitization SPE) means a corporation, trust, or 

other entity organized for the specific purpose of 

holding underlying exposures of a securitization, 

the activities of which are limited to those 

appropriate to accomplish this purpose, and the 

structure of which is intended to isolate the 

underlying exposures held by the entity from the 

credit risk of the seller of the underlying exposures 

to the entity. 
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Senior officer means the Chief Executive Officer, the 

Chief Operations Officer, the Chief Financial Officer, the 

Chief Credit Officer, and the General Counsel, or persons 

in similar positions; and any other person responsible for 

a major policy-making function.  

Servicer cash advance facility means a facility 

under which the servicer of the underlying exposures 

of a securitization may advance cash to ensure an 

uninterrupted flow of payments to investors in the 

securitization, including advances made to cover 

foreclosure costs or other expenses to facilitate the 

timely collection of the underlying exposures. 

Small Business Act means the Small Business Act 

(15 U.S.C. 632). 

Small Business Investment Act means the Small 

Business Investment Act of 1958 (15 U.S.C. 682). 

Sovereign means a central government (including 

the U.S. Government) or an agency, department, 

ministry, or central bank of a central government. 

Sovereign default means noncompliance by a 

sovereign with its external debt service obligations 

or the inability or unwillingness of a sovereign 

government to service an existing loan according to 

its original terms, as evidenced by failure to pay 
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principal and interest timely and fully, arrearages, 

or restructuring. 

Sovereign exposure means: 

(1) A direct exposure to a sovereign; or 

(2) An exposure directly and unconditionally 

backed by the full faith and credit of a sovereign. 

Standardized total risk-weighted assets means: 

(1) The sum of: 

(i) Total risk-weighted assets for general credit 

risk as calculated under § 628.31; 

(ii) Total risk-weighted assets for cleared 

transactions as calculated under § 628.35; 

(iii) Total risk-weighted assets for unsettled 

transactions as calculated under § 628.38; 

(iv) Total risk-weighted assets for 

securitization exposures as calculated under 

§ 628.42; 

(v) Total risk-weighted assets for equity 

exposures as calculated under §§ 628.52 and 628.53; 

and  

(vi) [Reserved]; minus 

(2) Any amount of the System institution's allowance 

for loan losses that is not included in tier 2 capital. 
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Subsidiary means, with respect to a company, a 

company controlled by that company. 

System bank means a Farm Credit bank as defined in 

§ 619.9140 of this chapter, which includes Farm Credit 

Banks, agricultural credit banks, and banks for 

cooperatives. 

System institution means a System bank, an association 

of the Farm Credit System, Farm Credit Leasing Services 

Corporation, and their successors, and any other 

institution chartered by the FCA that the FCA determines 

should be considered a System institution for the purposes 

of this part. Synthetic exposure means an exposure 

whose value is linked to the value of an investment 

in the System institution's own capital instrument. 

Synthetic securitization means a transaction in 

which: 

(1) All or a portion of the credit risk of one or 

more underlying exposures is retained or transferred 

to one or more third parties through the use of one 

or more credit derivatives or guarantees (other than 

a guarantee that transfers only the credit risk of an 

individual retail exposure); 

(2) The credit risk associated with the 

underlying exposures has been separated into at least 
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two tranches reflecting different levels of 

seniority; 

(3) Performance of the securitization exposures 

depends upon the performance of the underlying 

exposures; and 

(4) All or substantially all of the underlying 

exposures are financial exposures (such as loans, 

commitments, credit derivatives, guarantees, 

receivables, asset-backed securities, mortgage-

backed securities, other debt securities, or equity 

securities). 

Tier 1 capital means the sum of common equity tier 

1 capital and additional tier 1 capital. 

Tier 2 capital is defined in § 628.20(d). 

Total capital means the sum of tier 1 capital and 

tier 2 capital. 

Traditional securitization means a transaction 

in which: 

(1) All or a portion of the credit risk of one or 

more underlying exposures is transferred to one or 

more third parties other than through the use of 

credit derivatives or guarantees; 

(2) The credit risk associated with the 

underlying exposures has been separated into at least 
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two tranches reflecting different levels of 

seniority; 

(3) Performance of the securitization exposures 

depends upon the performance of the underlying 

exposures; 

(4) All or substantially all of the underlying 

exposures are financial exposures (such as loans, 

commitments, credit derivatives, guarantees, 

receivables, asset-backed securities, mortgage-

backed securities, other debt securities, or equity 

securities); 

(5) The underlying exposures are not owned by an 

operating entity; 

(6) The underlying exposures are not owned by a 

rural business investment company described in 7 

U.S.C. 2009cc et seq.; 

(7) The underlying exposures are not owned by a 

firm an investment in which is authorized by the FCA 

under § 615.5140(e)of this chapter; 

(8) The FCA may determine that a transaction in 

which the underlying exposures are owned by an 

investment firm that exercises substantially 

unfettered control over the size and composition of 

its assets, liabilities, and off-balance sheet 
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exposures is not a traditional securitization based 

on the transaction's leverage, risk profile, or 

economic substance; 

(9) The FCA may deem a transaction that meets the 

definition of a traditional securitization, 

notwithstanding paragraph (5), (6), or (7) of this 

definition, to be a traditional securitization based 

on the transaction's leverage, risk profile, or 

economic substance; and 

(10) The transaction is not: 

(i) An investment fund; 

(ii) A collective investment fund (as defined in 

[12 CFR 9.18 (national bank) and 12 CFR 151.40 (Federal 

saving association) (OCC); 12 CFR 208.34 (Board)]; 

(iii) An employee benefit plan (as defined in 

paragraphs (3) and (32) of section 3 of ERISA), a 

"governmental plan" (as defined in 29 U.S.C. 1002(32)) 

that complies with the tax deferral qualification 

requirements provided in the Internal Revenue Code, 

or any similar employee benefit plan established 

under the laws of a foreign jurisdiction; 

(iv) A synthetic exposure to the capital of a 

System institution to the extent deducted from 

capital under § 628.22; or 
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(v) Registered with the SEC under the Investment 

Company Act of 1940 (15 U.S.C. 80a–1) or foreign 

equivalents thereof. 

Tranche means all securitization exposures 

associated with a securitization that have the same 

seniority level. 

Two-way market means a market where there are 

independent bona fide offers to buy and sell so that a 

price reasonably related to the last sales price or 

current bona fide competitive bid and offer 

quotations can be determined within 1 day and settled 

at that price within a relatively short timeframe 

conforming to trade custom. 

Unallocated retained earnings (URE) means accumulated 

net income that a System institution has not allocated as 

patronage refunds. 

Unallocated retained earnings (URE) equivalents means 

nonqualified allocated surplus not subject to retirement 

except upon dissolution or liquidation.  URE equivalents 

does not include equities allocated by a System institution 

to other System institutions. 

Unconditionally cancelable means, with respect 

to a commitment that a System institution may, at any 

time, with or without cause, refuse to extend credit 
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under the commitment (to the extent permitted under 

applicable law). 

Underlying exposures means one or more exposures 

that have been securitized in a securitization 

transaction. 

U.S. Government agency means an instrumentality 

of the U.S. Government whose obligations are fully 

guaranteed as to the timely payment of principal and 

interest by the full faith and credit of the U.S. 

Government. 

§ 628.3 Operational requirements for certain exposures. 
  

For purposes of calculating risk-weighted assets under 

subpart D of this part: 

(a) Cleared transaction.  In order to recognize 

certain exposures as cleared transactions pursuant to 

paragraph (1)(ii), (1)(iii) or (1)(iv) of the definition of 

"cleared transaction" in § 628.2, the exposures must meet 

all of the requirements set forth in this paragraph. 

(1) The offsetting transaction must be identified by 

the CCP as a transaction for the clearing member client. 

(2) The collateral supporting the transaction must be 

held in a manner that prevents the System institution from 

facing any loss due to an event of default, including from 

a liquidation, receivership, insolvency, or similar 
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proceeding of either the clearing member or the clearing 

member's other clients.  Omnibus accounts established under 

17 CFR parts 190 and 300 satisfy the requirements of this 

paragraph. 

(3) The System institution must conduct sufficient 

legal review to conclude with a well-founded basis (and 

maintain sufficient written documentation of that legal 

review) that in the event of a legal challenge (including 

one resulting from a default or receivership, insolvency, 

liquidation, or similar proceeding) the relevant court and 

administrative authorities would find the arrangements of 

paragraph (a)(2) of this section to be legal, valid, 

binding and enforceable under the law of the relevant 

jurisdictions. 

(4) The offsetting transaction with a clearing member 

must be transferable under the transaction documents and 

applicable laws in the relevant jurisdiction(s) to another 

clearing member should the clearing member default, become 

insolvent, or enter receivership, insolvency, liquidation, 

or similar proceedings. 

(b) Eligible margin loan.  In order to recognize an 

exposure as an eligible margin loan as defined in § 628.2, a 

System institution must conduct sufficient legal review to 

conclude with a well-founded basis (and maintain sufficient 
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written documentation of that legal review) that the 

agreement underlying the exposure: 

(1) Meets the requirements of paragraph (1)(iii) of 

the definition of "eligible margin loan" in § 628.2, and 

(2)  Is legal, valid, binding, and enforceable under 

applicable law in the relevant jurisdictions. 

(c)  [Reserved] 

(d) Qualifying master netting agreement.  In order to 

recognize an agreement as a qualifying master netting 

agreement as defined in § 628.2, a System institution must: 

(1) Conduct sufficient legal review to conclude with a 

well-founded basis (and maintain sufficient written 

documentation of that legal review) that: 

(i) The agreement meets the requirements of paragraph 

(2) of the definition of "qualifying master netting 

agreement" in § 628.2; and 

(ii)  In the event of a legal challenge (including one 

resulting from default or from receivership, insolvency, 

liquidation, or similar proceeding) the relevant court and 

administrative authorities would find the agreement to be 

legal, valid, binding, and enforceable under the law of the 

relevant jurisdictions; and 

(2) Establish and maintain written procedures to 

monitor possible changes in relevant law and to ensure that 
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the agreement continues to satisfy the requirements of the 

definition of "qualifying master netting agreement" in 

§ 628.2. 

(e) Repo-style transaction.  In order to recognize an 

exposure as a repo-style transaction as defined in § 628.2, 

a System institution must conduct sufficient legal review 

to conclude with a well-founded basis (and maintain 

sufficient written documentation of that legal review) that 

the agreement underlying the exposure: 

(1) Meets the requirements of paragraph (3) of the 

definition of "repo-style transaction" in § 628.2, and 

(2)  Is legal, valid, binding, and enforceable under 

applicable law in the relevant jurisdictions. 

(f)  Failure of a QCCP to satisfy the rule's requirements.  

If a System institution determines that a CCP ceases to be 

a QCCP due to the failure of the CCP to satisfy one or more 

of the requirements set forth in paragraph (2)(i) through 

(2)(iii) of the definition of a "QCCP" in § 628.2, the 

System institution may continue to treat the CCP as a QCCP 

for up to 3 months following the determination.  If the CCP 

fails to remedy the relevant deficiency within 3 months 

after the initial determination, or the CCP fails to 

satisfy the requirements set forth in paragraph (2)(i) 

through (2)(iii) of the definition of a QCCP continuously 
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for a 3-month period after remedying the relevant 

deficiency, a System institution may not treat the CCP as a 

QCCP for the purposes of this part until after the System 

institution has determined that the CCP has satisfied the 

requirements in paragraph (2)(i) through (2)(iii) of the 

definition of a QCCP for 3 continuous months. 

§§ 628.4 – 628.9  [Reserved] 

Subpart B--Capital Ratio Requirements and Buffers  
 
§ 628.10 Minimum capital requirements. 

 (a)  Computation of regulatory capital ratios.  A 

System institution's regulatory capital ratios are 

determined on the basis of the financial statements of the 

institution prepared in accordance with GAAP using average 

daily balances for the most recent 3 months. 

(b) Minimum capital requirements.  A System 

institution must maintain the following minimum capital 

ratios: 

(1) A common 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.  

(4) A tier 1 leverage ratio of 5 percent, of which at 

least 1.5 percent must be composed of URE and URE 

equivalents. 
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(5) [Reserved] 

(6) A permanent capital ratio of 7 percent. 

(c) Capital ratio calculations.  A System 

institution's regulatory capital ratios are as follows: 

(1) CET1 capital ratio.  A System institution's CET1 

capital ratio is the ratio of the System institution's CET1 

capital to total risk-weighted assets; 

(2) Tier 1 capital ratio.  A System institution's tier 

1 capital ratio is the ratio of the System institution's 

tier 1 capital to total risk-weighted assets; 

(3) Total capital ratio.  A System institution's total 

capital ratio is the ratio of the System institution's 

total (tier 1 and tier 2) capital to total risk-weighted 

assets; and 

(4) Tier 1 leverage ratio.  A System institution's 

leverage ratio is the ratio of the institution's tier 1 

capital to the institution's average total consolidated 

assets as reported on the institution's Call Report minus 

amounts deducted from tier 1 capital under §§ 628.22(a), (c) 

and (d), and 628.23. 

(5) Permanent capital ratio.  A System institution's 

permanent capital ratio must be calculated in accordance 

with the regulations in part 615, subpart H, of this 

chapter. 
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(d) [Reserved] 

(e) Capital adequacy. (1) Notwithstanding the minimum 

requirements in this part, a System institution must 

maintain capital commensurate with the level and nature of 

all risks to which the System institution is exposed.  FCA 

may evaluate a System institution's capital adequacy and 

require that institution to maintain higher minimum 

regulatory capital ratios using the factors listed in 

§ 615.5350 of this chapter.   

(2) A System institution must have a process for 

assessing its overall capital adequacy in relation to its 

risk profile and a comprehensive strategy for maintaining an 

appropriate level of capital under § 615.5200 of this 

chapter. 

§ 628.11 Capital conservation buffer amount. 

(a) Capital conservation buffer — (1) Composition of 

the capital conservation buffer.  The capital conservation 

buffer is composed solely of CET1 capital. 

(2) Definitions.  For purposes of this section, the 

following definitions apply: 

( i )  Eligible retained income.  The eligible retained 

income of a System institution is the System institution's 

net income for the 4 calendar quarters preceding the current 

calendar quarter, based on the System institution's 
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quarterly Call Reports, net of any capital distributions and 

associated tax effects not already reflected in net income. 

(ii)  Maximum payout ratio.  The maximum payout ratio 

is the percentage of eligible retained income that a System 

institution can pay out in the form of capital 

distributions and discretionary bonus payments during the 

current calendar quarter.  The maximum payout ratio is based 

on the System institution's capital conservation buffer, 

calculated as of the last day of the previous calendar 

quarter, as set forth in Table 1 to § 628.11. 

(iii)  Maximum payout amount.  A System institution's 

maximum payout amount for the current calendar quarter is 

equal to the System institution's eligible retained income, 

multiplied by the applicable maximum payout ratio, as set 

forth in Table 1 to § 628.11. 

(iv) [Reserved] 

(v) Capital distribution means: 

(A) A reduction of tier 1 capital through the 

repurchase or redemption of a tier 1 capital 

instrument or by other means, except when a System 

institution, within the same quarter when the 

repurchase is announced, fully replaces a tier 1 

capital instrument it has repurchased by issuing 
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another capital instrument that meets the 

eligibility criteria for: 

(1) A CET1 capital instrument if the instrument 

being repurchased was part of the System institution's 

CET1 capital; or 

(2) A CET1 or AT1 capital instrument if the 

instrument being repurchased was part of the System 

institution's tier 1 capital; 

(B) A reduction of tier 2 capital through the 

repurchase, or redemption prior to maturity, of a 

tier 2 capital instrument or by other means, except 

when a System institution, within the same quarter 

when the repurchase or redemption is announced, fully 

replaces a tier 2 capital instrument it has 

repurchased by issuing another capital instrument 

that meets the eligibility criteria for a tier 1 or 

tier 2 capital instrument; 

(C) A dividend declaration or payment on any tier 

1 capital instrument; 

(D) A dividend declaration or interest payment 

on any tier 2 capital instrument if the System 

institution has full discretion to permanently or 

temporarily suspend such payments without 

triggering an event of default;  
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(E) A cash patronage refund declaration or payment;  

(F) A patronage refund declaration in the form of 

allocated equities that did not qualify as tier 1 or tier 2 

capital5; or 

(G) Any similar transaction that the FCA 

determines to be in substance a distribution of 

capital.  

(3) Calculation of capital conservation buffer.  (i) A 

System institution's capital conservation buffer is equal 

to the lowest of the following ratios, calculated as of the 

last day of the previous calendar quarter based on the 

System institution's most recent Call Report: 

(A)  The System institution's CET1 capital ratio minus 

the System institution's minimum CET1 capital ratio 

requirement under § 628.10; 

(B)  The System institution's tier 1 capital ratio 

minus the System institution's minimum tier 1 capital ratio 

requirement under § 628.10; and 

(C)  The System institution's total capital ratio 

minus the System institution's minimum total capital ratio 

requirement under § 628.10; or 

                                                           
5 A patronage refund declaration or payment in the form of allocated 
equities that qualifies as tier 1 capital is not a reduction in tier 1 
capital.  It is just a reclassification from one tier 1 capital element 
into a different tier 1 capital element.  
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(ii)  Notwithstanding paragraphs (a)(3)(i)(A) through 

(C) of this section, if the System institution's CET1, tier 

1 or total capital ratio is less than or equal to the 

System institution's minimum CET1, tier 1 or total capital 

ratio requirement under § 628.10, respectively, the System 

institution's capital conservation buffer is zero. 

(4) Limits on capital distributions and discretionary 

bonus payments. (i)  A System institution must not make 

capital distributions or discretionary bonus payments or 

create an obligation to make such capital distributions or 

payments during the current calendar quarter that, in the 

aggregate, exceed the maximum payout amount. 

(ii)  A System institution with a capital conservation 

buffer that is greater than 2.5 percent is not subject to a 

maximum payout amount under this section. 

(iii)  Negative eligible retained income.  Except as 

provided in paragraph (a)(4)(iv) of this section, a System 

institution may not make capital distributions or 

discretionary bonus payments during the current calendar 

quarter if the System institution's: 

(A)  Eligible retained income is negative; and 

(B)  Capital conservation buffer was less than 2.5 

percent as of the end of the previous calendar quarter. 
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(iv)  Prior approval.  Notwithstanding the limitations 

in paragraphs (a)(4)(i) through (a)(4)(iii) of this 

section, FCA may permit a System institution to make a 

capital distribution or discretionary bonus payment upon a 

request of the System institution, if FCA determines that 

the capital distribution or discretionary bonus payment 

would not be contrary to the purposes of this section, or 

to the safety and soundness of the System institution.  In 

making such a determination, FCA will consider the nature 

and extent of the request and the particular circumstances 

giving rise to the request. 

TABLE 1 to § 628.11 – CALCULATION OF MAXIMUM PAYOUT AMOUNT 
Capital conservation buffer Maximum payout 

ratio (as a 
percentage of 

eligible 
retained 
income) 

> 2.500 percent No limitation 
≤ 2.500 percent, and > 1.875 percent 60 percent 
≤ 1.875 percent, and > 1.250 percent 40 percent 
≤ 1.250 percent, and > 0.625 percent 20 percent 
≤ 0.625 percent  0 percent 
 

(v)  Other limitations on capital distributions.  

Additional limitations on capital distributions may apply to 

a System institution under subpart C of this part and under 

part 615, subparts L and M. 

(b) [Reserved] 

§§ 628.12 – 628.19  [Reserved] 
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Subpart C--Definition of Capital  
 
§ 628.20 Capital components and eligibility criteria for 

regulatory capital instruments other than permanent capital. 

(a) Regulatory capital components.  A System 

institution's regulatory capital components are: 

(1) CET1 capital;  

(2) AT1 capital; and  

(3) Tier 2 capital. 

(b) CET1 capital.  CET1 capital is the sum of the CET1 

capital elements in paragraph (b) of this section, minus 

regulatory adjustments and deductions in § 628.22.  The CET1 

capital elements are: 

(1) Any common cooperative equity instrument issued by 

a System institution that meets all of the following 

criteria: 

(i)  The instrument is issued directly by the System 

institution and represents a claim subordinated to general 

creditors, subordinated debt holders, and preferred stock 

holders in a receivership, insolvency, liquidation, or 

similar proceeding of the System institution; 

(ii)  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 creditors, subordinated 
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debt holders, and preferred stock claims have been 

satisfied in a receivership, insolvency, liquidation, or 

similar proceeding; 

(iii)  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; 

(iv)  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; 

(v)  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; 

(vi)  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 
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payment-in-kind, or an imposition of any other restrictions 

on the System institution; 

(vii)  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; 

(viii)  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; 

(ix)  The instrument is classified as equity under 

GAAP; 

(x)  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 Act will not be considered as a 

direct or indirect funding where: 
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(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; 

(xi)  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; 

(xii)  The instrument is issued in accordance with 

applicable laws and regulations and with the institution's 

capitalization bylaws; 

(xiii)  The instrument is reported on the System 

institution's regulatory financial statements separately 

from other capital instruments; and 

(xiv)  The System institution's capitalization bylaws 

provide that it will not offset the instrument against a 

member's loan in default, 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 
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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. 

(2) Unallocated retained earnings. 

(3) [Reserved]  

(4) [Reserved] 

(5) [Reserved] 

(c) AT1 capital.  AT1 capital is the sum of additional 

tier 1 capital elements and related surplus, minus the 

regulatory adjustments and deductions in §§ 628.22 and 

628.23.  AT1 capital elements are: 

(1) Instruments and related surplus, other than common 

cooperative equities, that meet the following criteria:  

(i)  The instrument is issued and paid-in; 

(ii)  The instrument is subordinated to general 

creditors and subordinated debt holders of the System 

institution in a receivership, insolvency, liquidation, or 

similar proceeding; 

(iii)  The instrument is not secured, not covered by a 

guarantee of the System institution and not subject to any 

other arrangement that legally or economically enhances the 

seniority of the instrument; 
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(iv)  The instrument has no maturity date and does not 

contain a dividend step-up or any other term or feature 

that creates an incentive to redeem; 

(v)  If callable by its terms, the instrument may be 

called by the System institution only after a minimum of 5 

years following issuance, except that the terms of the 

instrument may allow it to be called earlier than 5 years 

upon the occurrence of a regulatory event that precludes the 

instrument from being included in AT1 capital, or a tax 

event.  In addition: 

(A)  The System institution must receive prior 

approval from FCA to exercise a call option on the 

instrument. 

(B)  The System institution does not create at 

issuance of the instrument, through any action or 

communication, an expectation that the call option will be 

exercised. 

(C)  Prior to exercising the call option, or 

immediately thereafter, the System institution must either 

replace the instrument to be called with an equal amount of 

instruments that meet the criteria under paragraph (b) of 

this section or this paragraph (c),6 or demonstrate to the 

                                                           
6 Replacement can be concurrent with redemption of existing AT1 capital 
instruments. 
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satisfaction of FCA that following redemption, the System 

institution will continue to hold capital commensurate with 

its risk; 

(vi)  Redemption or repurchase of the instrument 

requires prior approval from FCA; 

(vii)  The System institution has full discretion at 

all times to cancel dividends or other distributions on the 

instrument without triggering an event of default, a 

requirement to make a payment-in-kind, or an imposition of 

other restrictions on the System institution except in 

relation to any distributions to holders of common 

cooperative equity instruments or other instruments that are 

pari passu with the instrument; 

(viii)  Any distributions on the instrument are paid 

out of the System institution's net income, unallocated 

retained earnings, or surplus related to other AT1 capital 

instruments and are not subject to a limit imposed by the 

contractual terms governing the instrument; 

(ix)  The instrument does not have a credit-sensitive 

feature, such as a dividend rate that is reset periodically 

based in whole or in part on the System institution's 

credit quality, but may have a dividend rate that is 

adjusted periodically independent of the System 
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institution's credit quality, in relation to general market 

interest rates or similar adjustments; 

(x)  The paid-in amount is classified as equity under 

GAAP; 

(xi)  The System institution did not purchase or 

directly or indirectly fund the purchase of the instrument; 

(xii)  The instrument does not have any features that 

would limit or discourage additional issuance of capital by 

the System institution, such as provisions that require the 

System institution to compensate holders of the instrument 

if a new instrument is issued at a lower price during a 

specified timeframe; 

(xiii)  [Reserved]; and 

(xiv)  The System institution's capitalization bylaws 

provide that it will not redeem the instrument without the 

prior approval of the FCA; 

(2) [Reserved]; 

(3) [Reserved]; 

(4) Notwithstanding the criteria for AT1 capital 

instruments referenced above: 

(i)  [Reserved]; 

(ii)  An instrument with terms that provide that the 

instrument may be called earlier than 5 years upon the 

occurrence of a rating agency event does not violate the 
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criterion in paragraph (c)(1)(v) of this section provided 

that the instrument was issued and included in a System 

institution's core surplus capital prior to the effective 

date of the final rule, and that such instrument satisfies 

all other criteria under this § 628.20(c). 

(d) Tier 2 Capital.  Tier 2 capital is the sum of tier 

2 capital elements and any related surplus minus regulatory 

adjustments and deductions in §§ 628.22 and 628.23.  Tier 2 

capital elements are:  

(1)  Instruments (plus related surplus) that meet the 

following criteria: 

(i)  The instrument is issued and paid-in, is a common 

cooperative equity, or is member equity purchased in 

accordance with paragraph (d)(1)(viii) of this section; 

(ii)  The instrument is subordinated to general 

creditors of the System institution;  

(iii)  The instrument is not secured, not covered by a 

guarantee of the System institution and not subject to any 

other arrangement that legally or economically enhances the 

seniority of the instrument in relation to more senior 

claims; 

(iv)  The instrument has a minimum original maturity 

of at least 5 years.  At the beginning of each of the last 

5 years of the life of the instrument, the amount that is 
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eligible to be included in tier 2 capital is reduced by 20 

percent of the original amount of the instrument (net of 

redemptions) and is excluded from regulatory capital when 

the remaining maturity is less than 1 year.  In addition, 

the instrument must not have any terms or features that 

require, or create significant incentives for, the System 

institution to redeem the instrument prior to maturity;7 

(v)  The instrument, by its terms, may be called by 

the System institution only after a minimum of 5 years 

following issuance, except that the terms of the instrument 

may allow it to be called sooner upon the occurrence of an 

event that would preclude the instrument from being included 

in tier 2 capital, or a tax event.  In addition: 

(A)  The System institution must receive the prior 

approval of FCA to exercise a call option on the instrument. 

(B)  The System institution does not create at 

issuance, through action or communication, an expectation 

the call option will be exercised. 

(C)  Prior to exercising the call option, or 

immediately thereafter, the System institution must either: 

replace any amount called with an equivalent amount of an 

instrument that meets the criteria for regulatory capital 
                                                           
7 An instrument that by its terms automatically converts into a tier 1 
capital instrument prior to 5 years after issuance complies with the 5-
year maturity requirement of this criterion. 
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under this section;8 or demonstrate to the satisfaction of 

FCA that following redemption, the System institution would 

continue to hold an amount of capital that is commensurate 

with its risk; 

(vi)  The holder of the instrument must have no 

contractual right to accelerate payment of principal, 

dividends, or interest on the instrument, except in the 

event of a receivership, insolvency, liquidation, or similar 

proceeding of the System institution; 

(vii)  The instrument has no credit-sensitive feature, 

such as a dividend or interest rate that is reset 

periodically based in whole or in part on the System 

institution's credit standing, but may have a dividend rate 

that is adjusted periodically independent of the System 

institution's credit standing, in relation to general 

market interest rates or similar adjustments; 

(viii)  The System institution has not purchased and 

has not directly or indirectly funded the purchase of the 

instrument, except that where common cooperative equity 

instruments are held by a member of the institution in 

connection with a loan, and the institution funds the 

                                                           
8 A System institution may replace tier 2 capital instruments concurrent 
with the redemption of existing tier 2 capital instruments. 
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acquisition of such instruments, that loan shall 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; 

(B) The purchase or acquisition of one or more 

capital instruments of the institution is necessary in 

order for the beneficiary of the loan to become a member of 

the System institution; and 

(C) The capital instruments are in excess of the 

statutory minimum stock purchase amount. 

(ix)  [Reserved] 

(x)  Redemption of the instrument prior to maturity or 

repurchase is at the discretion of the System institution 

and requires the prior approval of the FCA;  

(xi)  If the instrument is a common cooperative 

equity, the System institution's capitalization bylaws 

provide that it will not, except with the prior approval of 

the FCA, redeem such equity included in tier 2 capital for 

a period of at least 5 years after allocating it to a 

member. 

(2) [Reserved] 



 

410 

(3) ALL up to 1.25 percent of the System institution's 

total risk-weighted assets not including any amount of the 

ALL. 

(4) [Reserved] 

(5) [Reserved] 

(6) [Reserved] 

(e) FCA approval of a capital element.  (1)  A System 

institution must receive FCA prior approval to include a 

capital element (as listed in this section) in its CET1 

capital, AT1 capital, or tier 2 capital unless the element 

is equivalent, in terms of capital quality and ability to 

absorb losses with respect to all material terms, to a 

regulatory capital element FCA determined may be included 

in regulatory capital pursuant to paragraph (e)(3) of this 

section. 

(i) [Reserved] 

(ii) [Reserved] 

(2) [Reserved] 

(3) After determining that a regulatory capital 

element may be included in a System institution's CET1 

capital, AT1 capital, or tier 2 capital, FCA will make its 

decision publicly available. 

(f) FCA prior approval of capital redemptions and 

dividends included in tier 1 and tier 2 capital. (1) Subject 
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to the provisions of paragraph (f)(5) of this section, a System 

institution must obtain the prior approval of the FCA before 

paying cash dividends or patronage refunds or redeeming equities 

included in tier 1 or tier 2 capital, other than term equities 

redeemed on their maturity date. 

(2) At least 30 days prior to the intended action, the 

System institution must submit a request for approval to 

the FCA.  The FCA's 30-day review period begins on the date 

on which the FCA receives the request. 

(3) The request is deemed to be granted if the FCA 

does not notify the System institution to the contrary 

before the end of the 30-day review period.   

(4)(i) A System institution may request advance 

approval to cover several anticipated redemptions and 

dividend and patronage payments, provided that the 

institution projects sufficient current net income during 

those periods to support the amount of the dividends 

declared, patronage refunds and redemptions. In determining 

whether to grant advance approval, the FCA will consider:  

(A) The reasonableness of the institution's request, 

including its historical and projected patronage refunds, 

redemptions and dividend payments;  

(B) The institution's historical trends and current 

projections for capital growth through earnings retention;  
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(C) The overall condition of the institution, with 

particular emphasis on current and projected capital 

adequacy as described in § 628.10(e); and  

(D) Any other information that the FCA deems pertinent 

to reviewing the institution's request.  

(ii) After considering these standards, the FCA may 

grant prior approval for an institution's patronage 

refunds, redemptions and dividends request in advance of 

the periods in which the patronage refunds, redemptions and 

dividends will be declared.  Notwithstanding any such 

approval, an institution may not declare or pay a patronage 

refund, redeem equities or declare or pay a dividend if, 

after making the patronage refunds, redemptions or dividend 

payments, the institution would not meet its regulatory 

capital requirements set forth in parts 615 and 628. 

(5) Subject to any capital distribution restrictions 

specified in § 628.11, a System institution is deemed to 

have FCA prior approval for cash payments of dividends, 

patronage refunds, or revolvements and redemptions of 

common cooperative equities provided that: 

(i) For revolvements or redemptions of common 

cooperative equities included in CET1 capital other than a 

member's statutory minimum borrower stock purchase 
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requirement described in § 628.20(b)(1)(x), the institution 

issued or allocated such equities at least 10 years ago; 

(ii) For revolvements or redemptions of common 

cooperative equities included in Tier 2 capital, the 

institution issued or allocated such equities at least 5 

years ago; 

(iii)  After such cash distributions the dollar amount 

of the System institution's CET1 capital equals or exceeds 

the dollar amount of CET1 capital on the same date in the 

previous calendar year; and 

(B) The System institution continues to comply with 

all regulatory capital requirements and supervisory or 

enforcement actions. 

§ 628.21 [Reserved] 

§ 628.22 Regulatory capital adjustments and deductions. 

(a) Regulatory capital deductions from CET1 capital. A 

System institution must deduct from the sum of its CET1 

capital elements the items set forth in this paragraph: 

(1) Goodwill, net of associated deferred tax 

liabilities (DTLs) in accordance with paragraph (e) of this 

section; 

(2) Intangible assets, other than mortgage servicing 

assets (MSAs), net of associated DTLs in accordance with 

paragraph (e) of this section; 
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(3) Deferred tax assets (DTAs) that arise from net 

operating loss and tax credit carryforwards net of any 

related valuation allowances and net of DTLs in accordance 

with paragraph (e) of this section;9 

(4) Any gain-on-sale in connection with a 

securitization exposure; 

(5) Any defined benefit pension fund net asset, net of 

any associated DTL in accordance with paragraph (e) of this 

section; 

(6) The System institution's allocated equity 

investment in another System institution;  

(7) [Reserved]; and 

(8) If, without the required prior FCA approval, 

during the 12 previous quarters, the System institution 

redeemed or revolved allocated equities included in its 

CET1 capital that it had allocated during the previous 10 

years or retired purchased stock that it had issued in the 

previous 10 years, the institution must deduct 30 percent 

of its purchased and allocated equities for 3 years 

otherwise includable in CET1 capital.  However, no 

deduction will be made of allocated equities that are URE 

                                                           
9 See § 628.30(a) for DTAs arising from temporary differences that a 
System institution could not realize through net operating loss 
carrybacks. 
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equivalents unless the institution redeemed or revolved URE 

equivalents. 

(b) [Reserved] 

(c) Deductions from regulatory capital.10 

(1) [Reserved] 

(2) Corresponding deduction approach.  For purposes of 

subpart C of this part, the corresponding deduction approach 

is the methodology used for the deductions from regulatory 

capital related to purchased equity investments in another 

System institution (as described in paragraph (c)(5) of 

this section).  Under the corresponding deduction approach, 

a System institution must make deductions from the 

component of capital for which the underlying instrument 

would qualify if it were issued by the System institution 

itself.  If the System institution does not have a 

sufficient amount of a specific component of capital to 

effect the required deduction, the shortfall must be 

deducted according to paragraph (f) of this section. 

(i)  [Reserved] 

(ii)  [Reserved] 

(iii)  [Reserved] 

(3) [Reserved] 
                                                           
10 The System institution must calculate amounts deducted under 
§§ 628.22(c) through (f) and 628.23 after it calculates the amount of 
ALL includable in tier 2 capital under § 628.20(d)(3). 
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(4) [Reserved] 

(5) Purchased equity investments in another System 

institution.  System institutions must deduct all purchased 

equity investments in another System institution, service 

corporation, or the Funding Corporation by applying the 

corresponding deduction approach. 11  The deductions 

described in this section are net of associated DTLs in 

accordance with paragraph (e) of this section.  

(d) [Reserved] 

(e) Netting of DTLs against assets subject to 

deduction. (1) The netting of DTLs against assets that are 

subject to deduction under § 628.22 is required, if the 

following conditions are met: 

(i)  The DTL is associated with the asset; and 

(ii)  The DTL would be extinguished if the associated 

asset becomes impaired or is derecognized under GAAP. 

(2) A DTL may only be netted against a single asset. 

(3) [Reserved] 

(4) [Reserved] 

(5) [Reserved] 

                                                           
11 With prior written approval of FCA, for the period stipulated by FCA, 
a System institution is not required to deduct an investment in the 
capital of another institution in distress if such investment is made 
to provide financial support to the System institution as determined by 
FCA. 
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(f) Insufficient amounts of a specific regulatory 

capital component to effect deductions.  Under the 

corresponding deduction approach, if a System institution 

does not have a sufficient amount of a specific component of 

capital to effect the required deduction after completing 

the deductions required under § 628.22(c), the System 

institution must deduct the shortfall from the next higher 

(that is, more subordinated) component of regulatory 

capital. 

(g) Treatment of assets that are deducted.  A System 

institution must exclude from total risk-weighted assets 

any item deducted from regulatory capital under paragraphs 

(a) and (c) of this section. 

(h) [Reserved] 

§ 628.23 Limits on third-party capital. 

(a) Limit on inclusion of third-party capital in tier 

1 capital.  The combined amount of third-party capital 

instruments that a System institution may include in tier 1 

capital is equal to the greater of the following: 

(1) The then existing limit, if any, or  

(2) One third of the average of the previous 4 

quarters for the previous year of the tier 1 capital 

reported on its Call Report filed with FCA less any amounts 

of third-party capital reported in tier 1 capital. 



 

418 

(b) Limit on inclusion of third-party capital in total 

(tier 1 and tier 2) capital.  The combined amount of third-

party capital instruments that a System institution may 

include in its total (tier 1 and tier 2) capital is equal 

to the lesser of the following: 

(1) An amount equal to 40 percent of its total capital 

outstanding, or  

(2) An amount equal to 100 percent of its tier 1 

capital outstanding. 

(c) Treatment of assets that are deducted.  A System 

institution must exclude from total risk-weighted assets 

any item deducted from regulatory capital under this 

section. 

§§ 628.24 -- 628.29  [Reserved] 
 
Subpart D—Risk-Weighted Assets – Standardized Approach 
 
§ 628.30 Applicability. 

(a) This subpart sets forth methodologies for 

determining risk-weighted assets for purposes of the 

generally applicable risk-based capital requirements for all 

System institutions. 

(b) [Reserved] 

Risk-Weighted Assets for General Credit Risk 
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§ 628.31  Mechanics for calculating risk-weighted assets for 

general credit risk. 

(a) General risk-weighting requirements.  A System 

institution must apply risk weights to its exposures as 

follows: 

(1) A System institution must determine the exposure 

amount of each on-balance sheet exposure, each OTC 

derivative contract, and each off-balance sheet commitment, 

trade and transaction-related contingency, guarantee, repo-

style transaction, financial standby letter of credit, 

forward agreement, or other similar transaction that is not: 

(i) An unsettled transaction subject to § 628.38;  

(ii) A cleared transaction subject to § 628.35; 

(iii) [Reserved]; 

(iv) A securitization exposure subject to §§ 628.41 

through 628.45; or 

(v) An equity exposure (other than an equity OTC 

derivative contract) subject to §§ 628.51 through 628.53. 

(2)  The System institution must multiply each exposure 

amount by the risk weight appropriate to the exposure based 

on the exposure type or counterparty, eligible guarantor, or 

financial collateral to determine the risk-weighted asset 

amount for each exposure. 
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(b) Total risk-weighted assets for general credit risk 

equals the sum of the risk-weighted asset amounts calculated 

under this section. 

§ 628.32  General risk weights. 

(a) Sovereign exposures —  (1) Exposures to the U.S. 

Government. (i) Notwithstanding any other requirement in 

this subpart, a System institution must assign a 0-percent 

risk weight to: 

(A) An exposure to the U.S. Government, its central 

bank, or a U.S. Government agency; and 

(B) The portion of an exposure that is directly and 

unconditionally guaranteed by the U.S. Government, its 

central bank, or a U.S. Government agency.  This includes a 

deposit or other exposure, or the portion of a deposit or 

other exposure, that is insured or otherwise unconditionally 

guaranteed by the Federal Deposit Insurance Corporation or 

National Credit Union Administration. 

(ii) A System institution must assign a 20-percent risk 

weight to the portion of an exposure that is conditionally 

guaranteed by the U.S. Government, its central bank, or a 

U.S. Government agency.  This includes an exposure, or the 

portion of an exposure, that is conditionally guaranteed by 

the Federal Deposit Insurance Corporation or National 

Credit Union Administration. 
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(2) Other sovereign exposures.  In accordance with 

Table 1 to § 628.32, a System institution must assign a risk 

weight to a sovereign exposure based on the Country Risk 

Classification (CRC) applicable to the sovereign or the 

sovereign's Organization for Economic Cooperation and 

Development (OECD) membership status if there is no CRC 

applicable to the sovereign. 

TABLE 1 TO § 628.32 – RISK WEIGHTS FOR SOVEREIGN EXPOSURES 
 Risk Weight 

(in percent) 

CRC 

0-1 0 
2 20 
3 50 
4-6 100 
7 150 

OECD Member with no CRC 0 
Non-OECD Member with no CRC 100 
Sovereign Default 150 

 
(3) Certain sovereign exposures.  Notwithstanding 

paragraph (a)(2) of this section, a System institution may 

assign to a sovereign exposure a risk weight that is lower 

than the applicable risk weight in Table 1 to § 628.32 if: 

(i) The exposure is denominated in the sovereign's 

currency; 

(ii) The System institution has at least an equivalent 

amount of liabilities in that currency; and 

(iii) The risk weight is not lower than the risk 

weight that the sovereign allows banking organizations under 
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its jurisdiction to assign to the same exposures to the 

sovereign. 

(4) Exposures to a non-OECD member sovereign with no 

CRC. Except as provided in paragraph (a)(3), (a)(5), and 

(a)(6) of this section, a System institution must assign a 

100-percent risk weight to a sovereign exposure if the 

sovereign does not have a CRC. 

(5) Exposures to an OECD member sovereign with no CRC.  

Except as provided in paragraph (a)(6) of this section, a 

System institution must assign a 0-percent risk weight to 

an exposure to a sovereign that is a member of the OECD if 

the sovereign does not have a CRC. 

(6) Sovereign default. A System institution must 

assign a 150-percent risk weight to a sovereign exposure 

immediately upon determining that an event of sovereign 

default has occurred, or if an event of sovereign default 

has occurred during the previous 5 years. 

(b) Certain supranational entities and multilateral 

development banks (MDBs).  A System institution must assign 

a 0-percent risk weight to an exposure to the Bank for 

International Settlements, the European Central Bank, the 

European Commission, the International Monetary Fund, or an 

MDB. 
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(c) Exposures to Government-sponsored enterprises 

(GSEs).  (1) A System institution must assign a 20-percent 

risk weight to an exposure to a GSE other than an equity 

exposure or preferred stock. 

(2) A System institution must assign a 100-percent risk 

weight to preferred stock issued by a GSE. 

(d)  Exposures to depository institutions, foreign 

banks, and credit unions —  (1) Exposures to U.S. 

depository institutions and credit unions. A  System 

institution must assign a 20-percent risk weight to an 

exposure to a depository institution or credit union that is 

organized under the laws of the United States or any state 

thereof, except as otherwise provided in this paragraph.  

This risk weight applies to an exposure a System bank has 

to an other financing institution (OFI) that is a 

depository institution or credit union organized under the 

laws of the United States or any state thereof or owned and 

controlled by such an entity that guarantees the exposure.  

If the OFI exposure does not satisfy these requirements, it 

must be assigned a risk weight as a corporate exposure 

pursuant to paragraph (f)(2) of this section.  

(2) Exposures to foreign banks.  (i) Except as 

otherwise provided under paragraphs (d)(2)(iv) of this 

section, a System institution must assign a risk weight to 
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an exposure to a foreign bank, in accordance with Table 2 to 

§ 628.32, based on the CRC rating that corresponds to the 

foreign bank's home country or the OECD membership status of 

the foreign bank's home country if there is no CRC applicable 

to the foreign bank's home country. 

TABLE 2 TO § 628.32 – RISK WEIGHTS FOR EXPOSURES TO FOREIGN 
BANKS 

 Risk Weight 
(in percent) 

CRC 

0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with No CRC 20 
Non-OECD with No CRC 100 
Sovereign Default 150 

 
(ii)  A System institution must assign a 20-percent 

risk weight to an exposure to a foreign bank whose home 

country is a member of the OECD and does not have a CRC. 

(iii) A System institution must assign a 100-percent 

risk weight to an exposure to a foreign bank whose home 

country is not a member of the OECD and does not have a CRC, 

with the exception of self-liquidating, trade-related 

contingent items that arise from the movement of goods, and 

that have a maturity of 3 months or less, which may be 

assigned a 20-percent risk weight. 

(iv) A System institution must assign a 150-percent 

risk weight to an exposure to a foreign bank immediately 

upon determining that an event of sovereign default has 
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occurred in the bank's home country, or if an event of 

sovereign default has occurred in the foreign bank's home 

country during the previous 5 years. 

(3) [Reserved] 

(e) Exposures to public sector entities (PSEs). — (1) 

Exposures to U.S. PSEs. (i) A System institution must assign 

a 20-percent risk weight to a general obligation exposure to 

a PSE that is organized under the laws of the United States 

or any state or political subdivision thereof. 

(ii) A System institution must assign a 50-percent risk 

weight to a revenue obligation exposure to a PSE that is 

organized under the laws of the United States or any state 

or political subdivision thereof. 

(2) Exposures to foreign PSEs. (i) Except as provided 

in paragraphs (e)(1) and (e)(3) of this section, a System 

institution must assign a risk weight to a general 

obligation exposure to a foreign PSE, in accordance with 

Table 3 to § 628.32, based on the CRC that corresponds to 

the PSE's home country or the OECD membership status of the 

PSE's home country if there is no CRC applicable to the 

PSE's home country. 

(ii) Except as provided in paragraphs (e)(1) and (e)(3) 

of this section, a System institution must assign a risk 

weight to a revenue obligation exposure to a foreign PSE, in 
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accordance with Table 4 to § 628.32, based on the CRC that 

corresponds to the PSE's home country; or the OECD 

membership status of the PSE's home country if there is no 

CRC applicable to the PSE's home country. 

(3) A System institution may assign a lower risk weight 

than would otherwise apply under Tables 3 and 4 to § 628.32 

to an exposure to a foreign PSE if: 

(i) The PSE's home country supervisor allows banks 

under its jurisdiction to assign a lower risk weight to such 

exposures; and 

(ii) The risk weight is not lower than the risk weight 

that corresponds to the PSE's home country in accordance 

with Table 1 to § 628.32. 

TABLE 3 TO § 628.32 – RISK WEIGHTS FOR NON-U.S. PSE GENERAL 
OBLIGATIONS 

 Risk Weight 
(in percent) 

CRC 

0-1 20 
2 50 
3 100 
4-7 150 

OECD Member with No CRC 20 
Non-OECD Member with No CRC 100 
Sovereign Default 150 
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TABLE 4 TO § 628.32 – RISK WEIGHTS FOR NON-U.S. PSE REVENUE 
OBLIGATIONS 

 Risk Weight 
(in percent) 

CRC 
0-1 50 
2-3 100 
4-7 150 

OECD Member with No CRC 50 
Non-OECD Member with No CRC 100 
Sovereign Default 150 

 
(4) Exposures to PSEs from an OECD member sovereign 

with no CRC. (i) A System institution must assign a 20-

percent risk weight to a general obligation exposure to a 

PSE whose home country is a OECD member sovereign with no 

CRC. 

(ii) A System institution must assign a 50-percent 

risk weight to a revenue obligation exposure to a PSE whose 

country is an OECD member sovereign with no CRC. 

(5) Exposures to PSEs whose home country is not an 

OECD member sovereign with no CRC.  A System institution 

must assign a 100-percent risk weight to an exposure to a 

PSE whose home country is not a member of the OECD and does 

not have a CRC. 

(6)  A System institution must assign a 150-percent 

risk weight to a PSE exposure immediately upon determining 

that an event of sovereign default has occurred in a PSE's 

home country or if an event of sovereign default has 
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occurred in the PSE's home country during the previous 5 

years. 

(f) Corporate exposures.  A System institution must 

assign a 100-percent risk weight to all its corporate 

exposures.  Assets assigned a risk weight under this 

provision include: 

(1) Borrower loans such as agricultural loans and 

consumer loans, regardless of the corporate form of the 

borrower, unless those loans qualify for different risk 

weights under other provisions of this subpart D; 

(2) System bank exposures to OFIs that do not satisfy 

the requirements for a 20-percent risk weight pursuant to 

paragraph (d)(1) of this section; and 

(3) Premises, fixed assets, and other real estate 

owned. 

(g) Residential mortgage exposures. (1) A System 

institution must assign a 50-percent risk weight to a first-

lien residential mortgage exposure that: 

(i) Is secured by a property that is either owner-

occupied or rented; 

(ii) Is made in accordance with prudent underwriting 

standards suitable for residential property, including 

standards relating to the loan amount as a percent of the 

appraised value of the property; 
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(iii)  Is not 90 days or more past due or carried in 

nonaccrual status; and 

(iv)  Is not restructured or modified. 

(2) A  System institution must assign a 100-percent 

risk weight to a first-lien residential mortgage exposure 

that does not meet the criteria in paragraph (g)(1) of 

this section, and to junior-lien residential mortgage 

exposures. 

(3) For the purpose of this paragraph (g), if a System 

institution holds the first-lien and junior-lien(s) 

residential mortgage exposures, and no other party holds an 

intervening lien, the System institution must combine the 

exposures and treat them as a single first-lien residential 

mortgage exposure. 

(4) A loan modified or restructured solely pursuant to 

the U.S. Treasury's Home Affordable Mortgage Program is not 

modified or restructured for purposes of this section. 

(h) [Reserved] 

(i) [Reserved] 

(j) High-volatility commercial real estate (HVCRE) 

exposures.  A System institution must assign a 150-percent 

risk weight to an HVCRE exposure. 

(k) Past due exposures. Except for a sovereign 

exposure or a residential mortgage exposure, a System 
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institution must determine a risk weight for an exposure that 

is 90 days or more past due or in nonaccrual status 

according to the requirements set forth in this paragraph. 

(1) A System institution must assign a 150-percent risk 

weight to the portion of the exposure that is not guaranteed 

or that is not secured by financial collateral. 

(2) A System institution may assign a risk weight to 

the guaranteed portion of a past due exposure based on the 

risk weight that applies under § 628.36 if the guarantee or 

credit derivative meets the requirements of that section. 

(3) A System institution may assign a risk weight to 

the portion of a past due exposure that is collateralized 

by financial collateral based on the risk weight that 

applies under § 628.37 if the financial collateral meets the 

requirements of that section. 

(l) Other assets. (1) A System institution must assign 

a 0-percent risk weight to cash owned and held in all 

offices of the System institution, in transit, or in 

accounts at a depository institution or a Federal Reserve 

Bank; to gold bullion held in a depository institution's 

vaults on an allocated basis, to the extent the gold 

bullion assets are offset by gold bullion liabilities; and 

to exposures that arise from the settlement of cash 

transactions (such as equities, fixed income, spot foreign 
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exchange (FX) and spot commodities) with a central 

counterparty where there is no assumption of ongoing 

counterparty credit risk by the central counterparty after 

settlement of the trade. 

(2) A System institution must assign a 20-percent risk 

weight to cash items in the process of collection. 

(3) A System institution must assign a 100-percent risk 

weight to deferred tax assets (DTAs) arising from temporary 

differences that the System institution could realize 

through net operating loss carrybacks. 

(4) A System institution must assign a 100-percent 

risk weight to all MSAs. 

(5) A System institution must assign a 100-percent risk 

weight to all assets that are not specifically assigned a 

different risk weight under this subpart and that are not 

deducted from  tier 1 or tier 2 capital pursuant to 

§ 628.22. 

(6) [Reserved] 

(m) System institution exposure to other System 

institutions. A System bank must assign a 20-percent risk 

weight to loans made to an association.  

§ 628.33 Off-balance sheet exposures.    

(a) General. (1) A System institution must calculate 

the exposure amount of an off-balance sheet exposure using 
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the credit conversion factors (CCFs) in paragraph (b) of 

this section. 

(2) Where a System institution commits to provide a 

commitment, the System institution may apply the lower of 

the two applicable CCFs. 

(3) Where a System institution provides a commitment 

structured as a syndication or participation, the System 

institution is only required to calculate the exposure 

amount for its pro rata share of the commitment. 

(4) Where a System institution provides a commitment, 

enters into a repurchase agreement, or provides a credit 

enhancing representation and warranty, and such commitment, 

repurchase agreement, or credit-enhancing representation 

and warranty is not a securitization exposure, the exposure 

amount shall be no greater than the maximum contractual 

amount of the commitment, repurchase agreement, or credit-

enhancing representation and warranty, as applicable. 

(5) The exposure amount of a System bank's commitment 

to an association is the difference between the 

association's maximum credit limit with the System bank (as 

established by the general financing agreement or 

promissory note, as required by § 614.4125(d)) and the 

amount the association has borrowed from the System bank. 
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(b) Credit conversion factors —  (1) Zero-percent (0%) 

CCF.  A System institution must apply a 0-percent CCF to the 

unused portion of a commitment that is unconditionally 

cancelable by the System institution. 

(2) Twenty-percent (20%) CCF.  A System institution 

must apply a 20-percent CCF to the amount of: 

(i) Commitments with an original maturity of 14 months 

or less that are not unconditionally cancelable by the 

System institution. 

(ii) Self-liquidating, trade-related contingent items 

that arise from the movement of goods, with an original 

maturity of 14 months or less. 

(3) Fifty-percent (50%) CCF.  A System institution must 

apply a 50-percent CCF to the amount of: 

(i) Commitments with an original maturity of more than 

14 months that are not unconditionally cancelable by the 

System institution. 

(ii) Transaction-related contingent items, including 

performance bonds, bid bonds, warranties, and performance 

standby letters of credit. 

(4) One hundred-percent (100%) CCF.  A System 

institution must apply a 100-percent CCF to the following 

off-balance sheet items and other similar transactions: 

(i) Guarantees; 
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(ii) Repurchase agreements (the off-balance sheet 

component of which equals the sum of the current fair values  

of all positions the System institution has sold subject to 

repurchase); 

(iii) Credit-enhancing representations and warranties 

that are not securitization exposures; 

(iv) Off-balance sheet securities lending transactions 

(the off-balance sheet component of which equals the sum of 

the current fair values of all positions the System 

institution has lent under the transaction);  

(v) Off-balance sheet securities borrowing transactions 

(the off-balance sheet component of which equals the sum of 

the current fair values of all non-cash positions the System 

institution has posted as collateral under the transaction); 

(vi) Financial standby letters of credit; and 

(vii) Forward agreements. 

§ 628.34 OTC derivative contracts. 

(a) Exposure amount —  (1) Single OTC derivative 

contract. Except as modified by paragraph (b) of this 

section, the exposure amount for a single OTC derivative 

contract that is not subject to a qualifying master netting 

agreement is equal to the sum of the System institution's 

current credit exposure and potential future credit exposure 

(PFE) on the OTC derivative contract. 
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(i) Current credit exposure. The current credit 

exposure for a single OTC derivative contract is the greater 

of the mark-to-fair value of the OTC derivative contract or 

0. 

(ii) PFE. (A) The PFE for a single OTC derivative 

contract, including an OTC derivative contract with a 

negative mark-to-fair value, is calculated by multiplying 

the notional principal amount of the OTC derivative contract 

by the appropriate conversion factor in Table 1 to § 628.34. 

(B)  For purposes of calculating either the PFE under 

this paragraph or the gross PFE under paragraph (a)(2) of 

this section for exchange rate contracts and other similar 

contracts in which the notional principal amount is 

equivalent to the cash flows, notional principal amount is 

the net receipts to each party falling due on each value 

date in each currency. 

(C) For an OTC derivative contract that does not fall 

within one of the specified categories in Table 1 to 

§ 628.34, the PFE must be calculated using the appropriate 

"other" conversion factor.  

(D) A System institution must use an OTC derivative 

contract's effective notional principal amount (that is, the 

apparent or stated notional principal amount multiplied by 

any multiplier in the OTC derivative contract) rather than 
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the apparent or stated notional principal amount in 

calculating PFE. 

(E) The PFE of the protection provider of a credit 

derivative is capped at the net present value of the amount 

of unpaid premiums. 
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TABLE 1 TO § 628.34 – CONVERSION FACTOR MATRIX FOR 
DERIVATIVE CONTRACTS1 

Remaining maturity
2
 Interest 

rate 
Foreign 
exchange 
rate and 
gold 

Credit 
(investment 
grade 
reference 

asset)
3
 

Credit 
(non- 
investment- 
grade 
reference 
asset) 

Equity Precious 
metals 
(except 
gold) 

Other 

One (1) year or less 0.00 0.01 0.05 0.10 0.06 0.07 0.10 
Greater than one (1) 
year and less than 
or equal to five 
(5) years 

0.005 0.05 0.05 0.10 0.08 0.07 0.12 

Greater than five 
(5) years 

0.015 0.075 0.05 0.10 0.10 0.08 0.15 

1 For a derivative contract with multiple exchanges of principal, the conversion 

factor is multiplied by the number of remaining payments in the derivative contract. 
2 For an OTC derivative contract that is structured such that on specified dates 

any outstanding exposure is settled and the terms are reset so that the fair value of the 
contract is 0, the remaining maturity equals the time until the next reset date.  For an 
interest rate derivative contract with a remaining maturity of greater than 1 year that 
meets these criteria, the minimum conversion factor is 0.005. 

3 A System institution must use the column labeled "Credit (investment-grade 
reference asset)" for a credit derivative whose reference asset is an outstanding 

unsecured long-term debt security without credit enhancement that is investment grade. A 

System institution must use the column labeled "Credit (non-investment-grade reference 

asset)" for all other credit derivatives. 
 
(2) Multiple OTC derivative contracts subject to a 

qualifying master netting agreement. Except as modified by 

paragraph (b) of this section, the exposure amount for 

multiple OTC derivative contracts subject to a qualifying 

master netting agreement is equal to the sum of the net 

current credit exposure and the adjusted sum of the PFE 

amounts for all OTC derivative contracts subject to the 

qualifying master netting agreement. 

(i) Net current credit exposure. The net current 

credit exposure is the greater of the net sum of all 

positive and negative mark-to-fair values of the individual 
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OTC derivative contracts subject to the qualifying master 

netting agreement or 0. 

(ii) Adjusted sum of the PFE amounts. The adjusted sum 

of the PFE amounts, Anet, is calculated as  

Anet = (0.4×Agross) + (0.6×NGR×Agross), where: 

(A) Agross = the gross PFE (that is, the sum of the PFE 

amounts (as determined under paragraph (a)(1)(ii) of this 

section for each individual derivative contract subject to 

the qualifying master netting agreement); and 

(B) Net-to-gross Ratio (NGR) = the ratio of the net 

current credit exposure to the gross current credit 

exposure. In calculating the NGR, the gross current credit 

exposure equals the sum of the positive current credit 

exposures (as determined under paragraph (a)(1)(i) of this 

section) of all individual derivative contracts subject to 

the qualifying master netting agreement. 

(b)  Recognition of credit risk mitigation of 

collateralized OTC derivative contracts. (1) A System 

institution may recognize the credit risk mitigation 

benefits of financial collateral that secures an OTC 

derivative contract or multiple OTC derivative contracts 

subject to a qualifying master netting agreement (netting 

set) by using the simple approach in § 628.37(b). 
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(2)  Alternatively, if the financial collateral 

securing a contract or netting set described in paragraph 

(b)(1) of this section is marked-to-fair value on a daily 

basis and subject to a daily margin maintenance 

requirement, a System institution may recognize the credit 

risk mitigation benefits of financial collateral that 

secures the contract or netting set by using the collateral 

haircut approach in § 628.37(c).  

     (c) Counterparty credit risk for OTC credit derivatives 

— (1) Protection purchasers. A System institution that 

purchases an OTC credit derivative that is recognized under 

§ 628.36 as a credit risk mitigant is not required to 

compute a separate counterparty credit risk capital 

requirement under § 628.32 provided that the System 

institution does so consistently for all such credit 

derivatives. The System institution must either include all 

or exclude all such credit derivatives that are subject to a 

qualifying master netting agreement from any measure used to 

determine counterparty credit risk exposure to all relevant 

counterparties for risk-based capital purposes. 

(2) Protection providers. (i) A System institution 

that is the protection provider under an OTC credit 

derivative must treat the OTC credit derivative as an 

exposure to the underlying reference asset.  The System 
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institution is not required to compute a counterparty credit 

risk capital requirement for the OTC credit derivative under 

§ 628.32, provided that this treatment is applied 

consistently for all such OTC credit derivatives.  The 

System institution must either include all or exclude all 

such OTC credit derivatives that are subject to a qualifying 

master netting agreement from any measure used to determine 

counterparty credit risk exposure. 

(ii) The provisions of paragraph (c)(2) of this 

section apply to all relevant counterparties for risk-based 

capital purposes. 

(d) Counterparty credit risk for OTC equity 

derivatives. (1) A System institution must treat an OTC 

equity derivative contract as an equity exposure and compute 

a risk-weighted asset amount for the OTC equity derivative 

contract under §§ 628.51 through 628.53.  

(2) [Reserved] 

(3) If the System institution risk weights the contract 

under the Simple Risk-Weight Approach (SRWA) in § 628.52, 

the System institution may choose not to hold risk-based 

capital against the counterparty credit risk of the OTC 

equity derivative contract, as long as it does so for all 

such contracts.  Where the OTC equity derivative contracts 

are subject to a qualified master netting agreement, a 
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System institution using the SRWA must either include all or 

exclude all of the contracts from any measure used to 

determine counterparty credit risk exposure. 

 (e) [Reserved] 

§ 628.35  Cleared transactions. 

(a) General requirements —  (1) Clearing member 

clients.  A System institution that is a clearing member 

client must use the methodologies described in paragraph (b) 

of this section to calculate risk-weighted assets for a 

cleared transaction. 

(2) [Reserved] 

(b) Clearing member client System institutions — (1) 

Risk-weighted assets for cleared transactions. (i) To 

determine the risk-weighted asset amount for a cleared 

transaction, a System institution that is a clearing member 

client must multiply the trade exposure amount for the 

cleared transaction, calculated in accordance with paragraph 

(b)(2) of this section, by the risk weight appropriate for 

the cleared transaction, determined in accordance with 

paragraph (b)(3) of this section. 

(ii) A clearing member client System institution's 

total risk-weighted assets for cleared transactions is the 

sum of the risk-weighted asset amounts for all its cleared 

transactions. 
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(2) Trade exposure amount. (i) For a cleared 

transaction that is either a derivative contract or netting 

set of derivative contracts, the trade exposure amount 

equals: 

(A) The exposure amount for the derivative contract or 

netting set of derivative contracts, calculated using the 

current exposure method (CEM) for OTC derivative contracts 

under § 628.34, plus 

(B) The fair value of the collateral posted by the 

clearing member client System institution and held by the 

central counterparty (CCP), clearing member, or custodian in 

a manner that is not bankruptcy remote. 

(ii) For a cleared transaction that is a repo-style 

transaction, the trade exposure amount equals: 

(A) The exposure amount for the repo-style transaction 

calculated using the collateral haircut methodology under 

§ 628.37(c), plus 

(B) The fair value of the collateral posted by the 

clearing member client System institution and held by the 

CCP or a clearing member in a manner that is not bankruptcy 

remote. 

(3) Cleared transaction risk weights. (i) For a cleared 

transaction with a qualifying CCP (QCCP), a clearing member 

client System institution must apply a risk weight of: 
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(A) Two (2) percent if the collateral posted by the 

System institution to the QCCP or clearing member is subject 

to an arrangement that prevents any losses to the clearing 

member client System institution due to the joint default or 

a concurrent insolvency, liquidation, or receivership 

proceeding of the clearing member and any other clearing 

member clients of the clearing member; and the clearing 

member client System institution has conducted sufficient 

legal review to conclude with a well-founded basis (and 

maintains sufficient written documentation of that legal 

review) that in the event of a legal challenge (including 

one resulting from default or from liquidation, insolvency, 

or receivership proceeding) the relevant court and 

administrative authorities would find the arrangements to be 

legal, valid, binding and enforceable under the law of the 

relevant jurisdictions; or 

(B) Four (4) percent if the requirements of paragraph 

(b)(3)(i)(A) of this section are not met. 

(ii) For a cleared transaction with a CCP that is not a 

QCCP, a clearing member client System institution must apply 

the risk weight appropriate for the CCP according to 

§ 628.32. 

(4)  Collateral. (i) Notwithstanding any other 

requirements in this section, collateral posted by a 
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clearing member client System institution that is held by a 

custodian (in its capacity as custodian) in a manner that is 

bankruptcy remote from the CCP, the custodian, clearing 

member and other clearing member clients of the clearing 

member, is not subject to a capital requirement under this 

section. 

(ii) A clearing member client System institution must 

calculate a risk-weighted asset amount for any collateral 

provided to a CCP, clearing member, or custodian in 

connection with a cleared transaction in accordance with the 

requirements under § 628.32. 

(c) [Reserved] 

(d) [Reserved] 

§ 628.36 Guarantees and credit derivatives: substitution 

treatment. 

(a) Scope —  (1) General. A System institution may 

recognize the credit risk mitigation benefits of an eligible 

guarantee or eligible credit derivative by substituting the 

risk weight associated with the protection provider for the 

risk weight assigned to an exposure, as provided under this 

section. 

(2) This section applies to exposures for which: 

(i) Credit risk is fully covered by an eligible 

guarantee or eligible credit derivative; or 
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(ii) Credit risk is covered on a pro rata basis (that 

is, on a basis in which the System institution and the 

protection provider share losses proportionately) by an 

eligible guarantee or eligible credit derivative. 

(3) Exposures on which there is a tranching of credit 

risk (reflecting at least two different levels of seniority) 

generally are securitization exposures subject to §§ 628.41 

through 628.45. 

(4) If multiple eligible guarantees or eligible credit 

derivatives cover a single exposure described in this 

section, a System institution may treat the hedged exposure 

as multiple separate exposures each covered by a single 

eligible guarantee or eligible credit derivative and may 

calculate a separate risk-weighted asset amount for each 

separate exposure as described in paragraph (c) of this 

section. 

(5) If a single eligible guarantee or eligible credit 

derivative covers multiple hedged exposures described in 

paragraph (a)(2) of this section, a System institution must 

treat each hedged exposure as covered by a separate eligible 

guarantee or eligible credit derivative and must calculate a 

separate risk-weighted asset amount for each exposure as 

described in paragraph (c) of this section. 
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(b) Rules of recognition. (1) A System institution may 

only recognize the credit risk mitigation benefits of 

eligible guarantees and eligible credit derivatives. 

(2) A System institution may only recognize the credit 

risk mitigation benefits of an eligible credit derivative to 

hedge an exposure that is different from the credit 

derivative's reference exposure used for determining the 

derivative's cash settlement value, deliverable obligation, 

or occurrence of a credit event if: 

(i) The reference exposure ranks pari passu with, or is 

subordinated to, the hedged exposure; and 

(ii) The reference exposure and the hedged exposure are 

to the same legal entity, and legally enforceable cross-

default or cross-acceleration clauses are in place to ensure 

payments under the credit derivative are triggered when the 

obligated party of the hedged exposure fails to pay under 

the terms of the hedged exposure. 

(c) Substitution approach —  (1) Full coverage. If an 

eligible guarantee or eligible credit derivative meets the 

conditions in paragraphs (a) and (b) of this section and the 

protection amount (P) of the guarantee or credit derivative 

is greater than or equal to the exposure amount of the 

hedged exposure, a System institution may recognize the 

guarantee or credit derivative in determining the risk-
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weighted asset amount for the hedged exposure by 

substituting the risk weight applicable to the guarantor or 

credit derivative protection provider under § 628.32 for the 

risk weight assigned to the exposure. 

(2) Partial coverage. If an eligible guarantee or 

eligible credit derivative meets the conditions in 

§§ 628.36(a) and 628.37(b) and the protection amount (P) of 

the guarantee or credit derivative is less than the exposure 

amount of the hedged exposure, the System institution must 

treat the hedged exposure as two separate exposures 

(protected and unprotected) in order to recognize the credit 

risk mitigation benefit of the guarantee or credit 

derivative. 

(i) The System institution may calculate the risk-

weighted asset amount for the protected exposure under 

§ 628.32, where the applicable risk weight is the risk 

weight applicable to the guarantor or credit derivative 

protection provider.  

(ii) The System institution must calculate the risk-

weighted asset amount for the unprotected exposure under 

§ 628.32, where the applicable risk weight is that of the 

unprotected portion of the hedged exposure. 

(iii) The treatment provided in this section is 

applicable when the credit risk of an exposure is covered on 
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a partial pro rata basis and may be applicable when an 

adjustment is made to the effective notional amount of the 

guarantee or credit derivative under paragraphs (d), (e), or 

(f) of this section. 

(d) Maturity mismatch adjustment. (1) A System 

institution that recognizes an eligible guarantee or 

eligible credit derivative in determining the risk-weighted 

asset amount for a hedged exposure must adjust the effective 

notional amount of the credit risk mitigant to reflect any 

maturity mismatch between the hedged exposure and the credit 

risk mitigant. 

(2) A maturity mismatch occurs when the residual 

maturity of a credit risk mitigant is less than that of the 

hedged exposure(s). 

(3) The residual maturity of a hedged exposure is the 

longest possible remaining time before the obligated party 

of the hedged exposure is scheduled to fulfill its 

obligation on the hedged exposure.  If a credit risk 

mitigant has embedded options that may reduce its term, the 

System institution (protection purchaser) must use the 

shortest possible residual maturity for the credit risk 

mitigant.  If a call is at the discretion of the protection 

provider, the residual maturity of the credit risk mitigant 

is at the first call date.  If the call is at the 
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discretion of the System institution (protection purchaser), 

but the terms of the arrangement at origination of the 

credit risk mitigant contain a positive incentive for the 

System institution to call the transaction before 

contractual maturity, the remaining time to the first call 

date is the residual maturity of the credit risk mitigant. 

(4) A credit risk mitigant with a maturity mismatch may 

be recognized only if its original maturity is greater than 

or equal to 1 year and its residual maturity is greater than 

3 months. 

(5) When a maturity mismatch exists, the System 

institution must apply the following adjustment to reduce 

the effective notional amount of the credit risk mitigant: 

Pm = E x [(t-0.25)/(T-0.25)], where: 

(i) Pm = effective notional amount of the credit risk 

mitigant, adjusted for maturity mismatch; 

(ii) E = effective notional amount of the credit risk 

mitigant; 

(iii) t = the lesser of T or the residual maturity of 

the credit risk mitigant, expressed in years; and 

(iv) T = the lesser of 5 or the residual maturity of 

the hedged exposure, expressed in years. 

(e) Adjustment for credit derivatives without 

restructuring as a credit event.  If a System institution 
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recognizes an eligible credit derivative that does not 

include as a credit event a restructuring of the hedged 

exposure involving forgiveness or postponement of principal, 

interest, or fees that results in a credit loss event (that 

is, a charge-off, specific provision, or other similar debit 

to the profit and loss account), the System institution must 

apply the following adjustment to reduce the effective 

notional amount of the credit derivative: Pr = Pm x 0.60, 

where: 

(1) Pr = effective notional amount of the credit risk 

mitigant, adjusted for lack of restructuring event (and 

maturity mismatch, if applicable); and 

(2) Pm = effective notional amount of the credit risk 

mitigant (adjusted for maturity mismatch, if applicable). 

(f) Currency mismatch adjustment. (1) If a System 

institution recognizes an eligible guarantee or eligible 

credit derivative that is denominated in a currency 

different from that in which the hedged exposure is 

denominated, the System institution must apply the following 

formula to the effective notional amount of the guarantee or 

credit derivative: Pc = Pr x (1-Hfx), where: 

(i) Pc = effective notional amount of the credit risk 

mitigant, adjusted for currency mismatch (and maturity 

mismatch and lack of restructuring event, if applicable); 
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(ii) Pr = effective notional amount of the credit risk 

mitigant (adjusted for maturity mismatch and lack of 

restructuring event, if applicable); and 

(iii) Hfx = haircut appropriate for the currency 

mismatch between the credit risk mitigant and the hedged 

exposure. 

(2) A System institution must set Hfx equal to 8 

percent.  

(3) A System institution must adjust Hfx calculated in 

paragraph (f)(2) of this section upward if the System 

institution revalues the guarantee or credit derivative less 

frequently than once every 10 business days using the 

following square root of time formula: 

 

 

where TM equals the greater of 10 or the number of days 

between revaluation.  

§ 628.37 Collateralized transactions. 

(a) General. (1) To recognize the risk-mitigating 

effects of financial collateral, a System institution may 

use: 
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(i) The simple approach in paragraph (b) of this 

section for any exposure. 

(ii) The collateral haircut approach in paragraph (c) 

of this section for repo-style transactions, eligible margin 

loans, collateralized derivative contracts, and single-

product netting sets of such transactions. 

(2) A System institution may use any approach described 

in this section that is valid for a particular type of 

exposure or transaction; however, it must use the same 

approach for similar exposures or transactions. 

(b) The simple approach — (1) General requirements.  

(i) A System institution may recognize the credit risk 

mitigation benefits of financial collateral that secures any 

exposure. 

(ii) To qualify for the simple approach, the financial 

collateral must meet the following requirements: 

(A) The collateral must be subject to a collateral 

agreement for at least the life of the exposure; 

(B) The collateral must be revalued at least every 6 

months; and 

(C) The collateral (other than gold) and the exposure 

must be denominated in the same currency. 

(2) Risk-weight substitution. (i) A System institution 

may apply a risk weight to the portion of an exposure that 
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is secured by the fair value of financial collateral (that 

meets the requirements of paragraph (b)(1) of this section) 

based on the risk weight assigned to the collateral under 

§ 628.32.  For repurchase agreements, reverse repurchase 

agreements, and securities lending and borrowing 

transactions, the collateral is the instruments, gold, and 

cash the System institution has borrowed, purchased subject 

to resale, or taken as collateral from the counterparty 

under the transaction.  Except as provided in paragraph 

(b)(3) of this section, the risk weight assigned to the 

collateralized portion of the exposure may not be less than 

20 percent. 

(ii) A System institution must apply a risk weight to 

the unsecured portion of the exposure based on the risk 

weight assigned to the exposure under this subpart. 

(3) Exceptions to the 20-percent risk-weight floor and 

other requirements.  Notwithstanding paragraph (b)(2)(i) of 

this section: 

(i) A System institution may assign a 0-percent risk 

weight to an exposure to an OTC derivative contract that is 

marked-to-fair on a daily basis and subject to a daily 

margin maintenance requirement, to the extent the contract 

is collateralized by cash on deposit. 
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(ii) A System institution may assign a 10-percent risk 

weight to an exposure to an OTC derivative contract that is 

marked-to-fair value daily and subject to a daily margin 

maintenance requirement, to the extent that the contract is 

collateralized by an exposure to a sovereign that qualifies 

for a 0-percent risk weight under § 628.32.  

(iii) A System institution may assign a 0-percent risk 

weight to the collateralized portion of an exposure where: 

(A) The financial collateral is cash on deposit; or  

(B) The financial collateral is an exposure to a 

sovereign that qualifies for a 0-percent risk weight under 

§ 628.32, and the System institution has discounted the fair 

value of the collateral by 20 percent. 

(c) Collateral haircut approach — (1) General. A 

System institution may recognize the credit risk mitigation 

benefits of financial collateral that secures an eligible 

margin loan, repo-style transaction, collateralized 

derivative contract, or single-product netting set of such 

transactions by using the standard supervisory haircuts in 

paragraph (c)(3) of this section.  

(2) Exposure amount equation. A System institution 

must determine the exposure amount for an eligible margin 

loan, repo-style transaction, collateralized derivative 

contract, or a single-product netting set of such 
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transactions by setting the exposure amount equal to max {0, 

[(∑E - ∑C) + ∑(Es x Hs) + ∑(Efx x Hfx)]}, where:  

(i)(A) For eligible margin loans and repo-style 

transactions and netting sets thereof, ∑E equals the value 

of the exposure (the sum of the current fair values of all 

instruments, gold, and cash the System institution has lent, 

sold subject to repurchase, or posted as collateral to the 

counterparty under the transaction (or netting set)); and 

(B) For collateralized derivative contracts and netting 

sets thereof, ∑E equals the exposure amount of the OTC 

derivative contract (or netting set) calculated under 

§ 628.34(c) or (d). 

(ii) ∑C equals the value of the collateral (the sum of 

the current fair values of all instruments, gold and cash 

the System institution has borrowed, purchased subject to 

resale, or taken as collateral from the counterparty under 

the transaction (or netting set)); 

(iii) Es equals the absolute value of the net position 

in a given instrument or in gold (where the net position in 

the instrument or gold equals the sum of the current fair 

values of the instrument or gold the System institution has 

lent, sold subject to repurchase, or posted as collateral to 

the counterparty minus the sum of the current fair values of 

that same instrument or gold the System institution has 
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borrowed, purchased subject to resale, or taken as 

collateral from the counterparty); 

(iv) Hs equals the fair value price volatility haircut 

appropriate to the instrument or gold referenced in Es; 

(v) Efx equals the absolute value of the net position 

of instruments and cash in a currency that is different from 

the settlement currency (where the net position in a given 

currency equals the sum of the current fair values of any 

instruments or cash in the currency the System institution 

has lent, sold subject to repurchase, or posted as 

collateral to the counterparty minus the sum of the current 

fair values of any instruments or cash in the currency the 

System institution has borrowed, purchased subject to 

resale, or taken as collateral from the counterparty); and 

(vi) Hfx equals the haircut appropriate to the mismatch 

between the currency referenced in Efx and the settlement 

currency. 

(3) Standard supervisory haircuts. (i) A System 

institution must use the haircuts for fair value price 

volatility (Hs) provided in Table 1 to § 628.37, as adjusted 

in certain circumstances in accordance with the requirements 

of paragraphs (c)(3)(iii) and (iv) of this section: 
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TABLE 1 to § 628.37 – STANDARD SUPERVISORY MARKET PRICE VOLATILITY 

HAIRCUT1 

Residual 
Maturity 

Haircut (in percent) assigned based on 

Investment grade 
securization 
exposures 

(in percent) 

Sovereign issuers 
risk weight 
under§ 628.32 

Non-sovereign 
issuers risk weight 

under § 628.32 

Zero 20%  

or  

-50% 

100% 20% 50% 100% 

Less than or 
equal to 1 
year 

0.5 1.0 15.0 1.0 2.0 25.0 4% 

Great than 1 
years and less 
than and equal 
to 5 years 

2.0 3.0 15.0 4.0 6.0 25.0 12% 

Greater than 5 
years 

4.0 6.0 15.0 8.0 12.0 25.0 24% 

Main index equities (including 
convertible bonds) and gold 

15% 

Other publically traded equities 
(including convertible bonds) 

25% 

Mutual funds Highest haircut applicable to any 
security in which the fund can invest 

Cash collateral  0% 

1 The market price volatility haircut in Table 1 to § 628.37 are based 
on 10-day holding period 

2  Includes a foreign PSE that receives a 0-percent risk weight 
 

(ii) For currency mismatches, a System institution must 

use a haircut for foreign exchange rate volatility (Hfx) of 

8 percent, as adjusted in certain circumstances under 

paragraphs (c)(3)(iii) and (iv) of this section. 
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(iii) For repo-style transactions, a System institution 

may multiply the standard supervisory haircuts provided in 

paragraphs (c)(3)(i) and (ii) of this section by the square 

root of ½ (which equals 0.707107). 

(iv) If the number of trades in a netting set exceeds 

5,000 at any time during a quarter, a System institution 

must adjust the supervisory haircuts provided in paragraphs 

(c)(3)(i) and (ii) of this section upward on the basis of a 

holding period of 20 business days for the following quarter 

except in the calculation of the exposure amount for 

purposes of § 628.35.  If a netting set contains one or more 

trades involving illiquid collateral or an OTC derivative 

that cannot be easily replaced, a System institution must 

adjust the supervisory haircuts upward on the basis of a 

holding period of 20 business days.  If over the 2 previous 

quarters more than two margin disputes on a netting set have 

occurred that lasted more than the holding period, then the 

System institution must adjust the supervisory haircuts 

upward for that netting set on the basis of a holding period 

that is at least two times the minimum holding period for 

that netting set.  A System institution must adjust the 

standard supervisory haircuts upward using the following 

formula: 
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(A) TM equals a holding period of longer than 10 

business days for eligible margin loans and derivative 

contracts or longer than 5 business days for repo-style 

transactions; 

(B) HS equals the standard supervisory haircut; and 

(C) TS equals 10 business days for eligible margin 

loans and derivative contracts or 5 business days for repo-

style transactions. 

(v) If the instrument a System institution has lent, 

sold subject to repurchase, or posted as collateral does not 

meet the definition of financial collateral in § 628.2, the 

System institution must use a 25-percent haircut for fair 

value price volatility (Hs). 

(4) [Reserved] 

Risk-Weighted Assets for Unsettled Transactions 

§ 628.38 Unsettled transactions. 

(a) Definitions. For purposes of this section: 

(1) Delivery-versus-payment (DvP) transaction means a 

securities or commodities transaction in which the buyer is 

obligated to make payment only if the seller has made 

delivery of the securities or commodities and the seller is 
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obligated to deliver the securities or commodities only if 

the buyer has made payment. 

(2) Payment-versus-payment (PvP) transaction means a 

foreign exchange transaction in which each counterparty is 

obligated to make a final transfer of one or more currencies 

only if the other counterparty has made a final transfer of 

one or more currencies. 

(3) A transaction has a normal settlement period if the 

contractual settlement period for the transaction is equal 

to or less than the fair value standard for the instrument 

underlying the transaction and equal to or less than 5 

business days. 

(4) Positive current exposure of a System institution 

for a transaction is the difference between the transaction 

value at the agreed settlement price and the current fair 

value price of the transaction, if the difference results in 

a credit exposure of the System institution to the 

counterparty. 

(b) Scope. This section applies to all transactions 

involving securities, foreign exchange instruments, and 

commodities that have a risk of delayed settlement or 

delivery.  This section does not apply to: 
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(1) Cleared transactions that are marked-to-fair value 

daily and subject to daily receipt and payment of variation 

margin; 

(2) Repo-style transactions, including unsettled repo-

style transactions;  

(3) One-way cash payments on OTC derivative contracts; 

or 

(4) Transactions with a contractual settlement period 

that is longer than the normal settlement period (which are 

treated as OTC derivative contracts as provided in 

§ 628.34). 

(c) System-wide failures. In the case of a system-wide 

failure of a settlement, clearing system or central 

counterparty, the FCA may waive risk-based capital 

requirements for unsettled and failed transactions until the 

situation is rectified. 

(d) Delivery-versus-payment (DvP) and payment-versus-

payment (PvP) transactions. A System institution must hold 

risk-based capital against any DvP or PvP transaction with a 

normal settlement period if the System institution's 

counterparty has not made delivery or payment within 5 

business days after the settlement date.  The System 

institution must determine its risk-weighted asset amount 

for such a transaction by multiplying the positive current 
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exposure of the transaction for the System institution by 

the appropriate risk weight in Table 1 to § 628.38. 

TABLE 1 to § 628.38 – RISK WEIGHTS FOR UNSETTLED DVP AND PVP 
TRANSACTIONS 

Number of business days after contractual 
settlement date 

Risk weight to be 
applied to positive 
current exposure (in 
percent) 

From 5 to 15 100.0 
From 16 to 30 625.0 
From 31 to 45 937.5 
46 or more 1,250.0 
 
(e) Non-DvP/non-PvP (non-delivery-versus-payment/non-

payment-versus-payment) transactions. (1) A System 

institution must hold risk-based capital against any non-

DvP/non-PvP transaction with a normal settlement period if 

the System institution has delivered cash, securities, 

commodities, or currencies to its counterparty but has not 

received its corresponding deliverables by the end of the 

same business day. The System institution must continue to 

hold risk-based capital against the transaction until the 

System institution has received its corresponding 

deliverables. 

(2) From the business day after the System institution 

has made its delivery until 5 business days after the 

counterparty delivery is due, the System institution must 

calculate the risk-weighted asset amount for the transaction 

by treating the current fair value of the deliverables owed 
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to the System institution as an exposure to the counterparty 

and using the applicable counterparty risk weight under 

§ 628.32. 

(3) If the System institution has not received its 

deliverables by the 5th business day after counterparty 

delivery was due, the System institution must assign a 

1,250-percent risk weight to the current fair value of the 

deliverables owed to the System institution. 

(f) Total risk-weighted assets for unsettled 

transactions. Total risk-weighted assets for unsettled 

transactions is the sum of the risk-weighted asset amounts 

of all DvP, PvP, and non- DvP/non-PvP transactions. 

§§ 628.39 through 628.40  [Reserved] 

Risk-Weighted Assets for Securitization Exposures 

§ 628.41 Operational requirements for securitization 

exposures.   

(a) Operational criteria for traditional 

securitizations. A System institution that transfers 

exposures it has originated or purchased to a third party in 

connection with a traditional securitization may exclude the 

exposures from the calculation of its risk-weighted assets 

only if each condition in this section is satisfied. A 

System institution that meets these conditions must hold 

risk-based capital against any credit risk it retains in 
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connection with the securitization. A System institution 

that fails to meet these conditions must hold risk-based 

capital against the transferred exposures as if they had not 

been securitized and must deduct from CET1 capital, pursuant 

to § 628.22, any after-tax gain-on-sale resulting from the 

transaction. The conditions are: 

(1) The exposures are not reported on the System 

institution's consolidated balance sheet under GAAP; 

(2) The System institution has transferred to one or 

more third parties credit risk associated with the 

underlying exposures; 

(3) Any clean-up calls relating to the securitization 

are eligible clean-up calls; and 

(4) The securitization does not: 

(i) Include one or more underlying exposures in which 

the borrower is permitted to vary the drawn amount within an 

agreed limit under a line of credit; and 

(ii) Contain an early amortization provision. 

(b) Operational criteria for synthetic securitizations. 

For synthetic securitizations, a System institution may 

recognize for risk-based capital purposes the use of a 

credit risk mitigant to hedge underlying exposures only if 

each condition in this paragraph is satisfied.  A System 

institution that meets these conditions must hold risk-based 
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capital against any credit risk of the exposures it retains 

in connection with the synthetic securitization.  A System 

institution that fails to meet these conditions or chooses 

not to recognize the credit risk mitigant for purposes of 

this section must instead hold risk-based capital against 

the underlying exposures as if they had not been 

synthetically securitized.  The conditions are: 

(1) The credit risk mitigant is: 

(i) Financial collateral; 

(ii) A guarantee that meets all criteria set forth in 

the definition of "eligible guarantee" in § 628.2, except 

for the criteria in paragraph (3) of that definition; or  

(iii)  A credit derivative that meets all criteria as 

set forth in the definition of "eligible credit derivative" 

in § 628.2, except for the criteria in paragraph (3) of the 

definition of "eligible guarantee" in § 628.2. 

(2) The System institution transfers credit risk 

associated with the underlying exposures to one or more 

third parties, and the terms and conditions in the credit 

risk mitigants employed do not include provisions that: 

(i) Allow for the termination of the credit protection 

due to deterioration in the credit quality of the underlying 

exposures; 
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(ii) Require the System institution to alter or replace 

the underlying exposures to improve the credit quality of 

the pool of underlying exposures; 

(iii) Increase the System institution's cost of credit 

protection in response to deterioration in the credit 

quality of the underlying exposures; 

(iv) Increase the yield payable to parties other than 

the System institution in response to a deterioration in the 

credit quality of the underlying exposures; or 

(v) Provide for increases in a retained first loss 

position or credit enhancement provided by the System 

institution after the inception of the securitization; 

(3) The System institution obtains a well-reasoned 

opinion from legal counsel that confirms the enforceability 

of the credit risk mitigant in all relevant jurisdictions; 

and 

(4) Any clean-up calls relating to the securitization 

are eligible clean-up calls. 

(c) Due diligence requirements. (1)  Except for 

exposures that are deducted from CET1 capital (pursuant to § 

628.22) and exposures subject to § 628.42(h), if a System 

institution is unable to demonstrate to the satisfaction of 

the FCA a comprehensive understanding of the features of a 

securitization exposure that would materially affect the 
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performance of the exposure, the System institution must 

assign the securitization exposure a risk weight of 1,250 

percent. The System institution's analysis must be 

commensurate with the complexity of the securitization 

exposure and the materiality of the exposure in relation to 

its capital. 

(2) A System institution must demonstrate its 

comprehensive understanding of a securitization exposure 

under paragraph (c)(1) of this section for each 

securitization exposure by: 

(i) Conducting an analysis of the risk characteristics 

of a securitization exposure prior to acquiring the 

exposure, and documenting such analysis within 3 business 

days after acquiring the exposure, considering: 

(A) Structural features of the securitization that 

would materially impact the performance of the exposure, for 

example, the contractual cash flow waterfall, waterfall-

related triggers, credit enhancements, liquidity 

enhancements, fair value triggers, the performance of 

organizations that service the exposure, and deal-specific 

definitions of default; 

(B) Relevant information regarding the performance of 

the underlying credit exposure(s), for example, the 

percentage of loans 30, 60, and 90 days past due; default 
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rates; prepayment rates; loans in foreclosure; property 

types; occupancy; average credit score or other measures of 

creditworthiness; average loan-to-value (LTV) ratio; and 

industry and geographic diversification data on the 

underlying exposure(s); 

(C) Relevant market data of the securitization, for 

example, bid-ask spread, most recent sales price and 

historic price volatility, trading volume, implied market 

rating, and size, depth and concentration level of the 

market for the securitization; and 

(D) For resecuritization exposures, performance 

information on the underlying securitization exposures, for 

example, the issuer name and credit quality, and the 

characteristics and performance of the exposures; and 

(ii) On an on-going basis (no less frequently than 

quarterly), evaluating, reviewing, and updating as 

appropriate the analysis required under paragraph (c)(1) of 

this section for each securitization exposure. 

§ 628.42  Risk-weighted assets for securitization exposures. 

(a) Securitization risk weight approaches. Except as 

provided elsewhere in this section or in § 628.41: 

(1) A System institution must deduct from CET1 capital 

any after-tax gain-on-sale resulting from a securitization 

(as provided in § 628.22) and must apply a 1,250-percent 
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risk weight to the portion of a credit-enhancing interest-

only strip (CEIO) that does not constitute after-tax gain-

on-sale. 

(2)  If a securitization exposure does not require 

deduction under paragraph (a)(1) of this section, a System 

institution may assign a risk weight to the securitization 

exposure using the simplified supervisory formula approach 

(SSFA) in accordance with § 628.43(a) through (d) and 

subject to the limitation under § 628.42(e).  Alternatively, 

a System institution may assign a risk weight to the 

purchased securitization exposure using the gross-up 

approach in accordance with § 628.43(e), provided however, 

that such System institution must apply either the SSFA or 

the gross-up approach consistently across all of its 

securitization exposures, except as provided in paragraphs 

(a)(1), (a)(3), and (a)(4) of this section. 

(3) If a securitization exposure does not require 

deduction under paragraph (a)(1) of this section and the 

System institution cannot or chooses not to apply the SSFA 

or the gross-up approach to the exposure, the System 

institution must assign a risk weight to the exposure as 

described in § 628.44. 

(4) If a securitization exposure is a derivative 

contract (other than protection provided by a System 
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institution in the form of a credit derivative) that has a 

first priority claim on the cash flows from the underlying 

exposures (notwithstanding amounts due under interest rate 

or currency derivative contracts, fees due, or other similar 

payments), a System institution may choose to set the risk-

weighted asset amount of the exposure equal to the amount of 

the exposure as determined in paragraph (c) of this section. 

(b) Total risk-weighted assets for securitization 

exposures. A System institution's total risk-weighted 

assets for securitization exposures equals the sum of the 

risk-weighted asset amount for securitization exposures that 

the System institution risk weights under §§ 628.41(c), 

628.42(a)(1), and 628.43, 628.44, or 628.45, except as 

provided in § 628.42(e) through (j) of this section, as 

applicable. 

(c) Exposure amount of a securitization exposure.  

(1) [Reserved] 

(2) On-balance sheet securitization exposures 

(available-for-sale or held-to-maturity securities). The 

exposure amount of an on-balance sheet securitization 

exposure that is an available-for-sale or held-to-maturity 

security is the System institution's carrying value 

(including net accrued but unpaid interest and fees), less 
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any net unrealized gains on the exposure and plus any net 

unrealized losses on the exposure. 

(3) Off-balance sheet securitization exposures. (i) 

Except as provided in paragraph (j) of this section, the 

exposure amount of an off-balance sheet securitization that 

is not a repo-style transaction, an eligible margin loan, a 

cleared transaction (other than a credit derivative), or an 

OTC derivative contract (other than a credit derivative) is 

the notional amount of the exposure. 

(ii) [Reserved] 

(iii) [Reserved] 

(4) Repo-style transactions, eligible margin loans, and 

derivative contracts. The exposure amount of a 

securitization exposure that is a repo-style transaction, an 

eligible margin loan, or a derivative contract (other than a 

credit derivative) is the exposure amount of the transaction 

as calculated under § 628.34 or § 628.37 as applicable. 

(d) Overlapping exposures.  If a System institution has 

multiple securitization exposures that provide duplicative 

coverage to the underlying exposures of a securitization, 

the System institution is not required to hold duplicative 

risk-based capital against the overlapping position. 

Instead, the System institution may apply to the overlapping 
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position the applicable risk-based capital treatment that 

results in the highest risk-based capital requirement. 

(e) Implicit support.  If a System institution provides 

support to a securitization in excess of the System 

institution's contractual obligation to provide credit 

support to the securitization (implicit support): 

(1) The System institution must include in risk-

weighted assets all of the underlying exposures associated 

with the securitization as if the exposures had not been 

securitized and must deduct from CET1 capital (pursuant to 

§ 628.22) any after-tax gain-on-sale resulting from the 

securitization; and 

(2) The System institution must disclose publicly: 

(i) That it has provided implicit support to the 

securitization; and 

(ii) The risk-based capital impact to the System 

institution of providing such implicit support. 

(f) Undrawn portion of an eligible servicer cash 

advance facility. (1) Notwithstanding any other provision 

of this subpart, a System institution that is a servicer 

under an eligible servicer cash advance facility is not 

required to hold risk-based capital against potential 

future cash advance payments that it may be required to 

provide under the contract governing the facility. 
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(2) For a System institution that acts as a servicer, 

the exposure amount for a servicer cash advance facility 

that is not an eligible cash advance facility is equal to 

the amount of all potential future cash payments that the 

System institution may be contractually required to provide 

during the subsequent 12-month period under the governing 

facility. 

(g) Interest-only mortgage-backed securities. 

Regardless of any other provisions of this subpart, the risk 

weight for a non-credit-enhancing interest-only mortgage-

backed security may not be less than 100 percent. 

 (h) Small-business loans and leases on personal 

property transferred with retained contractual exposure. 

(1) Regardless of any other provisions of this subpart, a 

System institution that has transferred small-business loans 

and leases on personal property (small-business obligations) 

must include in risk-weighted assets only its contractual 

exposure to the small-business obligations if all the 

following conditions are met: 

(i) The transaction must be treated as a sale under 

GAAP. 

(ii) The System institution establishes and maintains, 

pursuant to GAAP, a non-capital reserve sufficient to meet 
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the System institution's reasonably estimated liability 

under the contractual obligation. 

(iii) The small business obligations are to businesses 

that meet the criteria for a small-business concern 

established by the Small Business Administration under 

section 3(a) of the Small Business Act. 

(iv) [Reserved] 

(2) The total outstanding amount of contractual 

exposure retained by a System institution on transfers of 

small-business obligations receiving the capital treatment 

specified in paragraph (h)(1) of this section cannot exceed 

15 percent of the System institution's total capital. 

(3) If a System institution exceeds the 15-percent 

capital limitation provided in paragraph (h)(2) of this 

section, the capital treatment under paragraph (h)(1) of 

this section will continue to apply to any transfers of 

small-business obligations with retained contractual 

exposure that occurred during the time that the System 

institution did not exceed the capital limit. 

(4) [Reserved] 

(i) [Reserved]; and 

(ii) [Reserved] 

(i) Nth-to-default credit derivatives.  (1) Protection 

provider. A System institution must assign a risk weight to 
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an nth-to-default credit derivative in accordance with FCA 

guidance. 

(2) [Reserved] 

(3) [Reserved] 

(4) Protection purchaser —  (i) First-to-default credit 

derivatives. A System institution that obtains credit 

protection on a group of underlying exposures through a 

first-to-default credit derivative that meets the rules of 

recognition of § 628.36(b) must determine its risk-based 

capital requirement for the underlying exposures as if the 

System institution synthetically securitized the underlying 

exposure with the smallest risk-weighted asset amount and 

had obtained no credit risk mitigant on the other underlying 

exposures.  A System institution must calculate a risk-based 

capital requirement for counterparty credit risk according 

to § 628.34 for a first-to-default credit derivative that 

does not meet the rules of recognition of § 628.36(b). 

(ii) Second-or-subsequent-to-default credit 

derivatives. (A) A System institution that obtains credit 

protection on a group of underlying exposures through a nth-

to-default credit derivative that meets the rules of 

recognition of § 628.36(b) (other than a first-to-default 

credit derivative) may recognize the credit risk mitigation 

benefits of the derivative only if: 
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(1)  The System institution also has obtained credit 

protection on the same underlying exposures in the form of 

first-through-(n-1)-to-default credit derivatives; or 

(2) If n-1 of the underlying exposures have already 

defaulted. 

(B) If a System institution satisfies the requirements 

of paragraph (i)(4)(ii)(A) of this section, the System 

institution must determine its risk-based capital 

requirement for the underlying exposures as if the System 

institution had only synthetically securitized the 

underlying exposure with the nth smallest risk-weighted 

asset amount and had obtained no credit risk mitigant on the 

underlying exposures. 

(C) A System institution must calculate a risk-based 

capital requirement for counterparty credit risk according 

to § 628.34 for a nth-to-default credit derivative that does 

not meet the rules of recognition of § 628.36(b). 

(j) Guarantees and credit derivatives other than nth- 

to-default credit derivatives —  (1) Protection provider. 

For a guarantee or credit derivative (other than an nth-to-

default credit derivative) provided by a System institution 

that covers the full amount or a pro rata share of a 

securitization exposure's principal and interest, the System 
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institution must risk weight the guarantee or credit 

derivative in accordance with FCA guidance. 

(2)  Protection purchaser. (i) A System institution 

that purchases a guarantee or OTC credit derivative (other 

than an nth-to-default credit derivative) that is recognized 

under § 628.45 as a credit risk mitigant (including via 

collateral recognized under § 628.37) is not required to 

compute a separate credit risk capital requirement under 

§ 628.31, in accordance with § 628.34(c). 

(ii) If a System institution cannot, or chooses not to, 

recognize a purchased credit derivative as a credit risk 

mitigant under § 628.45, the System institution must 

determine the exposure amount of the credit derivative under 

§ 628.34. 

(A)  If the System institution purchases credit 

protection from a counterparty that is not a securitization 

special purpose entity (SPE), the System institution must 

determine the risk weight for the exposure according to 

general risk weights under § 628.32. 

(B)  If the System institution purchases the credit 

protection from a counterparty that is a securitization 

SPE, the System institution must determine the risk weight 

for the exposure according to § 628.42, including 

§ 628.42(a)(4) for a credit derivative that has a first 
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priority claim on the cash flows from the underlying 

exposures of the securitization SPE (notwithstanding 

amounts due under interest rate or currency derivative 

contracts, fees due, or other similar payments). 

§ 628.43 Simplified supervisory formula approach (SSFA) and 

the gross-up approach. 

(a) General requirements for the SSFA. To use the SSFA 

to determine the risk weight for a securitization exposure, 

a System institution must have data that enables it to 

assign accurately the parameters described in paragraph (b) 

of this section.  Data used to assign the parameters 

described in paragraph (b) of this section must be the most 

currently available data; if the contract governing the 

underlying exposures of the securitization require payment 

on a monthly or quarterly basis, the data used to assign 

the parameters described in paragraph (b) of this section 

must be no more than 91 calendar days old.  A System 

institution that does not have the appropriate data to 

assign the parameters described in paragraph (b) of this 

section must assign a risk weight of 1,250 percent to the 

exposure. 

(b) SSFA parameters. To calculate the risk weight for 

a securitization exposure using the SSFA, a System 
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institution must have accurate information on the following 

five inputs to the SSFA calculation: 

(1) KG is the weighted-average (with unpaid principal 

used as the weight for each exposure) total capital 

requirement of the underlying exposures calculated using 

this subpart. KG is expressed as a decimal value between 0 

and 1 (that is, an average risk weight of 100 percent 

represents a value of KG equal to .08). 

(2) Parameter W is expressed as a decimal value between 

0 and 1. Parameter W is the ratio of the sum of the dollar 

amounts of any underlying exposures within the securitized 

pool that meet any of the criteria as set forth in 

paragraphs (b)(2)(i) through (vi) of this section to the 

balance, measured in dollars, of underlying exposures: 

(i) Ninety (90) days or more past due; 

(ii) Subject to a bankruptcy or insolvency proceeding;  

(iii) In the process of foreclosure; 

(iv) Held as real estate owned; 

(v) Has contractually deferred interest payments for 90 

days or more, other than principal or interest payments 

deferred on: 

(A) Federally guaranteed student loans, in accordance 

with the terms of those guarantee programs; or 
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(B) Consumer loans, including non-federally guaranteed 

student loans, provided that such payments are deferred 

pursuant to provisions included in the contract at the time 

funds are disbursed that provide for periods(s) of deferral 

that are not initiated based on changes in the 

creditworthiness of the borrower; or 

(vi) Is in default. 

(3) Parameter A is the attachment point for the 

exposure, which represents the threshold at which credit 

losses will first be allocated to the exposure. Except as 

provided in § 628.42(i) for nth –to-default credit 

derivatives, parameter A equals the ratio of the current 

dollar amount of underlying exposures that are subordinated 

to the exposure of the System institution to the current 

dollar amount of underlying exposures.  Any reserve account 

funded by the accumulated cash flows from the underlying 

exposures that is subordinated to the System institution's 

securitization exposure may be included in the calculation 

of parameter A to the extent that cash is present in the 

account. Parameter A is expressed as a decimal value 

between 0 and 1. 

(4) Parameter D is the detachment point for the 

exposure, which represents the threshold at which credit 

losses of principal allocated to the exposure would result 
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in a total loss of principal. Except as provided in § 

628.42(i) for nth-to-default credit derivatives, parameter D 

equals parameter A plus the ratio of the current dollar 

amount of the securitization exposures that are pari passu 

with the exposure (that is, have equal seniority with 

respect to credit risk) to the current dollar amount of the 

underlying exposures.  Parameter D is expressed as a decimal 

value between 0 and 1. 

(5) A supervisory calibration parameter, p, is equal to 

0.5 for securitization exposures that are not 

resecuritization exposures and equal to 1.5 for 

resecuritization exposures. 

(c) Mechanics of the SSFA.   KG and W are used to 

calculate KA, the augmented value of KG, which reflects the 

observed credit quality of the underlying pool of exposures.  

KA  is defined in paragraph (d) of this section. The values 

of parameters A and D, relative to KA determine the risk 

weight assigned to a securitization exposure as described in 

paragraph (d) of this section.  The risk weight assigned to 

a securitization exposure, or portion of a exposure, as 

appropriate, is the larger of the risk weight determined in 

accordance with this paragraph (d) of this section and a 

risk weight of 20 percent. 
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(1) When the detachment point, parameter D, for a 

securitization exposure is less than or equal to KA, the 

exposure must be assigned a risk weight of 1,250 percent. 

(2) When the attachment point, parameter A, for a 

securitization exposure is greater than or equal to KA, the 

System institution must calculate the risk weight in 

accordance with paragraph (d) of this section. 

(3) When A is less than KA and D is greater than KA, 

the risk weight is a weighted average of 1,250 percent and 

1,250 percent times KSSFA calculated in accordance with 

paragraph (d) of this section.  For the purpose of this 

weighted-average calculation: 

(i) The weight assigned to 1,250 percent equals 
KA-A  

D-A
. 

(ii) The weight assigned to 1,250 percent times KSSFA 

equals 
D-KA
D-A

. 

 (iii) The risk weight will be set equal to: 

 
 

(d) SSFA equation.  

(1)  The System institution must define the following 

parameters: 
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e=2.71828 , the base of the natural logarithms. 

(2) Then the System institution must calculate KSSFA 

according to the following equation: 

 

 (3) The risk weight for the exposure (expressed as a  

percent) is equal to KSSFA x 1,250.  

(e) Gross-up approach —  (1) Applicability. A System 

institution may apply the  gross-up approach set forth in 

this section instead of the SSFA to determine the risk 

weight of its securitization exposures, provided that it 

applies the gross-up approach to all of its securitization 

exposures, except as otherwise provided for certain 

securitization exposures in §§ 628.44 and 628.45. 

(2)  To use the gross-up approach, a System institution 

must calculate the following four inputs:  

(i) Pro rata share A, which is the par value of the 

System institution's securitization exposure X as a percent 
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of the par value of the tranche in which the securitization 

exposure resides Y; A= X

Y
 expressed as a percent;  

(ii) Enhanced amount B, which is the value of tranches 

that are more senior to the tranche in which the System 

institution's securitization resides; 

are more senior to the tranche in which the System 

institution's securitization resides; 

(iii) Exposure amount of the System institution's 

securitization exposure calculated under § 628.42(c) 

C=carrying value of exposure; and 

(iv) Risk weight (RW), which is the weighted-average 

risk weight of underlying exposures in the securitization 

pool as calculated under this subpart.  For example, RW for 

an asset-backed security with underlying car loans would be 

100 percent. 

(3) Credit equivalent amount (CEA). The CEA of a 

securitization exposure under this section equals the sum 

of:  

(i) The exposure amount C of the System 

institution's  securitization exposure, plus 

(ii) the pro rata share A multiplied by the enhanced 

amount B, each calculated in accordance with paragraph 

(e)(2) of this section. 
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CEA  =  C + (A × B) 

(4)  Risk-weighted assets (RWA).  To calculate RWA for 

a securitization exposure under the gross-up approach, a 

System institution must apply the RW calculated under 

paragraph (e)(2) of this section to the CEA calculated in 

paragraph (e)(3) of this section.   

RWA = RW × CEA 

(f)  Limitations. Notwithstanding any other provision 

of this section, a System institution must assign a risk 

weight of not less than 20 percent to a securitization 

exposure. 

§ 628.44 Securitization exposures to which the SSFA and 

gross-up approach do not apply. 

(a) General requirement. A System institution must 

assign a 1,250-percent risk weight to all securitization 

exposures to which the System institution does not apply the 

SSFA or the gross up approach under § 628.43. 

(b) [Reserved] 

(c) [Reserved] 

§ 628.45 Recognition of credit risk mitigants for 

securitization exposures. 

(a) General. (1) An originating System institution 

that has obtained a credit risk mitigant to hedge its 

exposure to a synthetic or traditional securitization that 
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satisfies the operational criteria provided in § 628.41 may 

recognize the credit risk mitigant under §§ 628.36 or 

628.37, but only as provided in this section. 

(2) An investing System institution that has obtained a 

credit risk mitigant to hedge a securitization exposure may 

recognize the credit risk mitigant under §§ 628.36 or 

628.37, but only as provided in this section. 

(b) Mismatches. A System institution must make any 

applicable adjustment to the protection amount of an 

eligible guarantee or credit derivative as required in 

§ 628.36(d), (e), and (f) for any hedged securitization 

exposure. In the context of a synthetic securitization, 

when an eligible guarantee or eligible credit derivative 

covers multiple hedged exposures that have different 

residual maturities, the System institution must use the 

longest residual maturity of any of the hedged exposures as 

the residual maturity of all hedged exposures. 

§§ 628.46 through 628.50  [Reserved] 

Risk-Weighted Assets for Equity Exposures 
 

§ 628.51  Introduction and exposure measurement. 

(a) General. (1) To calculate its risk-weighted asset 

amounts for equity exposures that are not equity exposures 

to an investment fund, a System institution must use the 

Simple Risk-Weight Approach (SRWA) provided in § 628.52.  A 
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System institution must use the look-through approaches 

provided in § 628.53 to calculate its risk-weighted asset 

amounts for equity exposures to investment funds. 

(2) [Reserved] 

(3) [Reserved] 

(b) Adjusted carrying value. For purposes of §§ 628.51 

through 628.53, the adjusted carrying value of an equity 

exposure is: 

(1) For the on-balance sheet component of an equity 

exposure (other than an equity exposure that is classified 

as available-for-sale), the System institution's carrying 

value of the exposure; 

(2) For the on-balance sheet component of an equity 

exposure that is classified as available-for-sale, the 

System institution's carrying value of the exposure less 

any net unrealized gains on the exposure that are reflected 

in such carrying value but excluded from the System 

institution's regulatory capital components; 

(3) For the off-balance sheet component of an equity 

exposure that is not an equity commitment, the effective 

notional principal amount of the exposure, the size of which 

is equivalent to a hypothetical on-balance sheet position 

in the underlying equity instrument that would evidence the 

same change in fair value (measured in dollars) given a 
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small change in the price of the underlying equity 

instrument, minus the adjusted carrying value of the on-

balance sheet component of the exposure as calculated in 

paragraph (b)(1) of this section; and  

(4) For a commitment to acquire an equity exposure (an 

equity commitment), the effective notional principal amount 

of the exposure is multiplied by the following conversion 

factors (CFs): 

(i) Conditional equity commitments with an original 

maturity of 14 months or less receive a CF of 20 percent. 

(ii) Conditional equity commitments with an original 

maturity of over 14 months receive a CF of 50 percent. 

(iii) Unconditional equity commitments receive a CF of 

100 percent. 

§ 628.52  Simple risk-weight approach (SRWA). 

(a) General. Under the SRWA, a System institution's 

total risk-weighted assets for equity exposures equals the 

sum of the risk-weighted asset amounts for each of the 

System institution's individual equity exposures (other than 

equity exposures to an investment fund) as determined under 

this section and the risk-weighted asset amounts for each of 

the System institution's individual equity exposures to an 

investment fund as determined under § 628.53. 



 

489 

(b) SRWA computation for individual equity exposures.  

A System institution must determine the risk-weighted asset 

amount for an individual equity exposure (other than an 

equity exposure to an investment fund) by multiplying the 

adjusted carrying value of the equity exposure or the 

effective portion and ineffective portion of a hedge pair 

(as defined in paragraph (c) of this section) by the lowest 

applicable risk weight in this paragraph. 

(1) Zero-percent (0%) risk weight equity exposures.  An 

equity exposure to a sovereign, the Bank for International 

Settlements, the European Central Bank, the European 

Commission, the International Monetary Fund, an MDB, and any 

other entity whose credit exposures receive a 0-percent risk 

weight under § 628.32 may be assigned a 0-percent risk 

weight. 

 (2) Twenty-percent (20%) risk weight equity exposures. 

An equity exposure to a PSE or the Federal Agricultural 

Mortgage Corporation (Farmer Mac) must be assigned a 20-

percent risk weight. 

(3) One hundred-percent (100%) risk weight equity 

exposures.  The equity exposures set forth in this paragraph 

(b)(3) must be assigned a 100-percent risk weight: 

(i) Certain equity exposures authorized under § 

615.5140(e) of this chapter.  An equity exposure that the 
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FCA has authorized pursuant to § 615.5140(e) for a purpose 

other than those specified in § 615.5132(a) (for System 

banks) or § 615.5142 (for associations) of this chapter, 

unless the equity exposure is assigned a different risk 

weight under this section.  

(ii) Effective portion of hedge pairs.  The effective 

portion of a hedge pair. 

(iii) Non-significant equity exposures.  Equity 

exposures, excluding exposures to an investment firm that 

would meet the definition of a traditional securitization in 

§ 628.2 were it not for the application of paragraph (8) of 

that definition and has greater than immaterial leverage, to 

the extent that aggregate adjusted carrying value of the 

exposures does not exceed 10 percent of the System 

institution's total capital. 

(A) Equity exposures subject to paragraph (b)(3)(iii) of 

this section include: 

(1)  Equity exposures to unconsolidated unincorporated 

business entities and equity exposures held through 

consolidated unincorporated business entities, as authorized 

by subpart J of part 611 of this chapter; 

(2) Equity exposures that the FCA has authorized 

pursuant to § 615.5140(e) for a purpose specified in 

§ 615.5132(a) (for System banks) or § 615.5142 (for 
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associations) of this chapter, unless the equity exposures 

are assigned a different risk weight under this section; and 

(3) Equity exposures to an unconsolidated rural business 

investment company and equity exposures held through a 

consolidated rural business investment company described in 7 

U.S.C. 2009cc et seq. 

(B) To compute the aggregate adjusted carrying value of 

a System institution's equity exposures for purposes of this 

section, the System institution may exclude equity exposures 

described in paragraphs (b)(1), (b)(2), (b)(3)(i), and 

(b)(3)(ii) of this section, the equity exposure in a hedge 

pair with the smaller adjusted carrying value, and a 

proportion of each equity exposure to an investment fund 

equal to the proportion of the assets of the investment fund 

that are not equity exposures or that meet the criterion of 

paragraph (b)(3)(i) of this section.  If a System 

institution does not know the actual holdings of the 

investment fund, the System institution may calculate the 

proportion of the assets of the fund that are not equity 

exposures based on the terms of the prospectus, partnership 

agreement, or similar contract that defines the fund's 

permissible investments.  If the sum of the investment 

limits for all exposure classes within the fund exceeds 100 

percent, the System institution must assume for purposes of 
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this section that the investment fund invests to the maximum 

extent possible in equity exposures. 

(C) When determining which of a System institution's 

equity exposures qualify for a 100-percent risk weight under 

this paragraph, a System institution first must include 

equity exposures to unconsolidated rural business investment 

companies or held through consolidated rural business 

investment companies described in 7 U.S.C. 2009cc et seq.; then 

must include equity exposures that the FCA has authorized 

pursuant to § 615.5140(e) for a purpose specified in 

§ 615.5132(a) (for System banks) or § 615.5142 (for 

associations) of this chapter (unless the equity exposures 

are assigned a different risk weight under this section); 

then must include equity exposures to unconsolidated 

unincorporated business entities and equity exposures held 

through consolidated unincorporated business entities, as 

authorized by subpart J of part 611 of this chapter; then 

must include publicly traded equity exposures (including 

those held indirectly through investment funds); and then 

must include non-publicly traded equity exposures (including 

those held indirectly through investment funds). 

(4) Other equity exposures.  The risk weight for any 

equity exposure that does not qualify for a risk weight 

under paragraph (b)(1), paragraph (b)(2), paragraph (b)(3), 
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or paragraph (b)(7) of this section will be determined by 

the FCA. 

(5) [Reserved] 

(6) [Reserved] 

(7) Six hundred-percent (600%) risk weight equity 

exposures. An equity exposure to an investment firm must be 

assigned a 600-percent risk weight, provided that the 

investment firm: 

(i) Would meet the definition of a traditional 

securitization in § 628.2 were it not for the application of 

paragraph (8) of that definition; and 

(ii) Has greater than immaterial leverage. 

(c) Hedge transactions —  (1) Hedge pair. A hedge pair 

is two equity exposures that form an effective hedge so long 

as each equity exposure is publicly traded or has a return 

that is primarily based on a publicly traded equity 

exposure. 

(2) Effective hedge. Two equity exposures form an 

effective hedge if the exposures either have the same 

remaining maturity or each has a remaining maturity of at 

least 3 months; the hedge relationship is formally 

documented in a prospective manner (that is, before the 

System institution acquires at least one of the equity 

exposures); the documentation specifies the measure of 
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effectiveness (E) the System institution will use for the 

hedge relationship throughout the life of the transaction; 

and the hedge relationship has an E greater than or equal to 

0.8.  A System institution must measure E at least quarterly 

and must use one of three alternative measures of E as set 

forth in this paragraph (c): 

(i) Under the dollar-offset method of measuring 

effectiveness, the System institution must determine the 

ratio of value change (RVC).  The RVC is the ratio of the 

cumulative sum of the changes in value of one equity 

exposure to the cumulative sum of the changes in the value 

of the other equity exposure. If RVC is positive, the hedge 

is not effective and E equals 0.  If RVC is negative and 

greater than or equal to -1 (that is, less than 0 and 

greater than or equal to -1), then E equals the absolute 

value of RVC.  If RVC is negative and less than -1, then E 

equals 2 plus RVC. 

(ii) Under the variability-reduction method of 

measuring effectiveness: 

 

(A) Xt = At – Bt, 
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(B) At = the value at time t of one exposure in a 

hedge pair; and 

(C) Bt = the value at time t of the other exposure in 

a hedge pair. 

(iii) Under the regression method of measuring 

effectiveness, E equals the coefficient of determination of 

a regression in which the change in value of one exposure in 

a hedge pair is the dependent variable and the change in 

value of the other exposure in a hedge pair is the 

independent variable. However, if the estimated regression 

coefficient is positive, then E equals 0. 

(3) The effective portion of a hedge pair is E 

multiplied by the greater of the adjusted carrying values of 

the equity exposures forming a hedge pair. 

(4) The ineffective portion of a hedge pair is (1-E) 

multiplied by the greater of the adjusted carrying values of 

the equity exposures forming a hedge pair. 

§ 628.53  Equity exposures to investment funds. 

(a) Available approaches. (1) Unless the exposure 

meets the requirements for an equity exposure under 

§ 628.52(b)(3)(i), a System institution must determine the 

risk-weighted asset amount of an equity exposure to an 

investment fund under the full look-through approach 

described in paragraph (b) of this section, the simple 
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modified look-through approach described in paragraph (c) of 

this section, or the alterative modified look-through 

approach described paragraph (d) of this section, provided, 

however, that the minimum risk weight that may be assigned 

to an equity exposure under this section is 20 percent. 

(2) The risk-weighted asset amount of an equity 

exposure to an investment fund that meets the requirements 

for an equity exposure in § 628.52(b)(3)(i) is its adjusted 

carrying value. 

(3) If an equity exposure to an investment fund is part 

of a hedge pair and the System institution does not use the 

full look-through approach, the System institution must use 

the ineffective portion of the hedge pair as determined 

under § 628.52(c) as the adjusted carrying value for the 

equity exposure to the investment fund.  The risk-weighted 

asset amount of the effective portion of the hedge pair is 

equal to its adjusted carrying value. 

(b) Full look-through approach. A System institution 

that is able to calculate a risk-weighted asset amount for 

its proportional ownership share of each exposure held by 

the investment fund (as calculated under this subpart as if 

the proportional ownership share of the adjusted carrying 

value of each exposure were held directly by the System 

institution) may set the risk-weighted asset amount of the 
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System institution's exposure to the fund equal to the 

product of: 

(1) The aggregate risk-weighted asset amounts of the 

exposures held by the fund as if they were held directly by 

the System institution; and 

(2) The System institution's proportional ownership 

share of the fund. 

(c) Simple modified look-through approach. Under the 

simple modified look-through approach, the risk-weighted 

asset amount for a System institution's equity exposure to 

an investment fund equals the adjusted carrying value of the 

equity exposure multiplied by the highest risk weight that 

applies to any exposure the fund is permitted to hold under 

the prospectus, partnership agreement, or similar agreement 

that defines the fund's permissible investments (excluding 

derivative contracts that are used for hedging rather than 

speculative purposes and that do not constitute a material 

portion of the fund's exposures). 

(d) Alternative modified look-through approach. Under 

the alternative modified look-through approach, a System 

institution may assign the adjusted carrying value of an 

equity exposure to an investment fund on a pro rata basis to 

different risk weight categories under this subpart based on 

the investment limits in the fund's prospectus, partnership 
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agreement, or similar contract that defines the fund's 

permissible investments. The risk-weighted asset amount for 

the System institution's equity exposure to the investment 

fund equals the sum of each portion of the adjusted carrying 

value assigned to an exposure type multiplied by the 

applicable risk weight under this subpart. If the sum of 

the investment limits for all exposure types within the fund 

exceeds 100 percent, the System institution must assume that 

the fund invests to the maximum extent permitted under its 

investment limits in the exposure type with the highest 

applicable risk weight under this subpart and continues to 

make investments in order of the exposure type with the next 

highest applicable risk weight under this subpart until the 

maximum total investment level is reached. If more than one 

exposure type applies to an exposure, the System institution 

must use the highest applicable risk weight.  A System 

institution may exclude derivative contracts held by the 

fund that are used for hedging rather than for speculative 

purposes and do not constitute a material portion of the 

fund's exposures. 

§§ 628.54 through 628.60  [Reserved] 

Disclosures 

§ 628.61 Purpose and scope. 
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Sections 628.62 and 628.63 of this subpart establish 

public disclosure requirements for each System bank related to 

the capital requirements contained in this part.   

§ 628.62 Disclosure requirements. 

(a) A System bank must provide timely public 

disclosures each calendar quarter of the information in the 

applicable tables in § 628.63.  The System bank must make 

these disclosures in its quarterly and annual reports to 

shareholders required in part 620 of this chapter.  The 

System bank need not make these disclosures in the format 

set out in the applicable tables or all in the same 

location in a report, as long as a summary table 

specifically indicating the location(s) of all such 

disclosures is provided.  If a significant change occurs, 

such that the most recent reported amounts are no longer 

reflective of the System bank's capital adequacy and risk 

profile, then a brief discussion of this change and its 

likely impact must be disclosed as soon as practicable 

thereafter.  This disclosure requirement may be satisfied 

by providing a notice under § 620.15 of this chapter.  

Qualitative disclosures that typically do not change each 

quarter (for example, a general summary of the System bank's 

risk management objectives and policies, reporting system, 

and definitions) may be disclosed annually after the end of 
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the 4th calendar quarter, provided that any significant 

changes are disclosed in the interim. 

(b) A System bank must have a formal disclosure policy 

approved by the board of directors that addresses its 

approach for determining the disclosures it makes.  The 

policy must address the associated internal controls and 

disclosure controls and procedures.  The board of directors 

and senior management are responsible for establishing and 

maintaining an effective internal control structure over 

financial reporting, including the disclosures required by 

this subpart, and must ensure that appropriate review of the 

disclosures takes place. The chief executive officer, the 

chief financial officer (CFO), and a designated board 

member must attest that the disclosures meet the 

requirements of this subpart. 

(c) If a System bank concludes that disclosure of 

specific proprietary or confidential commercial or financial 

information that it would otherwise be required to disclose 

under this section would compromise its position, then the 

System bank is not required to disclose that specific 

information pursuant to this section, but must disclose more 

general information about the subject matter of the 

requirement, together with the fact that, and the reason 
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why, the specific items of information have not been 

disclosed. 

§ 628.63  Disclosures. 

(a) Except as provided in § 628.62, a System bank must 

make the disclosures described in Tables 1 through 10 of 

this section.  The System bank must make these disclosures 

publicly available for each of the last 3 years (that is, 12 

quarters) or such shorter period beginning on the effective 

date of this subpart D of this part. 

(b) A System bank must publicly disclose each quarter 

the following: 

(1) CET1 capital, AT1 capital, tier 2 capital, tier 1 

and total capital ratios, including the regulatory capital 

elements and all the regulatory adjustments and deductions 

needed to calculate the numerator of such ratios; 

(2) Total risk-weighted assets, including the different 

regulatory adjustments and deductions needed to calculate 

total risk-weighted assets; 

(3) Regulatory capital ratios during the transition 

period, including a description of all the regulatory 

capital elements and all regulatory adjustments and 

deductions needed to calculate the numerator and denominator 

of each capital ratio during the transition period; and 
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(4) A reconciliation of regulatory capital elements as 

they relate to its balance sheet in any audited consolidated 

financial statements.  
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TABLE 1 TO § 628.63 – SCOPE OF APPLICATION 
Qualitative 
Disclosures 

(a) The name of the top corporate entity in the group to which subpart D of this 
part applies.1 

(b) A brief description of the differences in the basis for consolidating 

entities
2 for accounting and regulatory purposes, with a description of those 

entities: 
(1) That are fully consolidated; 
(2) That are deconsolidated and deducted from total capital;  
(3) For which the total capital requirement is deducted; and 
(4) That are neither consolidated nor deducted (for example, where the 
investment in the entity is assigned a risk weight in accordance with this 
subpart). 

(c) Any restrictions, or other major impediments, on transfer of funds or total 
capital within the group. 

Quantitative 
Disclosures 

(d) [Reserved] 

(e) The aggregate amount by which actual total capital is less than the minimum 
total capital requirement in all subsidiaries, with total capital 
requirements and the name(s) of the subsidiaries with such deficiencies. 

1 The System bank is the top corporate entity.  
2 Entities include any subsidiaries authorized by the FCA, including operating subsidiaries, 

service corporations, and unincorporated business entities. 
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TABLE 2 TO § 628.63 – CAPITAL STRUCTURE 

Qualitative 
Disclosures 

(a) Summary information on the terms and conditions of the main features of all 
regulatory capital instruments. 

Quantitative 
Disclosures 

(b) The amount of common equity tier 1 capital, with separate disclosure of: 
(1) Common cooperative equities 

a. Statutory minimum borrower stock; 
b. Other required member stock; 
c. Allocated equity(stock or surplus); 

(2) Unallocated retained earnings (URE) and URE equivalents; and 
(3) Regulatory adjustments and deductions made to common equity tier 1 

capital. 

(c) The amount of tier 1 capital, with separate disclosure of: 
(1) Additional tier 1 capital elements; and 
(2) Regulatory adjustments and deductions made to tier 1 capital. 

(d) The amount of total capital, with separate disclosure of: 
(1) Common cooperative equities not included in common equity tier 1 

capital  
(2) Tier 2 capital elements, including tier 2 capital instruments; and 
(3) Regulatory adjustments and deductions made to total capital. 
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TABLE 3 TO § 628.63 – CAPITAL ADEQUACY 
Qualitative 
disclosures 

(a) A summary discussion of the System bank's approach to assessing the adequacy 
of its capital to support current and future activities. 

Quantitative 
disclosures 

(b) Risk-weighted assets for: 
(1) Exposures to sovereign entities; 
(2) Exposures to certain supranational entities and MDBs; 
(3) Exposures to GSEs; 
(4) Exposures to depository institutions, foreign banks, and credit 

unions, including OFI exposures that are risk weighted as exposures to 
U.S. depository institutions and credit unions; 

(5) Exposures to PSEs;  
(6) Corporate exposures, including borrower loans (including agricultural 

and consumer loans) and OFI exposures that are risk weighted as 
corporate exposures; 

(7) Residential mortgage exposures; 
(8) HVCRE exposures; 
(9) Past due exposures; 
(10) Exposures to other assets; 
(11) Loans from System banks to associations; 
(12) Cleared transactions; 
(13) Unsettled transactions; 
(14) Securitization exposures; and 
(15) Equity exposures. 

(c) [Reserved] 

(d) Common equity tier 1, tier 1 and total risk-based capital ratios for the 
System bank. 

(e) Total standardized risk-weighted assets. 
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 TABLE 4 TO § 628.63 – CAPITAL CONSERVATION BUFFER 
Quantitative 
Disclosures 

(a) At least quarterly, the System bank must calculate and publicly disclose the 
capital conservation buffer as described under § 628.11. 

(b) At least quarterly, the System bank must calculate and publicly disclose the 
eligible retained income of the System bank, as described under § 628.11. 

(c) At least quarterly, the System bank must calculate and publicly disclose any 
limitations it has on distributions and discretionary bonus payments 
resulting from the capital conservation buffer framework described under 
§ 628.11, including the maximum payout amount for the quarter. 
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(c) General qualitative disclosure requirement. For 

each separate risk area described in Tables 5 through 10, 

the System bank must describe its risk management 

objectives and policies, including: Strategies and 

processes; the structure and organization of the relevant 

risk management function; the scope and nature of risk 

reporting and/or measurement systems; policies for hedging 

and/or mitigating risk and strategies and processes for 

monitoring the continuing effectiveness of 

hedges/mitigants. 
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TABLE 5 TO § 628.631 – CREDIT RISK: GENERAL DISCLOSURES 
Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to credit risk 
(excluding counterparty credit risk disclosed in accordance with Table 6), 
including the: 
(1) Policy for determining past due or delinquency status; 
(2) Policy for placing loans in nonaccrual status; 
(3) Policy for returning loans to accrual status; 
(4) Definition of and policy for identifying impaired loans (for financial 

accounting purposes); 
(5) Description of the methodology that the System bank uses to estimate 

its allowance for loan losses, including statistical methods used 
where applicable; 

(6) Policy for charging-off uncollectible amounts; and 
(7) Discussion of the System bank's credit risk management policy. 

Quantitative 
Disclosures 

(b) Total credit risk exposures and average credit risk exposures, after 
accounting offsets in accordance with GAAP, without taking into account the 
effects of credit risk mitigation techniques (for example, collateral and 
netting not permitted under GAAP), over the period categorized by major 
types of credit exposure. For example, System banks could use categories 
similar to that used for financial statement purposes. Such categories might 
include, for instance: 
(1) Loans, off-balance sheet commitments, and other non-derivative off-

balance sheet exposures; 
(2) Debt securities; and 
(3) OTC derivatives.2 

(c) Geographic distribution of exposures, categorized in significant areas by 
major types of credit exposure.3 

(d) Industry or counterparty type distribution of exposures, categorized by 
major types of credit exposure. 
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(e) By major industry or counterparty type: 
(1) Amount of impaired loans for which there was a related allowance under 

GAAP; 
(2) Amount of impaired loans for which there was no related allowance 

under GAAP; 
(3) Amount of loans past due 90 days and in nonaccrual status; 
(4) Amount of loans past due 90 days and still accruing;4 
(5) The balance in the allowance for loan losses at the end of each period 

according to GAAP; and 
(6) Charge-offs during the period. 

(f) Amount of impaired loans and, if available, the amount of past due loans 
categorized by significant geographic areas including, if practical, the 
amounts of allowances related to each geographical area5, further 
categorized as required by GAAP. 

(g) Reconciliation of changes in allowances for loan losses.6 

(h) Remaining contractual maturity delineation (for example, one year or less) 
of the whole portfolio, categorized by credit exposure. 

1 Table 5 does not cover equity exposures, which should be reported in Table 9. 
2 See, for example, ASC Topic 815-10 and 210, as they may be amended from time to time. 
3  A System bank can satisfy this requirement by describing the geographic distribution of its 

loan portfolio by State or other significant geographic division, if any. 
4 A System bank is encouraged also to provide an analysis of the aging of past-due loans. 
5 The portion of the general allowance that is not allocated to a geographical area should be 

disclosed separately. 
6 The reconciliation should include the following:  a description of the allowance; the opening 

balance of the allowance; charge-offs taken against the allowance during the period; amounts provided 
(or reversed) for estimated probable loan losses during the period; any other adjustments (for 
example, exchange rate differences, business combinations, acquisitions and disposals of 
subsidiaries), including transfers between allowances; and the closing balance of the allowance.  
Charge-offs and recoveries that have been recorded directly to the income statement should be 
disclosed separately. 
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 TABLE 6 TO § 628.63 – GENERAL DISCLOSURE FOR COUNTERPARTY CREDIT RISK-RELATED 
EXPOSURES 

Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to OTC 
derivatives, eligible margin loans, and repo-style transactions, including a 
discussion of: 
(1) The methodology used to assign credit limits for counterparty credit 

exposures; 
(2) Policies for securing collateral, valuing and managing collateral, and 

establishing credit reserves; 
(3) The primary types of collateral taken; and 
(4) The impact of the amount of collateral the System bank would have to 

provide given deterioration in the System bank's own creditworthiness. 

Quantitative 
Disclosures 

(b) Gross positive fair value of contracts, collateral held (including type, for 
example, cash, government securities), and net unsecured credit exposure.1   

A System bank also must disclose the notional value of credit derivative 
hedges purchased for counterparty credit risk protection and the 
distribution of current credit exposure by exposure type.2 

(c) Notional amount of purchased credit derivatives used for the System bank's 
own credit portfolio.  

1 Net unsecured credit exposure is the credit exposure after considering both the benefits from 
legally enforceable netting agreements and collateral arrangements without taking into account 
haircuts for price volatility, liquidity, etc. 

2 This may include interest rate derivative contracts, foreign exchange derivative contracts, 
equity derivative contracts, credit derivatives, commodity or other derivative contracts, repo-style 
transactions, and eligible margin loans.   
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TABLE 7 TO § 628.63 – CREDIT RISK MITIGATION 1, 2 
Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to credit risk 
mitigation, including: 
(1) Policies and processes for collateral valuation and management; 
(2) A description of the main types of collateral taken by the System 

bank; 
(3) The main types of guarantors/credit derivative counterparties and 

their creditworthiness; and 
(4) Information about (market or credit) risk concentrations with respect 

to credit risk mitigation. 

Quantitative 
Disclosures 

(b) For each separately disclosed credit risk portfolio, the total exposure that 
is covered by eligible financial collateral, and after the application of 
haircuts. 

(c) For each separately disclosed portfolio, the total exposure that is covered 
by guarantees/credit derivatives and the risk-weighted asset amount 
associated with that exposure. 

1 At a minimum, a System bank must provide the disclosures in Table 7 in relation to credit risk 
mitigation that has been recognized for the purposes of reducing capital requirements under this 
subpart. Where relevant, System banks are encouraged to give further information about mitigants that 
have not been recognized for that purpose. 

2 Credit derivatives that are treated, for the purposes of this subpart, as synthetic 
securitization exposures should be excluded from the credit risk mitigation disclosures and included 
within those relating to securitization (Table 8).  
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TABLE 8 TO § 628.63 – SECURITIZATION1 
Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to a 
securitization (including synthetic securitizations), including a discussion 
of:  
(1) The System bank's objectives for securitizing assets, including the 

extent to which these activities transfer credit risk of the 
underlying exposures away from the System bank to other entities and 
including the type of risks assumed and retained with resecuritization 
activity;2 

(2) The nature of the risks (e.g. liquidity risk) inherent in the 
securitized assets; 

(3) The roles played by the System bank in the securitization process3 and 
an indication of the extent of the System bank's involvement in each 
of them; 

(4) The processes in place to monitor changes in the credit and market 
risk of securitization exposures including how those processes differ 
for resecuritization exposures; 

(5) The System bank's policy for mitigating the credit risk retained 
through securitization and resecuritization exposures; and 

(6) The risk-based capital approaches that the System bank follows for its 
securitization exposures including the type of securitization exposure 
to which each approach applies. 

(b) [Reserved] 
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(c) Summary of the System bank's accounting policies for securitization 
activities, including: 
(1) Whether the transactions are treated as sales or financings;  
(2) Recognition of gain-on-sale; 
(3) Methods and key assumptions applied in valuing retained or purchased 

interests; 
(4) Changes in methods and key assumptions from the previous period for 

valuing retained interests and impact of the changes; 
(5) Treatment of synthetic securitizations; 
(6) How exposures intended to be securitized are valued and whether they 

are recorded under subpart D of this part; and 
(7) Policies for recognizing liabilities on the balance sheet for 

arrangements that could require the System bank to provide financial 
support for securitized assets. 

(d) An explanation of significant changes to any quantitative information since 
the last reporting period. 

Quantitative 
Disclosures 

(e) The total outstanding exposures securitized by the System bank in 
securitizations that meet the operational criteria provided in § 628.41 
(categorized into traditional and synthetic securitizations), by exposure 
type.4 

(f) For exposures securitized by the System bank in securitizations that meet 
the operational criteria in § 628.41: 
(1) Amount of securitized assets that are impaired/past due categorized by 

exposure type;5 and 
(2) Losses recognized by the System bank during the current period 

categorized by exposure type.6 

(g) The total amount of outstanding exposures intended to be securitized 
categorized by exposure type. 

(h) Aggregate amount of: 
(1) On-balance sheet securitization exposures retained or purchased 

categorized by exposure type; and 
(2) Off-balance sheet securitization exposures categorized by exposure 

type. 
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(i) (1) Aggregate amount of securitization exposures retained or purchased and 
the associated capital requirements for these exposures, categorized 
between securitization and resecuritization exposures, further 
categorized into a meaningful number of risk weight bands and by risk-
based capital approach (e.g., SSFA); and 

(2) Exposures that have been deducted entirely from tier 1 capital, CEIOs 
deducted from total capital (as described in § 628.42(a)(1)), and 
other exposures deducted from total capital should be disclosed 
separately by exposure type. 

 (j) Summary of current year's securitization activity, including the amount of 
exposures securitized (by exposure type), and recognized gain or loss on 
sale by exposure type. 

 (k) Aggregate amount of resecuritization exposures retained or purchased 
categorized according to: 
(1) Exposures to which credit risk mitigation is applied and those not 

applied; and 
(2) Exposures to guarantors categorized according to guarantor 

creditworthiness categories or guarantor name. 
1 A System bank is not authorized to perform every role in a securitization, and nothing in 

these capital rules authorizes a System bank to engage in activities relating to securitizations that 
are not otherwise authorized.   

2 The System bank should describe the structure of resecuritizations in which it participates; 
this description should be provided for the main categories of resecuritization products in which the 
System bank is active. 

3 Roles in securitizations generally could include originator, investor, servicer, provider of 
credit enhancement, sponsor, liquidity provider, or swap provider.  As noted in footnote 1, however, a 
System bank is not authorized to perform all of these roles.  

4 "Exposures securitized" include underlying exposures originated by the System bank, whether 
generated by them or purchased, and recognized in the balance sheet, from third parties, and third-
party exposures included in sponsored transactions.  Securitization transactions (including 
underlying exposures originally on the System bank's balance sheet and underlying exposures acquired 
by the System bank from third-party entities) in which the originating System bank (as an originating 
System institution) does not retain any securitization exposure should be shown separately but need 
only be reported for the year of inception.  System banks are required to disclose exposures 
regardless of whether there is a capital charge under this part. 
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5 
Include credit-related other than temporary impairment (OTTI).  

6 For example, charge-offs/allowances (if the assets remain on the System bank's balance sheet) 
or credit-related OTTI of interest-only strips and other retained residual interests, as well as 
recognition of liabilities for probable future financial support required of the System bank with 
respect to securitized assets. 
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TABLE 9 TO § 628.63 – EQUITIES  
Qualitative 
Disclosures 

(a) The general qualitative disclosure requirement with respect to equity risk: 
(1) Differentiation between holdings on which capital gains are expected 

and those taken under other objectives including for relationship and 
strategic reasons; and 

(2) Discussion of important policies covering the valuation of and 
accounting for equity. This includes the accounting techniques and 
valuation methodologies used, including key assumptions and practices 
affecting valuation as well as significant changes in these practices. 

Quantitative 
Disclosures 

(b) Value disclosed on the balance sheet of investments, as well as the fair 
value of those investments; for securities that are publicly traded, a 
comparison to publicly quoted share values where the share price is 
materially different from fair value. 

(c) The types and nature of investments, including the amount that is: 
(1) Publicly traded; and 
(2) Non-publicly traded. 

(d) The cumulative realized gains (losses) arising from sales and liquidations 
in the reporting period. 

 (e) (1) Total unrealized gains (losses).1 
(2) Total latent revaluation gains (losses).2 
(3) Any amounts of the above included in tier 1 or tier 2 capital. 

 (f) [Reserved]  
1 Unrealized gains (losses) recognized on the balance sheet but not through earnings. 
2 Unrealized gains (losses) not recognized either on the balance sheet or through earnings.  
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TABLE 10 TO § 628.63 – INTEREST RATE RISK FOR NON-TRADING ACTIVITIES 
Qualitative 
disclosures 

(a) The general qualitative disclosure requirement, including the nature of 
interest rate risk for non-trading activities and key assumptions, including 
assumptions regarding loan prepayments and behavior of non-maturity 
deposits, and frequency of measurement of interest rate risk for non-trading 
activities. 

Quantitative 
disclosures 

(b) The increase (decline) in earnings or economic value (or relevant measure 
used by management) for upward and downward rate shocks according to 
management's method for measuring interest rate risk for non-trading 
activities, categorized by currency (as appropriate). 
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§§ 628.64 through 628.99  [Reserved] 

Subpart E—[Reserved] 
 
Subpart F—[Reserved] 
 
Subpart G--Transition Provisions  
 
§ 628.300 Transitions. 
 

(a) Capital conservation buffer.   

(1) [Reserved] 

(2) Beginning January 1, 2016 through December 31, 

2018 a System institution's maximum payout ratio must be 

determined as set forth in Table 1 to § 628.300. 
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TABLE 1 TO § 628.300 
Transition Period Capital conservation 

buffer 
Maximum payout ratio 
(as a percentage of 
eligible retained 

income) 

Calendar year 
2016 

> 0.625 percent  No limitation 
≤ 0.625 percent, and  
> 0.469 percent  

60 percent 

≤ 0.469 percent, and  
> 0.313 percent 

40 percent 

≤ 0.313 percent, and  
> 0.156 percent 

20 percent 

≤ 0.156 percent  0 percent 
Calendar year 
2017 

> 1.25  percent No limitation 
≤ 1.25  percent, and  
> 0.938 percent 

60 percent 

≤ 0.938 percent, and  
> 0.625 percent 

40 percent 

≤ 0.625 percent, and  
> 0.313 percent 

20 percent 

≤ 0.313 percent  0 percent 
Calendar year 
2018 

> 1.875 percent No limitation 
≤ 1.875 percent, and  
> 1.406 percent 

60 percent 

≤ 1.406 percent, and  
> 0.938 percent 

40 percent 

≤ 0.938 percent, and  
> 0.469 percent 

20 percent 

≤ 0.469 percent   0 percent 
 

(b) through (e)  [Reserved] 

§ 628.301 Initial compliance and reporting requirements. 

(a) A System institution that fails to satisfy one or 

more of its minimum applicable CET1, AT1, tier 1, tier 2, 

or total capital ratios at the end of the quarter in which 

these regulations become effective shall report its initial 

noncompliance to the FCA within 20 days following such 
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quarterend and shall also submit a capital restoration plan 

for achieving and maintaining the standards, demonstrating 

appropriate annual progress toward meeting the goal, to the 

FCA within 60 days following such quarterend.  If the 

capital restoration plan is not approved by the FCA, the 

FCA will inform the institution of the reasons for 

disapproval, and the institution shall submit a revised 

capital restoration plan within the time specified by the 

FCA. 

(b) Approval of compliance plans.  In determining 

whether to approve a capital restoration plan submitted 

under this section, the FCA shall consider the following 

factors, as applicable: 

(1) The conditions or circumstances leading to the 

institution's falling below minimum levels, the exigency of 

those circumstances, and whether or not they were caused by 

actions of the institution or were beyond the institution's 

control; 

(2) The overall condition, management strength, and 

future prospects of the institution and, if applicable, 

affiliated System institutions; 
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(3) The institution's capital, adverse assets 

(including nonaccrual and nonperforming loans), ALL, and 

other ratios compared to the ratios of its peers or 

industry norms; 

(4) How far an institution's ratios are below the 

minimum requirements; 

(5) The estimated rate at which the institution can 

reasonably be expected to generate additional earnings; 

(6) The effect of the business changes required to 

increase capital; 

(7) The institution's previous compliance practices, 

as appropriate; 

(8) The views of the institution's directors and 

senior management regarding the plan; and 

(9) Any other facts or circumstances that the FCA 

deems relevant. 

(c) An institution shall be deemed to be in compliance 

with the regulatory capital requirements of this subpart if 
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it is in compliance with a capital restoration plan that is 

approved by the FCA within 180 days following the end of 

the quarter in which these regulations become effective. 

 

 

    Dated: August 8, 2014. 
 
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
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[6705-01-P] 
 
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; reopening of comment period. 
 
SUMMARY:  The Farm Credit Administration (FCA or we) is reopening the comment period on the 
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, a tier 1 leverage requirement, 
a capital conservation buffer, revised risk weightings, and additional public disclosure requirements. 
 
DATES:  You may send us comments from June 26, 2015, through July 10, 2015. 
 
ADDRESSES:  For accuracy and efficiency reasons, please submit comments by e-mail 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-mail:  Send us an e-mail at reg-comm@fca.gov. 
• FCA Web site:  http://www.fca.gov.  Select "Public Commenters," then "Public Comments," 

and follow the directions for "Submitting a Comment." 
• Federal eRulemaking Portal:  http://www.regulations.gov.  Follow the instructions for 

submitting comments. 
• 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 

mailto:reg-comm@fca.gov
http://www.fca.gov/
http://www.regulations.gov/
http://www.fca.gov/


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 e-mail addresses to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
J. C. Floyd, Associate Director, Finance and Capital Markets Team, Office of Regulatory Policy, 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:  On September 4, 2014, FCA published a proposed rule to 
revise our regulatory capital requirements for Farm Credit System (System) institutions to establish tier 
1/tier 2 risk-based capital ratio requirements (replacing core surplus and total surplus ratios), a tier 1 
leverage ratio requirement (replacing a net collateral requirement for System banks), a capital 
conservation buffer, revised risk weightings, and additional publish disclosure requirements.1  The 
revisions to the risk weightings would include replacing references to credit ratings with alternative risk 
measurements, as required by the Dodd-Frank Wall Street Reform and Consumer Protection Act.  The 
comment period on the proposed rule, after an extension, closed February 16, 2015.2 
 
 FCA received a letter dated March 30, 2015, from the Farm Credit Council, a trade association 
representing System institutions, requesting FCA to reopen the comment period.  The Farm Credit 
Council stated that the reason for its request was to give System institutions the opportunity to meet with 
FCA Board members that joined the FCA Board on March 13 and 17, 2015, in order to discuss the 
proposed rule. 
 
 In response to this request, we are reopening the comment period on June 26 through July 10, 
2015.  Because the proposed rule contains significant revisions to the regulatory capital framework in 
existing FCA regulations, we believe it is important to give interested parties additional time to provide 
comments to the FCA Board.  Reopening the comment period will ensure transparency in the process. 
 
Date: June 17, 2015  
 
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
  
 

 

                                                           
1 79 FR 52814 (September 4, 2014). 
2 The original comment period of 120 days was extended an additional 45 days.  See 79 FR 76927 (December 23, 
2014). 
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Part: 12 CFR PART 612 
Section Number: HM-14-2 
Section Title: Federal Agricultural Mortgage Corporation Governance; Farmer Mac 

Corporate Governance and Standards of Conduct 
Federal Register: 79 FR 10426 
Federal Register Cite: 2/25/2014 
Status: Regulations -- Public Comment Period Closed 
Short Description: Farmer Mac Corporate Governance and Standards of Conduct [HM-14-

2] 
Date Created: 4/3/2014 
Date Modified: 8/5/2016 
 
[6705-01-P] 
 
FARM CREDIT ADMINISTRATION 
 
12 CFR Part 651  
 
RIN 3052-AC89 
 
Federal Agricultural Mortgage Corporation Governance; Farmer Mac Corporate Governance and 
Standards of Conduct  
 
AGENCY:  Farm Credit Administration.  
 
ACTION:  Advance notice of proposed rulemaking.  
             
SUMMARY:  The Farm Credit Administration (FCA, we, or our) is considering issuing new regulations, 
or clarifying and enhancing existing regulations, related to the Federal Agricultural Mortgage Corporation 
(Farmer Mac) board governance and standards of conduct, including director election procedures, 
conflicts of interest and risk governance.  We are requesting comments on ways to address these issues.  
In keeping with today’s financial and economic environment, we believe it prudent and timely to 
undertake a review of our regulatory guidance on the identified areas.  We intend to use the information 
and suggestions we receive in response to this Advance Notice of Proposed Rulemaking (ANPRM) for 
the development of guidance on Farmer Mac board governance and standards of conduct.   
 
DATES:  You may send comments on or before April 28, 2014. 
 
ADDRESSES:  We offer a variety of methods for you to submit your comments.  For accuracy and 
efficiency reasons, commenters are encouraged to submit comments by e-mail or through the FCA’s Web 
site.  As facsimiles (fax) are difficult for us to process and achieve compliance with section 508 of the 
Rehabilitation Act, we are no longer accepting comments submitted by fax.  Regardless of the method 
you use, please do not submit your comments multiple times via different methods.  You may submit 
comments by any of the following methods: 
 

• E-mail:  Send us an e-mail at reg-comm@fca.gov.  
• FCA Web site:  http://www.fca.gov.  Select “Public Commenters,” then “Public Comments,” and 

follow the directions for “Submitting a Comment.”  



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

• Mail:  Laurie A. Rea, Director, Office of Secondary Market Oversight, 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 on 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, including any supporting data provided, but for technical reasons we may omit 
items such as logos and special characters.  Identifying information that you provide, such as phone 
numbers and addresses, will be publicly available.  However, we will attempt to remove e-mail addresses 
to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Joe Connor, Associate Director for Policy and Analysis, Office of Secondary Market Oversight, Farm 
Credit Administration, McLean, VA  22102-5090, (703) 883-4364, TTY (703) 883-4056, 

or 
 
Laura McFarland, Senior Counsel, Office of General Counsel, Farm Credit Administration, McLean, VA  
22102-5090, (703) 883-4020, TTY (703) 883-4056.  
 
SUPPLEMENTARY INFORMATION:  
 
I. Objective 
 

The purpose of this ANPRM is to gather public input on how FCA might: 
 
• Enhance risk governance at Farmer Mac to further its long-term safety and soundness and 

mission achievement; 
• Clarify the roles of the board and voting stockholders in the Farmer Mac director nomination 

and election process;  
• Enhance the usefulness, transparency, and consistency of conflicts of interest reporting; 
• Clarify conflicts of interest prohibitions; and 
• Avoid repetitious disclosure and reporting requirements given the dual reporting 

responsibilities of Farmer Mac to the FCA and the Securities and Exchange Commission 
(SEC), while maintaining effective and efficient FCA oversight of Farmer Mac.  

 
II. Background 
 
A. Structure and Operation of Farmer Mac 
 

Farmer Mac is a stockholder-owned, federally chartered instrumentality that is an institution of 
the Farm Credit System and a Government-sponsored enterprise (GSE).  Farmer Mac was established and 
chartered by the Agricultural Credit Act of 1987 (1987 Act), which was enacted on January 6, 1988, to 
create a secondary market for agricultural real estate mortgage loans, rural housing mortgage loans, and 
rural utilities loans.1  Farmer Mac also facilitates the capital markets funding for USDA-guaranteed farm 
program and rural development loans.  Title VIII of the Farm Credit Act of 1971, as amended, (Act) 
governs Farmer Mac. 



 
As a GSE, Farmer Mac has a public policy purpose embedded in its corporate mission.  One 

aspect of this public policy mission includes financial services to customer-stakeholders (institutions that 
lend to farmers, ranchers, rural homeowners, and rural utility cooperatives) and the resulting flow-through 
benefits to rural borrowers.  Another key aspect is the protection of taxpayer-stakeholders because the risk 
that Farmer Mac accepts in the course of business exposes both investors (debt and equity purchasers) as 
well as taxpayers to potential loss.  The taxpayer’s exposure arises in part from Farmer Mac’s authority to 
issue debt to the Department of the Treasury to cover guarantee losses under certain adverse 
circumstances.2   Thus, an appropriately comprehensive approach to Board-level risk governance would 
acknowledge and consider all stakeholder groups. 

 
Farmer Mac has two classes of voting common stock: Class A and Class B.  Class A voting 

common stock is owned by banks, insurance companies, and other financial institutions.  Class B voting 
common stock is owned by Farm Credit System (System) institutions.  In addition, Farmer Mac has 
nonvoting common stock (Class C), the ownership of which is not restricted and is a means for Farmer 
Mac to raise capital.  Farmer Mac may also issue nonvoting preferred stock.  

  
As a GSE, the structure of Farmer Mac’s board of directors was established by Congress.  The 

Farmer Mac board is, by statute, composed of 15 directors representing three segments: Class A 
stockholders, Class B stockholders, and the general public.3   Each segment has five directors on the board.  
The Class A and B segments each elect their representatives (elected directors) – that is, only Class A 
stockholders elect Class A directors, and only Class B stockholders elect Class B directors.  The directors 
representing the general public are appointed by the President of the United States (appointed directors).    
The Act limits the terms of elected directors to 1 year, while appointed directors serve for an unlimited 
duration “at the pleasure of the President” of the United States of America.4  

 

Although the Farmer Mac board is representative in nature, Congress chose a corporate structure 
to govern the operations of Farmer Mac.  Common law corporate principles affirm the fiduciary duty of 
directors to act in the best interests of Farmer Mac and all of its stockholders. However, this fiduciary 
duty to stockholders must be understood in the context of the duty of the directors to further the statutory 
purpose and public mission of Farmer Mac.5 

 

B. FCA Oversight and Rulemaking 
 

Farmer Mac is regulated by FCA through the FCA Office of Secondary Market Oversight 
(OSMO).  Section 8.11 of the Act specifies that FCA provides oversight, regulation, examination, and 
enforcement authority over Farmer Mac to ensure it operates in a safe and sound manner.  In addition, the 
Act requires Farmer Mac to register its equities with the SEC and be subject to SEC disclosure 
regulations under section 14 of the Securities and Exchange Act of 1934.6   Also, Farmer Mac’s Class A 
and Class C stocks are publicly traded on the New York Stock Exchange (NYSE).  Thus, Farmer Mac 
must comply with both FCA and SEC disclosure and reporting requirements.  Notwithstanding the shared 
regulation of Farmer Mac’s reports and disclosures to stockholders, FCA, acting through OSMO, is the 
safety and soundness and mission regulator of Farmer Mac.  As such, FCA has the authority to regulate 
how Farmer Mac performs its powers, functions, and duties in furtherance of its public policy purposes.  

  
When issuing regulations for Farmer Mac, the Act requires FCA to consider: 
 
• The purpose of Farmer Mac’s mission; 
• If Farmer Mac’s activities and practices are appropriate for an agricultural secondary market; 

and 



• The reduced levels of risks associated with appropriately structured secondary market 
transactions.7  

 

We last issued regulations on Farmer Mac board governance and standards of conduct on March 1, 1994 
(59 FR 9622).  In that rulemaking, we implemented the requirements of section 514 of the Farm Credit 
Banks and Associations Safety and Soundness Act of 1992 (1992 Act)8 by requiring Farmer Mac to adopt 
a conflict-of-interest policy that defines the types of relationships, transactions, or activities that might 
reasonably be expected to give rise to potential conflicts of interest.  
  
III. Areas of Consideration 
 

Corporate governance can be defined as the set of processes, customs, policies, laws and 
institutions affecting the way a company is directed, administered or controlled.  Corporate governance is 
about building credibility, ensuring transparency and accountability as well as maintaining an effective 
channel of information disclosure that fosters good corporate performance.  The essence of corporate 
governance is to ensure good performance by the entity, provide proper accountability to all stakeholders, 
and mitigate conflicts of interest.  As part of this, it is essential that corporations practice strong risk 
management.   

 
Risk management is the identification, assessment and prioritization of risks in an effort to 

minimize the impact of unfortunate events while maximizing opportunities.  In financial institutions, risk 
can be categorized into three categories: credit risk, market risk, and operational risk.  Usually, it is the 
board of directors who approve the overall risk-appetite of the company and monitor internal controls by 
ensuring necessary actions are taken.  A strong board uses both risk management and corporate 
governance to steer the corporation towards policies supporting long-term sustainable growth in 
shareholder value, but not in a manner that promotes excessive risk-taking, particularly for short-term 
increases in stock price performance.9 

 

Congress charged us to issue regulations to ensure mission compliance and the safety and 
soundness of Farmer Mac.  With the recent events in the financial industry, increased sophistication in 
financial markets, and on-going scrutiny of public and agency financial activities and related reporting 
practices, we believe it is prudent to review our current regulatory standards related to Farmer Mac’s 
board governance and standards of conduct reporting and disclosures, contained in part 651 of our rules, 
to ensure the continuing mission compliance and safety and soundness of Farmer Mac.  We also believe 
using an ANPRM to solicit opinions and suggestions from investors, stockholders, and other interested 
parties will facilitate the planned rulemaking in this area.10  

 

We have identified the following areas to address in this ANPRM: 
 
• Conflicts of interest for directors, officers and employees;  
• Director nominations and elections;  
• Director representational and fiduciary duties;  
• Board responsibilities in setting appropriate risk tolerance levels and overseeing risk 

management; and  
• General board governance. 

 
We encourage comments and suggestions on how to enhance regulations in the above-identified areas, 
emphasizing how those programs affect the safety and soundness of Farmer Mac, as well as comments on 
how to further facilitate transparent and comprehensive disclosure of Farmer Mac’s standards of conduct 
policies and practices.   



 
In particular, we are interested in what ways Farmer Mac’s risk governance oversight at the board 

committee level can be enhanced.  We are also seeking suggestions on how we might amend our 
regulations to address the director nomination and election process to ensure compliance with the plain 
meaning of the Act as well as whether we should address director removal and prohibited conduct in the 
planned rulemaking.  Suggestions on how we might amend our regulations to address the interaction of 
representational duties, conflicts of interest, and corporate director fiduciary duties to ensure compliance 
with the Act are also sought.   

 
IV. Request for Comments 
 

We request and encourage any interested person(s) to submit comments on the following 
questions and ask that you support any comments you submit with relevant data and/or examples.  We 
remind commenters that comments, and data submitted in support of a comment, are available to the 
public through our rulemaking files.  We also invite comments and suggestions on any of the identified 
areas under consideration, regardless of whether specific questions have been asked. 

 
Conflicts of Interests for Directors, Officers and Employees:   
 

(1) What, if any, recusal process should FCA require when there is an actual or potential 
conflict of interest? 

(2) Should FCA regulations authorize bylaw provisions for the automatic removal of an 
elected director found to have violated conflicts of interest prohibitions?  If so, what types of prohibited 
actions related to conflicts of interest should warrant removal? 

(3) Should bylaw provisions addressing disciplinary actions for prohibited actions related to 
conflicts of interest be regulated, such as reduced pay, loss of committee memberships, etc.?  If so, please 
explain why and to what extent. 

 
Director Nominations and Elections:  
 

(4) How should the Farmer Mac nominating committee be structured and what duties should 
it have? 

(5) To what extent, if any, should appointed directors be involved in the elected director 
nomination process?  Please provide the reason(s) supporting your response.   

(6) What, if any, additional process besides the nominating committee should there be for 
shareholders to add director-candidates to the ballot (e.g. floor nominations, petition)?  

(7) What other director nomination guidelines should be considered to preserve the 
representational election of Class A and B directors on the Farmer Mac board?    

 
Director Representational and Fiduciary Duties: 
 

(8) Should the FCA amend its regulations to identify certain fiduciary responsibilities 
associated with serving as a director of a GSE? If so, how? 

(9) How might FCA clarify existing Farmer Mac board responsibilities and authorities to 
improve the board’s ability to carry out its fiduciary and oversight responsibilities? 

(10) How might FCA facilitate maintaining a transparent representational relationship between 
elected directors and Class A and B stockholders while ensuring the protection of Farmer Mac’s 
proprietary business information? 

 
Board Responsibilities in Risk Governance: 
 



(11) To what extend should Farmer Mac’s risk tolerance consider its public policy purpose?  
How might that be measured? 

(12) How might the FCA ensure that the Farmer Mac board establishes an effective risk 
governance framework, including risk measurements (e.g. data collection), risk controls and reporting, 
and clearly articulated statements of risk tolerance?  

(13) If FCA requires the Farmer Mac board to have a risk committee, what guidelines should 
FCA provide regarding the formation and duties of the committee?  What qualifications should risk 
committee members possess?  What resources should be available to the committee? Should the 
committee have direct access to all members of the Farmer Mac management team?  

 
General Farmer Mac Board Governance: 
 

(14) To what extent should FCA issue regulations to address difficulties Farmer Mac may 
have as a GSE in complying with modern governance standards because of statutory and regulatory 
requirements regarding the structure, selection, and composition of its boards? 

(15) How should FCA regulations require Farmer Mac to foster diversity in the selection of 
directors, officers and employees?   

(16) What other Farmer Mac board governance and standards of conduct issues should FCA 
consider addressing through regulation? 

 
With the benefit of information gained through this ANPRM and our internal analysis, we will 

consider changes to the regulations to enhance their fundamental objective--to ensure the safety and 
soundness of Farmer Mac’s operations and the furtherance of Farmer Mac’s mission. 
 
Date: February 19, 2014 
 
Dale L. Aultman, 
Secretary,  
Farm Credit Administration Board. 

 
 
 
 
 

________________________ 
 1See Agricultural Credit Act of 1987 (Pub. L. 100-233). 
 
 2According to the 1987 Act, Farmer Mac, in certain circumstances, may borrow up to $1.5 billion from 
the U.S. Treasury to guarantee timely payment of any guarantee obligations of the corporation.  Pub. L. 
100-233. 
 
3Section 8.2(b) of the Act (12 U.S.C. 2279aa-2(b)). 
 
4Section 8.2(b)(6) of the Act (12 U.S.C. 2279aa-2(b)(6)). 
 
 5Farmer Mac was created to provide a secondary market in agricultural real estate and rural home loans 
originated by System institutions and other lenders. Its statutory purpose is to: increase the availability of 
long-term credit to farmers and ranchers at stable interest rates; provide greater liquidity and lending 
capacity for lenders extending credit to farmers and ranchers; facilitate capital market investments in 
providing long-term agricultural funding, including funds at fixed rates of interest; and to enhance the 



ability of individuals in small rural communities to obtain financing for moderate-priced homes. See 
section 701 of the 1987 Act. 
 
6See section 8.12 of the Act (12 U.S.C. 2279aa-12). 
 
7Section 8.11(a)(1) and (2) of the Act (12 U.S.C. 2279aa-11). 
 
8Pub. L. 102-552, 106 Stat. 4131. 
 
 9See “Incorporating Risk Management into Corporate Governance,” Enterprise Risk Management 
Initiative Staff (Sept. 23, 2010).   
 
10See www.reginfo.gov, FCA Spring 2013 Unified Agenda, “Farmer Mac--Corporate Governance and 
Standards of Conduct”, dated April 24, 2013.  
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Governance and Standards of Conduct  
 
AGENCY:  Farm Credit Administration.  
 
ACTION:  Proposed rule.  
 
SUMMARY:  The Farm Credit Administration (FCA, we, or our) is proposing new regulations, and 
clarifying and enhancing existing regulations, related to the Federal Agricultural Mortgage Corporation 
(Farmer Mac or Corporation) Board governance and standards of conduct, including director election 
procedures, conflict-of-interest, and risk governance.  We also propose enhancements to existing 
disclosure and reporting requirements to remove repetitive reporting and allow for electronic filing of 
reports.  In keeping with today’s financial and economic environment, we believe it prudent and timely to 
undertake a review of our regulatory guidance on the identified areas.  We also propose rules on the 
examination and enforcement authorities held by the FCA Office of Secondary Market Oversight (OSMO) 
over Farmer Mac.     
 
DATES:  You may send comments on or before June 24, 2015.    
 
ADDRESSES:  We offer a variety of methods for you to submit your comments.  For accuracy and 
efficiency reasons, commenters are encouraged to submit comments by e-mail or through the FCA’s Web 



site.  As facsimiles (fax) are difficult for us to process and achieve compliance with section 508 of the 
Rehabilitation Act, we are no longer accepting comments submitted by fax.  Regardless of the method 
you use, please do not submit your comments multiple times via different methods.  You may submit 
comments by any of the following methods: 

 
• E-mail:  Send us an e-mail at reg-comm@fca.gov.  
• FCA Web site:  http://www.fca.gov.  Select “Public Commenters,” then “Public Comments,” 

and follow the directions for “Submitting a Comment.”  
• Federal eRulemaking Portal:   http://www.regulations.gov.  Follow the instructions for 

submitting comments.   
• Mail:  Laurie A. Rea, Director, Office of Secondary Market Oversight, 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 on 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, including any supporting data provided, but for technical reasons we may omit 
items such as logos and special characters.  Identifying information that you provide, such as phone 
numbers and addresses, will be publicly available.  However, we will attempt to remove e-mail addresses 
to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 

Joe Connor, Associate Director for Policy and Analysis, Office of Secondary Market Oversight, Farm 
Credit Administration, McLean, VA  22102-5090, (703) 883-4364, TTY (703) 883-4056, 

or 
 
Laura McFarland, Senior Counsel, Office of General Counsel, Farm Credit Administration, McLean, VA  
22102-5090, (703) 883-4020, TTY (703) 883-4056.  
 
SUPPLEMENTARY INFORMATION:  
 
I. Objective 
 

The purpose of this proposed rule is to: 
 
• Enhance risk governance at Farmer Mac to further its long-term safety and soundness and 

mission achievement; 
• Clarify the roles of the board and voting stockholders in the Farmer Mac director nomination 

and election process;  
• Enhance the usefulness, transparency, and consistency of conflict-of-interest reporting; 
• Clarify conflict-of-interest prohibitions;  
• Clarify the appropriate balance between a director’s representational requirements and 

duties as director of Farmer Mac; and 
• Remove repetitious disclosure and reporting requirements, given the dual reporting 

responsibilities of Farmer Mac to the FCA and the Securities and Exchange Commission 
(SEC).  

 
II. Background 



 
Farmer Mac is a stockholder-owned, federally chartered instrumentality that is an institution of 

the Farm Credit System (System) and a Government-sponsored enterprise (GSE).  Farmer Mac was 
established and chartered by the Agricultural Credit Act of 1987 (1987 Act)1 to create a secondary market 
for agricultural real estate mortgage loans, rural housing mortgage loans, rural utility cooperative loans, 
and the guaranteed portions of USDA-guaranteed farm and rural development loans.  Title VIII of the 
Farm Credit Act of 1971, as amended, (Act) governs Farmer Mac. 

 
As a GSE, Farmer Mac has a public policy purpose embedded in its corporate mission.  One 

aspect of this public policy mission includes financial services to customer-stakeholders (institutions that 
lend to farmers, ranchers, rural homeowners, and rural utility cooperatives) and the resulting flow-through 
benefits to rural borrowers.  Another key aspect is the protection of taxpayer-stakeholders because the risk 
that Farmer Mac accepts in the course of business exposes both investors (debt and equity holders) and 
taxpayers to potential loss.  The taxpayer’s exposure arises in part from Farmer Mac’s authority to issue 
debt to the Department of the Treasury to cover guarantee losses under certain adverse circumstances.2  
Thus, an appropriately comprehensive approach to Board-level risk governance would acknowledge and 
consider all stakeholder groups. 

 
Farmer Mac has two classes of voting common stock: Class A and Class B.  Class A voting 

common stock is owned by banks, insurance companies, and other financial institutions.  Class B voting 
common stock is owned by System institutions.  In addition, Farmer Mac has nonvoting common stock 
(Class C), the ownership of which is not restricted and is a means for Farmer Mac to raise capital.  Farmer 
Mac may also issue nonvoting preferred stock. 

 
The Farmer Mac Board of Directors is, by statute, composed of 15 directors from three defined 

representative groups: Class A stockholders, Class B stockholders, and the general public.3  Each of the 
three groups has five directors on the Board.  Congress further specified that the Farmer Mac elected 
directors “shall be elected by holders of common stock” from Class A and Class B.4  The directors 
representing the general public are appointed by the President of the United States (appointed directors).  
The Act limits the terms of elected directors to 1 year, while appointed directors serve for an unlimited 
duration “at the pleasure of the President” of the United States of America.5 

 
Although the Farmer Mac Board is representative in nature, Congress chose a corporate structure 

to govern the operations of Farmer Mac.  Common law corporate principles affirm the fiduciary duty of 
directors to act in the best interests of Farmer Mac and all of its stockholders. However, this fiduciary 
duty to stockholders must be understood in the context of the duty of the directors to further the statutory 
purpose and public mission of Farmer Mac.6  

 
A. Board Governance and Risk Management 
 

The essence of corporate governance is to facilitate an entity’s proper accountability to all 
stakeholders and mitigate conflicts-of-interest.  As part of this, it is essential that corporations practice 
sound risk management.  Risk management includes the identification, assessment measurement, and 

                                                           
1 Agricultural Credit Act of 1987 (Pub. L. 100-233, January 6, 1988). 
2 According to the 1987 Act, Farmer Mac, in certain circumstances, may borrow up to $1.5 billion from the U.S. 
Treasury to ensure timely payment of any guarantee obligations of the corporation.  Pub. L. 100-233.  
3 Section 8.2(b) of the Act (12 U.S.C. 2279aa-2(b)). 
4 Section 8.2(b)(2)(A) and (B) of the Act (12 U.S.C. 2279aa-2(b)(2)(A) and (B)). 
5 Section 8.2(b)(6) of the Act (12 U.S.C. 2279aa-2(b)(6)). 
6 Section 701 of the 1987 Act. 



controlling of risks that may arise from all aspects of business activities, pursuit of opportunities and the 
operating environment.  In financial institutions, risk can be attributed to three broad categories: credit 
risk, market risk, and operational risk.  Usually, it is the board of directors who approve the overall risk-
appetite of a company and monitor internal controls.  A strong board integrates risk management and 
corporate governance processes to steer the corporation towards policies supporting long-term sustainable 
growth and mission achievement, in a manner that promotes controlled risk-taking in achievement of 
long-term strategic objectives rather than, for example, for short-term increases in stock price 
performance.  

 
The Sarbanes-Oxley Act of 2002 (Sarbanes-Oxley)7 established stronger reporting requirements 

and enhanced oversight for publicly held companies by increasing the responsibility and independence of 
corporate boards. The SEC issued, and continues to issue, regulations implementing the provisions of 
Sarbanes-Oxley.  Self-regulatory organizations (SROs), the New York Stock Exchange (NYSE) in 
Farmer Mac’s case, have also issued requirements designed to enhance the accountability and 
transparency of corporate business operations.  Also, in response to the financial crisis of 2007-2008, 
Congress passed the Dodd-Frank Wall Street Reform and Consumer Protection Act of 2010 (Dodd-Frank 
Act).8  Six of the Dodd-Frank Act provisions imposed new corporate governance requirements on public 
corporations.9  Most of these relate to executive compensation and shareholder proxy access.   

 
Farmer Mac, as a publicly traded company, is subject to many of the governance requirements of 

Sarbanes-Oxley, Dodd-Frank, and SEC disclosure regulations for publicly traded companies.  However, 
with the recent events in the financial industry, increased sophistication in financial markets, and on-
going scrutiny of GSE financial activities and related reporting practices, we believe it is prudent to 
update our current regulatory standards related to Farmer Mac’s Board governance and reporting and 
disclosures in the interest of continuing the safety and soundness and public mission achievement of 
Farmer Mac.  Portions of this proposed rule are related to some of the key governance provisions of 
Sarbanes-Oxley and Dodd-Frank, such as director independence and conflict-of-interest reporting, but we 
are not addressing executive compensation disclosures at this time as we believe those are being 
adequately addressed by SEC regulations implementing Dodd-Frank, to which Farmer Mac is subject 
under section 8.12 of the Act. 
 
B. Rulemaking 

 
Farmer Mac is regulated by FCA through the FCA Office of Secondary Market Oversight 

(OSMO).  Congress charged us to issue regulations to ensure mission compliance and the safety and 
soundness of Farmer Mac.  When issuing regulations for Farmer Mac, the Act requires FCA to consider: 

 
• The purpose for which Farmer Mac was created; 
• The practices are appropriate to the conduct of secondary markets in agricultural loans; and 
• The reduced levels of risks associated with appropriately structured secondary market 

transactions.10 
 
We issued an Advance Notice of Proposed Rulemaking (ANPRM) on February 25, 2014, to 

solicit opinions and suggestions from investors, stockholders, and other interested parties on ways to 

                                                           
7 Pub. L. 107-204, July 30, 2002. 
8 Pub. L. 111-203, 124 Stat. 1376, (H.R. 4173), July 21, 2010. 
9 See Dodd-Frank Act, sections 951-955 of Subtitle E of Title IX, “Investor Protections and Improvements to the 
Regulation of Securities,” and sections 971-972.   
10 Section 8.11(a)(1) and (2) of the Act (12 U.S.C. 2279aa-11). 



enhance our regulation of Farmer Mac’s governance activities.11  The comment period for the ANPRM 
ended April 28, 2014.  We received seven comment letters in response to the ANPRM, including letters 
from Farmer Mac, the Farm Credit Council (Council), System banks and associations, Zions National 
Bank (Zions), the National Rural Utilities Cooperative Financing Corporation (CFC), and the Weinberg 
Center for Corporate Governance at the University of Delaware (Weinberg Center).  Commenters were 
divided on the need for additional regulatory guidance in the areas of corporate governance and standards 
of conduct.  Farmer Mac, Zions, and CFC were generally opposed to modification to this section of the 
regulations.  The Council and System banks and associations supported the overall initiative of improving 
regulatory provisions on Farmer Mac’s Board governance.  The Weinberg Center was generally 
supportive but voiced a cautionary note and strong opposition to an overly prescriptive approach toward 
the regulation of conflicts-of-interest and the recusal process, stating that good directors result from a 
sound elections process and thus are more than capable of managing those processes with an appropriate 
level of independent judgment and personal integrity. 

 
Those opposing a rulemaking argued that FCA does not possess general rulemaking authority 

over Farmer Mac, with Farmer Mac specifically remarking that corporate governance is not a component 
of FCA’s safety and soundness oversight.  Zions commented that the current practices at Farmer Mac, 
combined with current regulations, already result in best practices being in place at Farmer Mac.  Those 
favoring a rulemaking commented that it is appropriate and necessary for FCA to establish regulations 
making clear that Class A and Class B directors are duty bound to represent the interest of their respective 
Class and clarify that this duty is not a conflict-of-interest.  Commenters affiliated with the System asked 
that any rulemaking safeguard against reducing the rights of Class A and Class B shareholders.  The 
Weinberg Center comment letter emphasized the importance of crisis management plans to guide a 
corporation’s response to adverse events, but discouraged overly prescriptive regulations.  The Weinberg 
Center also noted that any required risk committee should be viewed as a supplemental oversight body 
and not a reassignment of risk management duties and authorities from other board committees.  

 
We last issued regulations on Farmer Mac Board governance and standards of conduct on March 

1, 1994 (59 FR 9622).  In that rulemaking, we implemented the requirements of section 514 of the Farm 
Credit Banks and Associations Safety and Soundness Act of 1992 (1992 Act)12 by requiring Farmer Mac 
to adopt a conflict-of-interest policy defining the types of relationships, transactions, or activities that 
might reasonably be expected to give rise to potential conflicts.  Congress explained in the 1992 Act that 
disclosure of financial information and potential conflict-of-interest reporting by institution directors, 
officers, and employees--including Farmer Mac--helps ensure the financial viability of the System.  This 
concept is also reflected in many of the provisions of Sarbanes-Oxley.   

 
We believe this proposed rulemaking clarifies existing board responsibilities and authorities 

while providing the Corporation Board with more tools to carry out its fiduciary and oversight 
responsibilities.  This rule would set forth a minimum level of good governance practices that would 
assure stakeholders of the continuing safe and sound operation of the Corporation.  Regulations 
necessarily place limits on the Corporation’s flexibility, but in exchange ensure appropriate business 
practices are consistently followed in all operating environments.  Our intent in this rulemaking is to 
provide performance criteria in some areas while also setting safe and sound operational directions in 
others to provide for an effective safety and soundness framework.  Finally, the proposed rule gives full 
consideration to our examination of the Corporation and the role examinations play in ensuring its safe 
and sound operations.  Taken together, we believe the following proposed regulatory changes on Farmer 
Mac corporate governance would improve the effectiveness and transparency of its governance practices, 
as well as promote its continued safe and sound operations.   
                                                           
11 79 FR 10426. 
12 Pub. L. 102-552, 106 Stat. 4131. 



In addition to substantive changes, we propose reorganizing our rules addressing Farmer Mac’s 
operations by adding a new part 653 which is currently reserved, revising existing parts 650, 651, and 655, 
adding subparts to parts 650 and 651, and revising existing subparts in part 655.  We also propose adding 
definition sections to all these parts.  We propose no changes to part 652 or reserved part 654.  

 
III. Section-by-Section Analysis 
 
A. FCA Oversight and Rulemaking  [Part 650] 
 

Existing part 650 contains general provisions, without subparts, on the supervision of Farmer 
Mac.  We propose adding a new subpart A, entitled “Regulation, examination and enforcement,” to 
address the authorities of OSMO.  We also propose moving existing §§ 650.1 through 650.80 into a new 
subpart B, entitled “Conservators, receivers, and liquidations.”  We then propose redesignating existing 
§§ 650.1 and 650.5 on appointing and removing receivers or conservators as new §§ 650.13 and 650.14 to 
make room for the provisions of new subpart A.  We are proposing no other changes to these existing 
provisions. 

 
We propose adding a new § 650.1 in subpart A for definitions of certain terms used in part 650.  

We propose adding definitions for the following terms: 
 
• The Act; 
• Business day; 
• Corporation or Farmer Mac; 
• FCA, OSMO, our, and we; 
• NYSE and SEC; 
• Securities Act; and  
• Signed.  
 
We also propose a new § 650.2 to provide clarity on the situation of Farmer Mac having FCA as 

its primary regulator, while also being subject to certain SEC regulatory requirements.  The proposed § 
650.2 would identify FCA the “primary regulator” of Farmer Mac, possessing examination, enforcement, 
conservatorship, liquidation, and receivership authority over Farmer Mac.  Section 8.11 of the Act 
specifies that FCA holds oversight, regulation, examination, and enforcement authority over Farmer Mac 
to ensure it operates in a safe and sound manner.  Further, FCA has the authority to regulate how Farmer 
Mac performs its powers, functions, and duties in furtherance of its public policy purposes.  The new § 
650.2 would also recognize that Farmer Mac, as a publicly traded company, follows the SEC disclosure 
regulations for publicly traded companies.  We selected the term “primary regulator” to explain FCA’s 
role as the safety and soundness regulator of Farmer Mac based on the recent adoption of the term in the 
financial industry after passage of the Dodd-Frank Act, where it is used to distinguish the different roles 
of federal regulators in the financial industry.13    

 
We next propose a new § 650.3 to incorporate into our regulations the supervision and 

enforcement authorities given us under the Act to provide reasonable assurance that, among other things, 
Farmer Mac is adequately capitalized and operating safely.  Financial safety and soundness supervision 
involves monitoring, inspecting, and examining Farmer Mac to assess its condition and compliance with 
law and regulation.  We believe identifying in our regulations the minimum authorities of OSMO to 

                                                           
13 Discussions surrounding passage of the Dodd-Frank Act recognized the long-standing situation where, although 
only one regulator is the primary regulator, financial institutions are required to comply with various federal 
financial laws and regulations issued and enforced by several banking regulators.   



require corrective or remedial actions by Farmer Mac, as well as to take such enforcement action as 
deemed to be appropriate, will add clarity and facilitate the general supervision of Farmer Mac.14   

 
We are proposing new § 650.4 to address our authority to access Farmer Mac records and 

personnel in the exercise of our examination and oversight authority.  The FCA, acting through OSMO, 
examines and provides general supervision over the activities of Farmer Mac pursuant to section 8.11 of 
the Act.  Section 5.17(a)(11) of the Act provides that FCA may “Exercise such incidental powers as may 
be necessary or appropriate to fulfill its duties and carry out the purposes of this Act.”  Access to Farmer 
Mac’s documents and personnel is incidental to the supervision and examination of Farmer Mac.  We 
believe new § 650.4 will clarify our expectations of the Corporation in providing us this access.  

   
Finally, we are proposing new §§ 650.5 and 650.6, containing cross-citations to existing 

regulatory provisions regarding access to FCA Reports of Examination and Farmer Mac’s obligation to 
make criminal referrals in certain circumstances.  We believe these cross-cites will clarify the 
applicability of these provisions to Farmer Mac, and thereby facilitate compliance with them. 

 
B. Farmer Mac Corporate Governance [Part 651] 
 

Existing part 651 contains the corporate governance provisions for Farmer Mac, without subparts.  
We propose adding the following subparts:  

 
• Subpart A, entitled “General,” to address general corporate governance matters;  
• Subpart B, entitled “Standards of Conduct,” to contain the existing provisions of part 651; 

and  
• Subpart C, entitled “Board Governance,” to address Board-level activities, including director 

elections, fiduciary duties, and Board committees.    
 
We then propose placing existing § 651.1 into new subpart A and placing existing §§ 651.2 

through 651.4 into new subpart B, while also revising them.   
 

1. General Corporate Governance [new subpart A] 
 
a. Definitions [existing § 651.1] 
 

We propose placing the existing definitions of § 651.1 in new subpart A, modifying certain 
existing terms and adding new terms to the section.  We propose modifying the existing meaning of 
“material” and “resolved” to cover all conflicts, not just potential ones, and modifying the existing 
meaning of a “potential conflict-of-interest” to remove the list of imputed interests.  We also propose 
adding to this part the definitions proposed for part 650 (listed in section III.A. of this preamble), except 
the terms in proposed § 650.1(e), (h), and (i).   

 
We propose the following additional terms for part 651: 
 
• Appointed director; 
• Class A stockholders; 
• Class B stockholders; 
• Director elections; 

                                                           
14 These minimum supervisory authorities are designed to ensure that action is taken to avoid the emergence of 
problems that might entail serious risks to Farmer Mac.   



• Elected director; and 
• Reasonable person.  
 
The above terms and their meanings, except “reasonable person”, are based on sections 8.2 and 

8.4 of the Act and the manner in which FCA has consistently applied them over the years.  The proposed 
definition for the term “reasonable person” is based on use of the term in conflict-of-interest proceedings 
and substantially resembles the legal meaning of term. 

 
b. Indemnifications [new § 651.2] 
 

We propose new § 651.2 on indemnifications of directors, officers, and employees to address 
indemnifications that Farmer Mac may offer.  The provision would recognize that the decision of whether 
to offer indemnification is a business decision of Farmer Mac and not required by law or regulation.  
However, new § 651.2 would require Farmer Mac, in the interest of safety and soundness, to establish 
policies and procedures for offering indemnification insurance before any such indemnification occurs.  
As proposed, the required procedures would have to address: when and how indemnification is offered, 
safeguards to avoid over-indemnification, and reviews of any indemnification made.  The policies and 
procedures may also address when indemnification payments will be made and how those payments will 
be calculated.  For example, the policy might provide that Farmer Mac will give consideration to any 
other source of indemnification when calculating indemnification or prohibit indemnification when a 
director, officer, or employee is already covered by an indemnification policy separate from that offered 
by Farmer Mac.  We proposed these provisions to set adequate controls over indemnification practices in 
order to prevent unintended consequences such as over-indemnification.  Finally, the proposed § 651.2 
would require notice to OSMO before an indemnification payment is made.  The notice would provide 
the opportunity for OSMO to evaluate, prior to payment, the impact of an indemnification payment to the 
safety and soundness of Farmer Mac.   

 
2. Standards of Conduct [new subpart B] 
 
a. Code of Conduct [new § 651.21] 

 
We propose adding a new § 651.21 in new subpart B to require a written code of conduct that 

establishes ethical benchmarks for the professional behavior of Farmer Mac directors, officers, employees, 
and agents.  The proposed code of conduct would resemble existing § 651.4(a)(1) and the “Code of 
Business Conduct and Ethics” currently maintained by Farmer Mac pursuant to section 406 of Sarbanes-
Oxley, with the key difference being that the Code would set benchmarks for professional integrity, 
competence, and respect.  The proposed provision would require a review of the Code every 3 years.  

 
b. Conflict-of-Interest Policy [existing §§ 651.2 and 651.3(b); new § 651.22] 

 
We propose moving existing § 651.2, which requires Farmer Mac to have a conflict-of-interest 

policy, to new subpart B and redesignating it as new § 651.22.  In addition, we propose changes and 
additions to the existing provision.  Some of the proposed changes are organizational and grammatical 
changes, as well as intended to incorporate the proposed new terms from revised § 651.1.  Organizational 
changes mainly consist of consolidating like provisions with each other, such as moving existing § 
651.3(b), requiring release of the conflict-of-interest policy, to new § 651.22(d).   

 
We propose the following substantive changes and additions for new § 651.22:  
 



• Requiring that the conflict-of-interest policy consider the required representational affiliations 
of elected directors.15   

• Moving to new paragraph (b)(1) the list of imputed interests that are currently part of the 
existing definition of a “potential conflict-of-interest” (proposed to be removed from the 
definition). 

• Revising the list of imputed interest in new paragraph (b)(1) by removing highly specific 
relationships such as “spouse” and “child” and replacing them with language to address all 
persons residing in the household or who are otherwise legal dependents.  This change is 
premised on the ever-evolving understanding of what is considered a family as well as 
intended to address non-residential dependents whose activities and interests may create a 
conflict-of-interest for a director, officer, or employee.  

• Adding as new paragraph (b)(1)(iv) an exception to the imputed interest list for relationships 
maintained solely because of the representational nature of elected directorships.  Since this 
relationship is required by the Act, it should not be treated as a conflict-of-interest.16  Instead, 
we are proposing other provisions in new §§ 651.21, 651.24 and 651.40 to address how 
directors are to handle this affiliation while also maintaining their duty of loyalty to the 
Corporation. 

• Adding as new paragraph (b)(4) a requirement that conflict-of-interest procedures address 
recusals when conflicts are identified.  We believe this requirement is necessary to ensure a 
standard approach to recusals is used by the Corporation and to ensure directors, officers, and 
employees have notice of the expectation to recuse themselves when a conflict-of-interest 
exists.  

• Adding as new paragraph (b)(5) a requirement that conflict-of-interest procedures define 
documentation and reporting requirements to ensure compliance with conflict-of-interest 
decisions. 

• Removing the requirement for negative conflict-of-interest reports from directors, officers, 
and employees.  This negative reporting is unnecessary as other proposed changes would 
require an annual filing from all directors, officers and employees, in which it may be 
reported that no conflicts exist. 

 
As a GSE, the Corporation has strategic objectives that are both commercially and public policy 

oriented.  Conflicts-of-interest must be understood and interpreted not only in the context of the fiduciary 
responsibilities to the Corporation and its shareholders, but also in the context of the statutory duty to 
further the Congressional purposes the Corporation was chartered to achieve.  We believe conflict-of-
interest to be among the most potentially complex and nuanced areas of corporate governance.  We intend 
the minimum specifications set forth in the proposed rule to facilitate the uniform disclosure, 
identification, and treatment of directors, officers, employees and agent holding employment, contractual 
business relationships, or other relationships and interests that may interfere with that person’s ability to 
serve the interests of the Corporation before serving personal interests. 
 
c. Conflict-of-Interest Disclosure and Reporting [existing §§ 651.2(b) and (f) and 651.3; new § 
651.23] 

 
                                                           
15 Under the Act, two-thirds of the Farmer Mac’s directors are elected by entities who own the only two classes of 
voting stock.  These entities also have a business relationship with Farmer Mac.  In addition, elected directors must 
possess a representational relationship to the class of stockholders electing them and this relationship must be 
“close” at the time of election.  Because the elected directors are from entities that have financial relationships of 
varying degrees with Farmer Mac, it presents difficulties in adopting the common corporate governance practices 
and policies (i.e., “best practices”). 
16 Section 8.2(b)(2)(A) and (B) and (b)(5)(A) and (B) of the Act (12 U.S.C. 2279aa-2(b)).   



We propose moving existing § 651.2, regarding conflict-of-interest reports, to new subpart B and 
redesignating it as new § 651.23.  In addition, we propose changes to the existing provision.  Some of the 
proposed changes are organizational and grammatical changes, as well as intended to incorporate the 
proposed new terms from revised § 651.1.  Organizational changes mainly consist of consolidating 
reporting and disclosure provisions currently located in both existing §§ 651.2 and 651.3.  Included in the 
organization proposal is to move existing § 651.2(b), requiring annual conflict-of-interest reports, to new 
§ 651.23(a) and moving existing § 651.2(f), requiring internal controls for conflict-of-interest disclosures, 
to new § 651.23(e).   

 
We propose the following substantive changes and additions for new § 651.23:  
 
• Specifying that the sufficiency of a conflict-of-interest report is based on a “reasonable 

person” standard. 
• Requiring in new paragraph (a) that conflict-of-interest reports be signed.  While the 

signature element may have been implied in the past, we believe it is best to specify it as a 
requirement. 

• Specifying in new paragraph (a)(1) that the transactions, relationships, and activities 
identified as creating real or potential conflicts are based on 1) the opinion of the person 
filing the report, 2) conflicts specifically identified in Farmer Mac’s policies, and 3) conflicts 
identified in FCA regulation.  We are proposing this specificity to ensure a common 
understanding of the basis used by persons completing conflict-of-interest reports.  By 
specifying the sources used when determining if a transaction, relationship, or activity creates 
a conflict, it should be easier to identify omissions and remove doubts as to what needs to be 
reported.  However, if doubt remains, we encourage every person completing a conflict-of-
interest report to err on the side of inclusion, rather than omission. 

• Requiring in new paragraph (b) that Farmer Mac review conflict-of-interest reports within 10 
business days of receipt, and if a conflict is identified as material, to document its findings.  
We believe time is of the essence in identifying material conflicts in order to take necessary 
actions to minimize the impact of the conflict on the operations of Farmer Mac.  We believe 
it is important that conflicts identified as “material” be clearly documented, as well as the 
rationale used to make the determination.  It is essential that the basis for any “materiality” 
determination be supported by appropriate documentation to avoid misunderstandings and to 
minimize the potential for abuse of the process.      

• Requiring in new paragraph (b)(2) that Farmer Mac notify a filer within 3 business days when 
a reported conflict has been identified as material and provide filers with an opportunity to 
respond to the materiality determination.  We believe that material conflict determinations 
should be explained to those impacted by such determinations.  We also believe it is 
necessary for the Corporation and the person with the conflict to hold discussions about the 
conflict.  These discussions could add clarity to the process, help avoid mistaken 
“materiality” determination, and provide the opportunity for the person with the conflict to 
resolve it quickly.   

• Requiring in new paragraph (c) that Farmer Mac document material conflicts-of-interest and 
the efforts made to address the conflicts.  The requirement for documentation of conflicts is a 
good business practice, which we recognize Farmer Mac has already been employing.  
However, we believe a regulatory requirement is necessary to ensure the practice continues. 

• Clarifying that the existing disclosure to shareholders and investors of unresolved material 
conflicts applies to those conflicts that remain unresolved as of the date of the annual report 
or proxy statement.  The requirement does not include conflicts resolved during the reporting 
period beyond updating those previously reported as “unresolved.”      



• Requiring in new paragraph (d)(3) that Farmer Mac notify OSMO of unresolved material 
conflicts-of-interest.  As the safety and soundness regulatory, we need to remain informed of 
any conflicts that could potentially affect the on-going operations of Farmer Mac.  For 
example, if a conflict remains unresolved for months and that person has been recused from 
performing their full duties, we would want to know what Farmer Mac has done to address 
the impact of that recusal.  This is especially true if a director or senior officer holds the 
unresolved conflict. 

• Limiting the existing requirement that reports of conflicts must be maintained for 6 years to 
only material conflicts.  We believe this change will balance the recordkeeping burden with 
the value obtained from the longevity of the records.  Material conflicts are the ones that will 
result in recusal actions and most likely to last or reappear.  As such, they are more valuable 
to retain for historical reference.  However, this provision would not prevent Farmer Mac 
from retaining all records for the 6-year period, if it so desires. 

• Requiring in new paragraph (g) that Farmer Mac establish procedures for obtaining conflict-
of-interest disclosures from agents of the Corporation.  Agents of any corporation have a 
standing that differs from directors, officers, and employees.  As such, we believe Farmer 
Mac should have procedures in place to provide reasonable assurance that their agents hold 
no material conflicts that could adversely affect the work those agents perform on behalf of 
Farmer Mac.  As Farmer Mac’s operations grow and its products and lines of business 
diversify, identification and prevention of potential conflicts become more challenging and 
make our enhanced regulatory focus on this topic timely and appropriate. 

 
d. Director, Officer, Employee, and Agent Responsibilities [existing § 651.4; new § 651.24] 
 

We propose moving existing § 651.4 to new subpart B and redesignating the section as new § 
651.24.  This section addresses director, officer, employee, and agent responsibilities.  We also propose 
replacing the contents of existing § 651.4(a)(1) requiring directors, officers, employees, and agents to 
maintain a high standard of behavior with the earlier discussed code of conduct at new § 651.21.  We next 
propose removing existing § 651.4(a)(2) and (b), which requires directors, officers, employees, and agents 
to comply with the Corporation’s conflict-of-interest policy and provide the Corporation with any 
information the Corporation deems necessary or face penalties.  We propose removing these provisions as 
they are unnecessary in light of other proposed changes contained in this rulemaking.  For example, we 
have already proposed addressing our enforcement authorities in new § 650.3 and conflicts-of-interest in 
new § 651.22. 

 
Instead, we propose this section address the actions of directors, officers, employees, and agents 

in regards to the Corporation, its property, and its reputation.  We propose under new § 651.24 listing 
prohibitions on the conduct of directors, officers, employees, and agents.  The proposed prohibitions are 
on making misleading or untrue statements of material facts regarding Farmer Mac, improper use of the 
official property and information of Farmer Mac, and disclosing confidential information related to 
Farmer Mac when not in the performance of official duties.  We believe these prohibitions are necessary 
because, as a GSE and a publicly traded corporation, misinformation deliberately provided to outside 
parties could have a materially adverse impact on the safety and soundness of the Corporation.   

 
3. Board Governance [new subpart C] 
 
a. Director Elections [new § 651.30] 

 



It is common corporate practice to use a board committee, often the corporate governance 
committee, to name director-nominees and Farmer Mac follows this practice.17  In consideration of this, 
we are proposing regulations to ensure the director election process at Farmer Mac complies with the 
provisions of the Act and Congressional intent.  In new § 651.30, we propose a requirement that Farmer 
Mac have election policies and procedures in place and that Farmer Mac implement those policies and 
procedures in a fair and impartial manner.  New § 651.30 would set forth the minimum requirements for 
the director election policies and procedures, including allowing all equity holders to submit director-
candidates for nomination consideration.  The proposed provision would facilitate the establishment of 
nomination procedures that provide reasonable assurance of an inclusive and fair process as potential 
directors are considered for nomination.  The provision should not be read as requiring the nomination of 
every candidate submitted by an equity holder.18  Any such candidate would go through the Corporation’s 
nomination process the same as all other director-candidates.  For example, if a director-candidate 
submitted by an equity holder is not eligible for election as a director of the Corporation, there would be 
no requirement for Farmer Mac to include the candidate as a nominee.     

 
New § 651.30 would also allow the board committee responsible for nominations to engage the 

services of third parties to evaluate the professional qualifications of candidates prior to nomination.  We 
believe allowing the board committee used for nominations to engage third parties to vet candidates can 
aid in achieving timely and objective evaluation of director-candidates.  

Next, new § 651.30(b)(3) would require the nomination of a director-candidate to include 
affirmative votes for nomination from a majority of those involved in the Corporation’s nomination 
process who also represent the same class of stockholders as the candidate.  Since the voting stockholders 
are only presented with one director-candidate per board vacancy--and Farmer Mac no longer allows floor 
nominations19--the nomination of director-candidates takes on higher importance, particularly given the 
statutory requirement that 10 of the 15 members of the Farmer Mac Board be elected by Class A and B 
stockholders.   

 
We are not proposing to require the use of nominating committees or floor nominations in this 

rulemaking.  However, we believe requiring director-candidates to have majority support from those 
involved in the nomination process who share the candidate’s affiliation with either Class A or Class B 
stockholders facilitates fulfillment of the statutory provision that both Class A and Class B stockholders 
determine who will represent them on the Corporation’s Board.  In situations where a “majority” would 
mathematically result in a fraction, we would expect the next whole number to be used (e.g., three 
representatives would mean a majority of two, four representatives would mean a majority of three).  If 
there are only two representatives from a Class involved in the nomination process, then we would 
consider a majority to be one person.    

 
The proposed rule at new § 651.30(c) would require Farmer Mac to document the 

representational affiliation of all elected directors at the time of nomination and election to the board and 
maintain this documentation until 3 years after the director’s service on the board ends.  Such 
recordkeeping would help ensure only those eligible to serve as directors representing Class A or Class B 

                                                           
17 Under this corporate practice, Farmer Mac uses its Governance Committee as its nominating committee, which 
identifies candidates for elected director positions.  This six member committee is composed of two Class A elected 
directors, two Class B elected directors, and two appointed directors.   
18 The Dodd-Frank Act, at § 971 of subtitle G, amended the Securities and Exchange Act of 1934 to allow 
shareholders of publicly traded companies to submit director-nominees for election to corporate boards.  The 
provision was viewed as a step in strengthening corporate governance by providing an alternative to shareholder 
proxy fights while also avoiding director entrenchment through self-nomination.  
19 Farmer Mac is not required by law or existing regulation to have a nominating committee nor is it required to 
allow floor nominations. 



are nominated.  We also believe a 3-year record of director affiliations could be of assistance when 
reviewing director-candidates up for re-election.  We believe the statutory term “representative” means 
that elected directors must have an official affiliation with a Class A or Class B entity at the time of 
nomination and election in order to serve as director.  We view this affiliation as one that is a substantial 
and visible connection to the class of stockholders.  
 
b. Director Removal [new § 651.35] 

 
The proposed new § 651.35 would require Farmer Mac to identify its director removal procedures 

in the Corporation’s bylaws, which are available to shareholders.  We believe shareholders are entitled to 
know how Farmer Mac determines when to require a director to resign (director removal) and how that 
removal action is achieved.  It is important that shareholders understand Farmer Mac’s actions in this area 
since nothing in the proposed provision would affect the ability of voting shareholders to exercise their 
rights in the election and governance of Farmer Mac’s Board of Directors.  To further emphasize this, the 
rule would prohibit Farmer Mac from initiating a director’s removal in a manner that would adversely 
affect the rights of voting shareholders.  The rule would also recognize that appointed directors serve at 
the pleasure of the President of the United States.     

 
We are also proposing language to explain what is considered a “director removal” action 

initiated by the Corporation.  Publicly traded companies use contractual agreements with their directors to 
ensure certain behavior (e.g., confidentiality of company data, standards of conduct).  Often, these 
contracts include a provision requiring a director to “voluntarily” resign if the company determines (and a 
court later affirms) that the director failed to act in accordance with the agreement.  Corporate directors 
are required to sign these agreements in order to take office and objecting to the “voluntarily” resignation 
provision(s) may result in being denied a seat on the board.  These types of contractual provisions are 
commonly referred to as mandatory resignations and are intended to avoid the cost and time required to 
pursue a forced removal action.   

 
We propose that all director resignations required or otherwise initiated by Farmer Mac be called 

“director removals.”  We believe when a director must resign (or is deemed to have resigned) in response 
to a Farmer Mac bylaw, policy, or other governing document, that the resignation was initiated by the 
Corporation since Farmer Mac drafted the document at issue.  Further, we believe that when Farmer Mac 
requires directors, director-nominees, and/or director-candidates to accede to a resignation provision in 
order to serve on the board of directors that, even if characterized as “voluntary,” it is more appropriately 
called a removal provision. 

 
The proposed rule would further require Farmer Mac to notify OSMO at least 14 days before 

seeking the removal of one of its directors.  This advance notice is considered necessary to protect the 
safety and soundness of Farmer Mac.  We view this level of advance reporting to be appropriate given the 
potential for sudden changes in the board’s membership to result in instability within the management and 
oversight of the Corporation or to raise concerns about the Corporation in the capital markets, or both.  

 
c. Director Fiduciary Duties and Independence [new § 651.40] 
 

We are proposing a new § 651.40 that requires Farmer Mac to have policies in place to provide 
reasonable assurance that its Board of directors maintains responsibility for and provides appropriate 
oversight of the risk management activities of Farmer Mac, the reports and disclosures issued by Farmer 
Mac, and shareholder communications.  Also, new § 651.40 would clarify the duty of directors to conduct 
the business of the Corporation in a manner that promotes the best interest of the Corporation and furthers 
its statutory mission.  As a GSE, Farmer Mac should strive to ensure that its Board activities fulfill its 
public missions.  Unlike corporations incorporated under State statutes of incorporation, statutorily 



chartered GSEs are not free to alter their purposes or powers, even when such alteration may be in the 
best interest of the investing stockholders.  For GSEs, such changes can only be made by law.  Thus, it is 
the responsibility of Farmer Mac directors to lead the Corporation in the manner that best effectuates the 
public policy it was designed to serve.   

 
Paragraphs (b) and (c) of the proposed provision would set forth key duties of the Farmer Mac 

Board, among which are the duty to act in good faith and for the best interest of Farmer Mac, as well as 
acting fairly and impartially without discriminating in favor of or against any investor, stockholder, or 
group of stockholders.  The proposed provisions are intended to ensure that all directors, regardless of 
how they acquired their seats on the board of directors, understand that they are bound by their fiduciary 
duty to Farmer Mac and, as a result, act for the betterment of Farmer Mac overall and not any particular 
group of shareholders or investors.  We believe these provisions are necessary to clarify that the required 
elected director affiliations should not be interpreted to mean an elected director serves solely to further 
the viewpoints of the electing class without regard to the impact on Farmer Mac and all its shareholders.  
Such an interpretation would be inconsistent with the established corporate common law principles of a 
director's fiduciary duties, as well as with Congressional intent.  The fiduciary duties of directors are 
essential to good governance and necessary to the safe and sound operation of the Corporation.  Thus, 
directors failing to fulfill this fiduciary duty could have a negative impact on the safety and soundness of 
Farmer Mac.    

The proposed provisions are another step in ensuring directors maintain their duty of loyalty to 
the Corporation, notwithstanding any required affiliation with a group of stockholders.  However, they are 
not to be read as requiring elected directors to disregard the perspectives of those electing them to office.  
Instead, we believe elected directors should share these perspectives with the entire Board so that every 
director is informed of stockholder concerns and views, thus facilitating Board decisions and ensuring 
those decisions are being made in the best interests of the Corporation and all of its shareholders.  

  
In balance with the other requirements of new § 651.40, and to help ensure the rule is not 

misapplied, proposed paragraph (d) would protect the ability of directors to be accountable to the 
shareholders that elected them.  We recognize that fiduciary duties to shareholders must be understood in 
the context of the duty of the elected directors to possess a representational relationship with certain 
groups of shareholders.  As such, the provision, as proposed, would specifically allow directors to 
comment on non-private and non-privileged corporate business, provided doing so will not violate any 
laws or regulations, particularly securities laws.  The intent is to allow directors to converse with 
stockholders as a means of gathering information, gaining insights into stockholder wishes, and 
demonstrating accountability.  The provision clarifies that this authority does not prevent Farmer Mac 
from protecting proprietary information.  It is an established corporate governance principle that once 
elected to the board a director owes his or her fiduciary duties, including a duty of confidentiality, to the 
company and shareholders as a whole.  As such, the proposed rule would clarify that Farmer Mac may 
take measures to ensure each director abides by policies defining and specifying the treatment of the 
Corporation’s confidential information, including restricting directors from disclosing the Corporation’s 
confidential information to the shareholders electing them to serve on the Corporation’s board.  We 
believe the proposed § 651.40 strikes the appropriate balance between a director’s representational duties 
required by the Act and his or her corporate fiduciary duties. 

 
d. Committees of the Board [new § 651.50] 
 

We propose a new § 651.50 on board committees in subpart C.  The new § 651.50 would address 
the relationship between the entire board and its committees, require certain committees, place 
membership requirements on the committees, and establish minimum operational requirements for board 
committees (e.g., charters, meeting minutes).  The proposed committees would resemble those currently 
maintained by Farmer Mac, but with the key differences in committee composition. 



 
In paragraph (a) of new § 651.50, we propose limiting the authority of the board to delegate its 

collective authority to develop and amend Farmer Mac bylaws to a committee of the board.  This 
provision would not prevent board committees from making recommendations on the bylaws to the entire 
board.  We also propose regulatory language holding the entire board accountable for committee actions.  
In directing the Corporation, the board of directors may rely on reports from board committees, but doing 
so does not relieve the board of final responsibility.  

  
In paragraph (b) of new § 651.50, we propose that Farmer Mac have, at the minimum, 

committees to address risk management, audit, compensation, and corporate governance matters.  We 
propose that there be separate committees dedicated to audit and risk management and that these 
committees not be tasked with other matters.  Our reasoning in support of this proposal is that the 
oversight responsibilities of each of these two committees represent an aggregation of a very broad array 
of issues and detailed operational policies and procedures that cover essentially the entire breadth of the 
Corporation’s operations – in addition to the associated ongoing monitoring of all of these.  We believe a 
portfolio of responsibility any larger for either committee would be excessive and risk a severe dilution in 
a committee’s effectiveness. 

 
In paragraph (c) of new § 651.50, we propose that each board committee be established through a 

written charter.  We further propose that committee charters specify the powers, responsibilities, and 
structure of each committee.  We further propose that each committee have both elected and appointed 
directors and that among the elected directors there be ones with affiliations to both Class A and Class B 
stockholders.  Similarly, we propose that no director may serve as a committee chair of more than one 
committee.  Our intent is to ensure that the Farmer Mac Board reasonably distributes responsibilities 
among individual members of the board.  We believe that too great a concentration of responsibilities 
would detract from the board’s overall effectiveness.  

 
In paragraph (d) of new § 651.50, we propose requiring each board committee to have meeting 

minutes and to keep the minutes for 3 years.  We propose that the minutes include the agenda for the 
meeting, attendance, a summary of pertinent discussions held during the meeting, and any resulting 
committee recommendations.  In proposing this requirement, we are not seeking transcripts of meetings, 
but a record of matters addressed by the committee and who participated in the meeting in sufficient 
detail to allow the reader a reasonable understanding of the substance of the discussion.  We propose no 
set meeting schedule for committees, but do propose a requirement that each committee meet with 
sufficient frequency to fulfill its duties.  We believe these provisions would facilitate both the historical 
context of policies and procedures for future management teams and directors as well as facilitate the 
regulatory oversight of board activity. 

 
In proposing new § 651.50, we intend no conflict with SEC regulations on the structure of board 

committees and welcome comments identifying any potential conflict that might exist between the 
proposed provision and SEC requirements.  Where our proposal contains provisions on board committees 
that would be requirements, but which are optional under existing SEC rules, it was intentional as we 
believe the requirements facilitate the safe and sound operations of Farmer Mac.   
 
C. Risk Management [Part 653, no subparts] 

 
We propose opening existing reserved part 653 to add risk management provisions for Farmer 

Mac, renaming the part, “Federal Agricultural Mortgage Corporation Risk Management.” We propose no 
subparts to part 653, but propose adding the following provisions:   

 
• A new § 653.1 to contain the definitions of certain terms used in part 653;  



• A new § 653.2 to address general board-level risk management matters;  
• A new § 653.3 to contain required risk management programs and activities; and  
• A new § 653.4 to contain requirements for internal controls.    
 
We discuss the proposed §§ 653.1 through 653.4 below.   

 
1. Definitions [new § 653.1] 

 
We propose as new § 653.1 definitions for the terms “Corporation”, “FCA”, and “OSMO.”  We 

are proposing the same meaning as are proposed elsewhere in this rulemaking.  We propose these 
definitions to ensure a common understanding of the terms as used in part 653.   
2. General [new § 653.2] 

 
We propose in new § 653.2 to require the Farmer Mac Board approve the overall risk-appetite 

and tolerance of the Corporation.  We believe that while management may design and implement the 
Corporation’s internal controls, the Board remains ultimately responsible for how those controls affect the 
risk management of the Corporation.  The Board’s oversight of internal controls is a critical component of 
its responsibility for monitoring corporate activities and providing reasonable assurance that the controls 
will prevent excessive risk-taking or unsafe and unsound activities.     
 
3. Risk Management [new § 653.3] 

 
A comprehensive and integrated risk management program significantly enhances the 

coordination of risk decision-making as well as capital allocation among individual business units and 
allows the units to act within the context of the broader risk-taking activities and risk tolerance limits of 
the Corporation.  Although the Corporation has recently expanded its risk management program to 
include a risk committee, we propose in new § 653.3(a) to require Farmer Mac to have a risk management 
program addressing the Corporation’s exposure to credit, market, liquidity, operations, and reputation 
risks.  As proposed, the rule would require the risk management program to include:  

 
• Periodic assessments of the Corporation’s risk profile, with related adjustments to the 

Corporation’s operations; 
• Coordination with board-approved risk tolerance levels; 
• Delineation of management’s authority and independence in implementing the program; and 
• Integration with Corporation goals, business objectives, and compensation. 
 
As referenced in the discussion of proposed § 651.50 (preamble section III.C.3.d.), we are 

proposing in new § 653.3(b) to require Farmer Mac to have a risk management committee.  As proposed, 
the membership of the risk committee would include a risk management expert.  Also, we are proposing 
that the risk committee be responsible for reviewing the design of the risk management program and 
receiving management reports on risk management issues, as well as monitoring the Corporation’s risk 
management policies and procedures.  We believe it is essential that the tone of Corporation’s risk culture 
and its procedures for risk decision-making be set by the Board even when they are based on 
management’s recommendations.  Further, the Board plays a critical role in the ongoing oversight of, and 
cohesive implementation of, operational strategies and plans that conform to its established risk appetite 
and tolerance. 

 
We also propose in new § 653.3(c) to required Farmer Mac to have a “Risk Officer” to implement 

the risk management program.  We are proposing that the risk officer report directly to the chief executive 
officer and risk committee.  We also propose that the risk officer be separated from other management 



functions to ensure s/he devotes full attention to Farmer Mac’s risk management activities.  Under new § 
653.3(c), the risk officer would have to have experience in risk management commensurate with Farmer 
Mac’s operations.  The risk officer also would be responsible for monitoring compliance with risk 
management policies; developing systems to identify and report risks; and making recommendations to 
adjust risk management behaviors. We believe a staff position that serves as coordinator of the consistent 
and collaborative implementation of corporate risk policies and objectives across business units is 
necessary.  A risk officer could help coordinate, organize, prioritize and monitor risks on behalf of the 
CEO and Board risk committee.   

 
As financial institutions become larger and more complex, which Farmer Mac has since it was 

chartered by Congress in 1987, the need arises for a continuous, coordinated, and comprehensive 
oversight of the broad spectrum of current and prospective risks the entity faces.  A key role of a risk 
officer is to prevent the emergence of isolated risk “silos” among the entity’s business units and ensure a 
consistent and integrated monitoring of key sources of risks, such as strategic risks (including reputation 
and political risk), compliance risks, and reporting risks.  We believe requiring a risk officer position at 
Farmer Mac plays a key role in ensuring that the Board and CEO are adequately informed regarding the 
Corporation’s aggregate risk position – thus providing reasonable assurance of the achievement of 
corporate and mission objectives.  In addition, having a risk officer position is considered a best practice 
for financial institutions over $10 billion and is consistent with Basel’s Pillar 2 on Risk Management and 
Risk Supervision.      
 
4. Internal Controls [new § 653.4] 

 
A sound system of comprehensive and integrated internal controls is vital to the operations of any 

organization and especially those whose business is taking financial risk.  In the 26 years since Farmer 
Mac was chartered, business and operational environments have become significantly more complex and 
technology-driven.  Systems of internal controls should dynamically respond to such changes in 
complexity – not just in business unit operations but also in compliance with increasingly complex laws, 
regulations, and industry standards.  Thus, while FCA regulations on various aspects of Farmer Mac’s 
operations (e.g., investments, liquidity, capital planning) include specific minimum control requirements 
related to those operations, we believe a Corporation-wide integrated system of internal controls is also 
appropriate.  Accordingly, we propose in new § 653.4 to require Farmer Mac to adopt internal controls for 
the proper treatment of and accountability for the programs, operations, and resources of Farmer Mac.   

 
The proposed provision would require an internal controls system that addresses: the 

effectiveness of corporate activities; security of corporate assets; accuracy and completeness of financial 
reports; separation of duties to avoid conflicts in responsibilities; transparent reports to the Farmer Mac 
board; and compliance with applicable laws, regulations, and corporate policies.  The new § 653.4 would 
also require Farmer Mac to have a system to correct weaknesses identified by the internal controls 
program.  Finally, we are proposing an annual reporting requirement, where Farmer Mac would report to 
OSMO on the effectiveness of the internal controls program. 

 
D. Disclosure and Reporting [Part 655] 

 
Existing part 655 contains financial disclosure and reporting provisions for Farmer Mac in two 

subparts: subpart A on annual reports and subpart B on securities reports.  We propose organizational 
changes to this part as follows:  

 
• Adding a new subpart A, entitled “General” to address the matters common to disclosures 

and reports; 



• Renaming and redesignating the existing subpart A as new subpart B, to be called “Reports of 
Condition of the Federal Agricultural Mortgage Corporation;”  

• Redesignating existing subpart B as new subpart C; 
• Adding a new § 655.1 to identify the definitions of certain terms used in part 655; 
• Adding a new § 655.2 to prohibit misleading, inaccurate, or incomplete disclosures;  
• Moving existing § 655.1 on annual reports, currently under existing subpart A, to new subpart 

B and redesignating it as § 655.10; 
• Adding a new § 655.15 on the distribution of interim notices and proxies to new subpart B; 
• Moving, renaming, and redesignating existing § 655.50 on securities not registered under the 

Securities Act, currently under existing subpart B, as new § 655.20 in new subpart C; and 
• Adding a new § 655.21 on communications with the U.S. Treasury, SEC, and NYSE. 
 
We also propose enhancements to existing disclosure and reporting requirements of part 655 to 

remove repetitious reporting and incorporate technology by allowing for electronic filing of reports with 
OSMO.  These proposed enhancements are designed to reduce Farmer Mac’s reporting responsibilities, 
while also improving the quality and timeliness of information provided to FCA.  We are also proposing 
changes to remove repetitious disclosure and reporting requirements resulting from the dual reporting 
responsibilities of Farmer Mac to the FCA and the SEC.   

 
1. Definitions [new subpart A: new § 655.1] 

 
We propose adding a new § 655.1 for definitions of certain terms used in part 655.  We are 

proposing the same definitions to this part as are proposed for part 650 (listed in section III.A. of this 
preamble).  We are also proposing to add the same definition for “person” as is proposed for part 651.  In 
addition, we propose definitions for the term “material” and “report.”  While there is a definition for 
“material” in part 651, the one proposed for this part is different in that it focuses on the meaning of the 
term when considering financial reports, not conflicts-of-interest.  We propose these definitions to ensure 
a common understanding of the terms as used in part 655.  In addition, we propose changes to the existing 
provisions of part 655 to incorporate the proposed new terms. 

 
2. Prohibitions [new subpart A: new § 655.2] 

 
We propose adding a new § 655.2 to prohibit misleading, inaccurate, or incomplete disclosures.  

This prohibition is substantially similar to the one that currently exists in our regulations for the reports of 
System banks and associations.  The provision would establish that no director, officer, employee or agent 
of Farmer Mac may mislead the FCA, Farmer Mac stockholders, or the general public by making 
misleading, inaccurate, or incomplete disclosures within the reports required under part 655.  The 
provision would also clarify the authority of FCA to require a corrected report if we determine it 
contained any misleading, inaccurate, or incomplete disclosures.   
 
3. Reports of Condition [new subpart B: existing § 655.1; new §§ 655.10 and 655.15] 
 

The Act requires Farmer Mac to register its equities with the SEC and be subject to SEC 
disclosure regulations issued under section 14 of the Securities and Exchange Act of 1934.20  Also, 
Farmer Mac’s Class A and Class C stocks are publicly traded on the NYSE.  Thus, Farmer Mac must 
comply with both FCA and SEC disclosure and reporting requirements.  We are proposing changes to our 
reporting requirements for Farmer Mac to enable the reports filed by Farmer Mac with the SEC to also 
satisfy our requirements in that area, absent instructions from us to the contrary.  We believe the proposed 

                                                           
20 Section 8.12 of the Act (12 U.S.C. 2279aa-12). 



changes will facilitate the coordination of Farmer Mac’s financial reporting responsibilities to both 
OSMO and the SEC as well as reduce or eliminate repetitious reporting.   

 
We propose revising existing § 655.1 (proposed to be redesignated as § 655.10) to cover all 

reports of conditions, not just annual reports.  We are also proposing to require reports be signed and 
certified.  The proposed certification components would be attesting that the signatory reviewed the report, 
the report was prepared in accordance with applicable laws and regulations, and the reported information 
is true, accurate, and complete to the best of the signatory’s knowledge.  Further, we are proposing that 
quarterly and annual reports be filed by Farmer Mac with OSMO and that those reports either be 
equivalent to those required by the SEC or according to our instructions.  We are proposing the provision 
that reports be filed according to our instructions to address the contingency of the SEC changing its 
reporting requirements in such a manner as to reduce the usefulness of the reports in safety and soundness 
matters.   

 
For the reasons already discussed, we are proposing changes to the existing report distribution 

requirements to reduce timeframes, require Web site posting of reports, and ensure reports distributed to 
shareholders and investors are the same as those filed with both the FCA and SEC.  We are proposing to 
reduce the existing 120-day timeframe to distribute reports to a 90-day timeframe for distribution of 
reports to shareholder and a 5-day filing timeframe with OSMO.  We believe the reduced timeframes are 
more reasonable given available technology and other advances in reporting systems.  We further propose 
that if the report is the same as that filed with the SEC, it be filed with OSMO simultaneous with the SEC 
filing.  We next propose changing the existing requirement to send us three paper copies of each report by 
reducing it to only one paper copy.  We also propose allowing the use of electronic filing of reports with 
OSMO.   

 
We propose requiring Farmer Mac to post reports on its Web site within 3 business days of filing 

the report with OSMO.  We propose that a report remain available on the Web site until the next report is 
posted.  We further propose that if the report is the same as that filed with the SEC, an electronic link to 
the SEC reports database (EDGAR) would satisfy our regulatory requirement in this area.  In making this 
proposal, we relied on technological advances, the existing availability of the information, and Farmer 
Mac’s existing practice of posting reports on its Web site.   

 
Further, we are proposing a new § 655.15 to require that Farmer Mac send OSMO one paper and 

one electronic copy of every notice, interim report, and proxy statement it files with the SEC.  We believe 
it is essential that communications between Farmer Mac and OSMO, its primary regulator, include the 
communications Farmer Mac has with the SEC.  The proposed provision would require Farmer Mac to 
make these disclosures within 1 business day of filing the notice, interim report, or proxy statement with 
the SEC.  We believe this requirement is necessary to ensure we have timely notice of events outside our 
scheduled examination of these documents.   

 
Similar to the proposal to post reports on its Web site, we are proposing in § 655.15(b) that 

Farmer Mac post on its Web site notices, interim reports, and proxy statements within 5 business days of 
filing them with the SEC.  As proposed, this requirement could be satisfied with a link to EDGAR.  We 
also propose that these documents remain on the Web site for 6 months, or until the next annual report, 
whichever is later.   
4. Reports Related to Securities Activities [new subpart C: existing § 655.50; new §§ 655.20 and 
655.21] 

 
We propose revising existing § 655.50 by first breaking it into two sections: § 655.20 on 

unregistered securities (currently § 655.50(a)) and § 655.21 on all other filings and communications with 
the U.S. Treasury, SEC, and NYSE (currently § 655.50(b) and (c)).  In new § 655.20, we propose 



changing the manner of making special filings with OSMO by replacing the existing requirement to send 
us three paper copies to require one paper and one electronic copy.  In new § 655.21, we propose 
expanding the existing requirement to send us copies of “substantive” correspondence between Farmer 
Mac and the SEC or U.S. Treasury to include the NYSE.  The proposal would also remove the limitation 
on the type of communication.  Currently, the requirement covers correspondence relating to securities 
activities or regulatory compliance.  We believe the Corporation should provide us all substantive 
communications it has with the U.S. Treasury, the SEC, and the NYSE as that communication may have a 
bearing on the safety and soundness of Farmer Mac.  We also propose setting a 3-day timeframe for 
providing the information to us.  Finally, new § 655.21(c) would require Farmer Mac to notify us of 
exemptions from SEC filing requirements within 1 business day.  The current rule requires this 
information to be sent to us “promptly.”  In light of the proposed changes to reporting requirements, we 
believe it is necessary to have definitive and fast notice of any changes Farmer Mac seeks in SEC filing 
requirements.   
 
IV.  Regulatory Flexibility Act 

 
Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), FCA hereby 

certifies the proposed rule will not have a significant economic impact on a substantial number of small 
entities.  Farmer Mac has assets and annual income over the amounts that would qualify it as a small 
entity.  Therefore, Farmer Mac is not considered a "small entity" as defined in the Regulatory Flexibility 
Act. 
 
List of Subjects 
 
12 CFR Part 650 

 
Agriculture, Banks, banking, Credit, Reporting and recordkeeping requirements, Rural areas. 

 
12 CFR Part 651 

 
Agriculture, Banks, banking, Conduct standards, Conflict of interests, Elections, Ethical conduct, 

Rural areas. 
 
12 CFR Part 653 

 
Agriculture, Banks, banking, Capital, Conduct standards, Credit, Finance, Rural areas. 

 
12 CFR Part 655 

 
Accounting, Agriculture, Banks, banking, Accounting and reporting requirements, Disclosure and 

reporting requirements, Financial disclosure, Rural areas. 
 
For the reasons stated in the preamble, parts 650, 651, 653, and 655 of chapter VI, title 12 of the 

Code of Federal Regulations are proposed to be amended as follows: 
 
PART 650--FEDERAL AGRICULTURAL MORTGAGE CORPORATION GENERAL 
PROVISIONS 

 
1. The authority citation for part 650 is revised to read as follows: 
 



Authority: Secs. 4.12, 5.9, 5.17, 5.25, 8.11, 8.12, 8.31, 8.32, 8.33, 8.34, 8.35, 8.36, 8.37, 8.41 of 
the Farm Credit Act (12 U.S.C. 2183, 2243, 2252, 2261, 2279aa-11, 2279aa-12, 2279bb, 2279bb-1, 
2279bb-2, 2279bb-3, 2279bb-4, 2279bb-5, 2279bb-6, 2279cc); sec. 514 of Pub. L. 102-552, 106 Stat. 
4102; sec. 118 of Pub. L. 104-105, 110 Stat. 168. 

 
2. Add subpart B, under the heading “Conservators, Receivers, and Liquidations” consisting of 

existing §§ 650.1 through 650.80 as redesignated in the following table: 
 
Old section    New section 
650.1, no subpart   650.13, subpart B 
650.5, no subpart   650.14, subpart B 
650.10, no subpart   650.10, subpart B 
650.15, no subpart   650.15, subpart B 
650.20, no subpart   650.20, subpart B 
650.25, no subpart   650.25, subpart B 
650.30, no subpart   650.30, subpart B 
650.35, no subpart   650.35, subpart B 
650.40, no subpart   650.40, subpart B 
650.45, no subpart   650.45, subpart B 
650.50, no subpart   650.50, subpart B 
650.55, no subpart   650.55, subpart B 
650.60, no subpart   650.60, subpart B 
650.65, no subpart   650.65, subpart B 
650.70, no subpart   650.70, subpart B 
650.75, no subpart   650.75, subpart B 
650.80, no subpart   650.80, subpart B 
 

3. Add subpart A to read as follows: 
 
Subpart A--Regulation, Examination and Enforcement 
 
Sec. 
650.1  Definitions. 
650.2  Regulatory authority. 
650.3  Supervision and enforcement. 
650.4  Access to Corporation records and personnel. 
650.5  Reports of examination. 
650.6  Criminal referrals. 
 
Subpart A--Regulation, Examination and Enforcement 

§ 650.1 Definitions. 

The following definitions apply for the purpose of this part: 
Act or Authorizing statute means the Farm Credit Act of 1971, as amended. 
Business day means a day the Corporation is open for business, excluding the legal public 

holidays identified in 5 U.S.C. 6103(a). 
Corporation or Farmer Mac means the Federal Agricultural Mortgage Corporation and its 

affiliates. 
FCA means the Farm Credit Administration, an independent federal agency of the executive 

branch.  



NYSE means the New York Stock Exchange, a listing exchange. 
OSMO means the FCA Office of Secondary Market Oversight, which is responsible for the 

general supervision of the safe and sound exercise of the Corporation’s powers, functions, and duties and 
compliance with laws and regulations. 

Our or we means the FCA or OSMO, as appropriate to the context of the provision employing the 
term. 

SEC means the Securities and Exchange Commission. 
Securities Act means the Securities Act of 1933 (15 U.S.C. 77a et seq.) or the Exchange Act of 

1934 (15 U.S.C. 78a et seq.), or both, as appropriate to the context of the provision employing the term. 
Signed, when referring to paper form, means a manual signature, and, when referring to electronic 

form, means marked in a manner that authenticates each signer’s identity. 
 
§ 650.2 Regulatory authority. 

(a) General.  The Corporation is a for-profit Government-sponsored enterprise developed to 
provide a secondary market for agricultural and rural utility loans with public policy objectives included 
in its statutory charter.  The Corporation is regulated by the FCA, operating through OSMO.  The 
Corporation also lists securities on the NYSE, making it subject to certain SEC listing and disclosure 
requirements. 

(b) Primary regulator.  The FCA, operating through OSMO, holds primary regulatory, 
examination, and enforcement authority over the Corporation.  The FCA, operating through OSMO, is 
responsible for the general supervision of the safe and sound exercise of the Corporation’s powers, 
functions, and duties and compliance with laws and regulations.   

(c) Other regulatory authorities.  The Corporation is required by its authorizing statute to comply 
with certain SEC reporting requirements and must register offerings of Farmer Mac Guaranteed Securities 
under the Securities Act of 1933 and related regulations.  The Corporation is also subject to most of the 
industry self-regulatory requirements of the NYSE.   
 
§ 650.3 Supervision and enforcement. 

The Act provides FCA, acting through OSMO, with enforcement authority to protect the financial 
safety and soundness of the Corporation and to ensure that the Corporation’s powers, functions, and 
duties are exercised in a safe and sound manner. 

(a) General supervision. When we determine the Corporation has violated a law, rule, or 
regulation or is engaging in an unsafe or unsound condition or practice, we have enforcement authority 
that includes, but is not limited to, the following: 

(1) Issue an order to cease and desist; 
(2) Issue a temporary order to cease and desist;  
(3) Assess civil monetary penalties against the Corporation and its directors, officers, employees, 

and agents; and 
(4) Issue an order to suspend, remove, or prohibit directors and officers.  
(b) Financial safety and soundness of the Corporation.   
When we determine the Corporation is taking excessive risks that adversely impact capital, we 

have authority to address that risk.  This includes, but is not limited to, requiring capital restoration plans, 
restricting dividend distributions, requiring changes in the Corporation’s obligations and assets, requiring 
the acquisition of new capital and restricting those Corporation activities determined to create excessive 
risk to the Corporation. 
 
§ 650.4 Access to Corporation records and personnel. 

(a) The Corporation must make its records available promptly upon request by OSMO, at a 
location and in a form and manner acceptable to OSMO.   



(b) The Corporation must make directors, officers, employees and agents available to OSMO 
during the course of an examination or supervisory action when OSMO determines it necessary to 
facilitate an examination or supervisory action.  
 
§ 650.5 Reports of examination. 

The Corporation is subject to the provisions in 12 CFR part 602 regarding FCA Reports of 
Examination. 
 
§ 650.6 Criminal referrals. 

The rules at 12 CFR part 612, subpart B, regarding “Referral of Known or Suspected Criminal 
Violations” are applicable to the Corporation. 

 
4. Revise part 651 to read as follows: 

 
PART 651--FEDERAL AGRICULTURAL MORTGAGE CORPORATION GOVERNANCE 
 
Subpart A--General 
 
Sec. 
651.1  Definitions. 
651.2  Indemnification. 
 
Subpart B--Standards of Conduct 

651.21  Code of conduct. 
651.22  Conflict-of-interest policy. 
651.23  Conflict-of-interest disclosure and reporting. 
651.24  Director, officer, employee, and agent responsibilities. 
 
Subpart C--Board Governance 
 
651.30  Director elections. 
651.35  Director removal. 
651.40  Director fiduciary duties and independence. 
651.50  Committees of the Corporation’s board of directors. 
 
 Authority: Secs. 4.12, 5.9, 5.17, 8.3, 8.11, 8.14, 8.31, 8.32, 8.33, 8.34, 8.35, 8.36, 8.37, 8.41 of 
the Farm Credit Act (12 U.S.C. 2183, 2243, 2252, 2279aa-3, 2279aa-11, 2279aa-14, 2279bb, 2279bb-1, 
2279bb-2, 2279bb-3, 2279bb-4, 2279bb-5, 2279bb-6, 2279cc); sec. 514 of Pub. L. 102-552, 106 Stat. 
4102; sec. 118 of Pub. L. 104-105, 110 Stat. 168. 

 
Subpart A--General 
§ 651.1 Definitions. 

The following definitions apply to this part: 
Act or Authorizing statute means the Farm Credit Act of 1971, as amended.  
Agent means any person (other than a director, officer, or employee of the Corporation) who 

represents the Corporation in contacts with third parties or who provides professional services such as 
legal, accounting, or appraisal services to the Corporation. 

Affiliate means any entity established under authority granted to the Corporation under section 
8.3(c)(14) of the Act. 

http://www.ecfr.gov/cgi-bin/text-idx?c=ecfr&SID=57a59766b2196bccf16c92d5be7479f3&rgn=div5&view=text&node=12:7.0.1.2.12&idno=12#12:7.0.1.2.12.1.1.1
http://www.ecfr.gov/cgi-bin/text-idx?c=ecfr&SID=57a59766b2196bccf16c92d5be7479f3&rgn=div5&view=text&node=12:7.0.1.2.12&idno=12#12:7.0.1.2.12.1.1.2
http://www.ecfr.gov/cgi-bin/text-idx?c=ecfr&SID=57a59766b2196bccf16c92d5be7479f3&rgn=div5&view=text&node=12:7.0.1.2.12&idno=12#12:7.0.1.2.12.2.1.1
http://www.ecfr.gov/cgi-bin/text-idx?c=ecfr&SID=57a59766b2196bccf16c92d5be7479f3&rgn=div5&view=text&node=12:7.0.1.2.12&idno=12#12:7.0.1.2.12.2.1.2


Appointed director means a member of the Corporation board of directors who was appointed to 
the Corporation board by the President of the United States of America. 

Business day means a day the Corporation is open for business, excluding the legal public 
holidays identified in 5 U.S.C. 6103(a). 

Class A stockholders means holders of common stock in the Corporation that are insurance 
companies, banks, or other financial institutions or entities. 

Class B stockholders means holders of common stock in the Corporation that are Farm Credit 
System institutions. 

Corporation means the Federal Agricultural Mortgage Corporation and its affiliates. 
Director elections mean the process of searching for director candidates, conducting director 

nominations, and voting for directors.   
Elected director means a member of the Corporation board of directors who was elected by either 

Class A or Class B stockholders.  
Employee means any salaried individual working part-time, full-time, or temporarily for the 

Corporation. 
Entity means a corporation, company, association, firm, joint venture, partnership (general or 

limited), society, joint stock company, trust (business or otherwise), fund, or other organization or 
institution. 

FCA means the Farm Credit Administration, an independent federal agency of the executive 
branch. 

Material means conflicting interests of sufficient magnitude or significance that a reasonable 
person with knowledge of the relevant facts would question the ability of the person having such interest 
to discharge official duties in an objective and impartial manner in furtherance of the interests and 
statutory purposes of the Corporation. 

Officer means the salaried president, vice presidents, secretary, treasurer, and general counsel, or 
other person, however designated, who holds a position of similar authority in the Corporation. 

OSMO means the FCA Office of Secondary Market Oversight, which is responsible for the 
general supervision of the safe and sound exercise of the Corporation’s powers, functions, and duties and 
compliance with laws and regulations. 

Our or we means the FCA or OSMO, as appropriate to the context of the provision employing the 
term.  

Person means individual or entity. 
Potential conflict-of-interest means a director, officer, or employee of the Corporation has an 

interest in a transaction, relationship, or activity that might adversely affect, or appear to adversely affect, 
the ability of the person having such interest to perform his or her official duties on behalf of the 
Corporation in an objective and impartial manner in furtherance of the interest of the Corporation and its 
statutory purposes.  

Reasonable person means a person under similar circumstances exercising the average level of 
care, skill, and judgment in his or her conduct based on societal requirements for the protection of the 
general interest.  

Resolved means an actual or potential material conflict-of-interest that has been altered so that a 
reasonable person with knowledge of the relevant facts would conclude that the conflicting interest would 
not adversely affect the person's performance of official duties in an objective and impartial manner and 
in furtherance of the interests and statutory purposes of the Corporation. 

Signed, when referring to paper form, means a manual signature, and, when referring to electronic 
form, means marked in a manner that authenticates each signer’s identity. 
 
§ 651.2 Indemnification. 

(a) General. The Corporation is not required to offer indemnification insurance.  The Corporation 
must have policies and procedures in place before it may offer indemnification insurance to its directors, 
officers, or employees.   



(1) Indemnification policies and procedures must address how the board of directors approves or 
denies requests for indemnification from current and former directors, officers, and employees.  The 
policies and procedures must include standards relating to indemnification, investigations by the board of 
directors, and reviews by independent counsel.   

(2) Indemnification policies and procedures must consider all sources of potential indemnification 
to protect the Corporation against over-indemnification of an individual director or officer.   

(b) Oversight.  The Corporation must notify OSMO 10 business days before issuing any 
indemnification payment.   
 

Subpart B--Standards of Conduct 

§ 651.21 Code of conduct. 

(a) General. The Corporation must develop and administer a written code of conduct establishing 
the ethical benchmarks for professional integrity, competence, and respect.  The code must be reasonably 
designed to assure the ability of board members, officers, employees, and agents of the Corporation to 
discharge their duties and responsibilities, on behalf of the Corporation, in an ethical and business-like 
manner.  The code of conduct must be consistent with applicable laws and regulations. 

(b) Review. Not less often than once every 3 years, the Corporation must review the adequacy of 
its code of conduct for consistency with practices appropriate to the entity and compliance with laws and 
regulations and must make any appropriate revisions to such code. 
 
§ 651.22 Conflict-of-interest policy. 

(a) The Corporation must establish and administer a conflict-of-interest policy that will provide 
reasonable assurance that the directors, officers, employees, and agents of the Corporation discharge their 
official responsibilities in an objective, impartial, and business-like manner that furthers the lawful 
interests and statutory purpose of the Corporation. The conflict-of-interest policy must acknowledge and 
respect the representational affiliations required by the Act for elected directors.  

(b) The conflict-of-interest policy must: 
(1) Define the types of transactions, relationships, or activities that could reasonably be expected 

to give rise to potential conflicts of interest.  For the purpose of determining whether a potential conflict-
of-interest exists, the following interests shall be imputed to a person subject to this regulation as if they 
were that person's own interests: 

(i) Interests of any individual residing in that person’s household; 
(ii) Interests of any individual identified as a legal dependent of that person; 
(iii) Interests of that person's general partner; 
(iv) Interests of an organization or entity that the person serves as officer, director, trustee, 

general partner or employee, unless the organization or entity is directly connected to the representational 
affiliations required by the Act for elected directors; and 

(v) Interests of a person, organization, or entity with which that person is negotiating for or has an 
arrangement concerning prospective employment. 

(2) Include guidelines for determining when a potential conflict is material (as that term is 
defined in this part); 

(3) Contain procedures for resolving or disclosing material conflicts of interest. 
(4) Address recusal from official actions on any matter in which a director, officer, employee, or 

agent is prohibited from participating based on a conflict-of-interest identified under this part; and 
(5) Define documentation and reporting requirements, consistent with this part, for demonstrating 

compliance with conflict-of-interest decisions. 



(c) The Corporation must notify directors, officers, employees, and agents of the conflict-of-
interest policy and any subsequent changes thereto and allow them a reasonable period of time to conform 
to the policy. 

(d) When requested, the Corporation must provide to any shareholder, investor, or potential 
investor, with a copy of its conflict-of-interest policy. The Corporation may charge a nominal fee to cover 
the costs of reproduction and handling. 
 
§ 651.23 Conflict-of-interest disclosure and reporting. 

(a) Annually, each director, officer, and employee must provide to the Corporation a written and 
signed conflict-of-interest report.  The report must disclose information about financial interests, 
transactions, relationships, and activities sufficient enough for a reasonable person to make a conflict-of-
interest determination. 

(1) The annual conflict-of-interest report must identify any transaction, relationship, or activity 
that, in the director, officer or employee’s opinion, creates a real or potential material conflict-of-interest 
or that is: 

(i) Specifically named in the Corporation’s policies on conflict-of-interest; or 
(ii) Addressed in regulation. 
(2) If potential or real conflicts arise between annual reporting periods, each director, officer, and 

employee must update his or her annual disclosure at the time(s) such conflict arises. 
(b) The Corporation must review the annual conflict-of-interest reports, and any subsequent 

reports, within 10 business days of receipt. 
(1) The Corporation must determine for each director, officer, and employee whether any real or 

potential material conflict-of-interest exists and document its findings.   
(2) If a real or potential conflict-of-interest is identified as material by the Corporation, the 

Corporation must, within 3 business days of identification, notify the director, officer, or employee of the 
material conflict-of-interest determination and must provide the director, officer, or employee a 
reasonable opportunity to respond.  

(c) The Corporation must document all resolved and unresolved material conflicts-of-interest.  
Until resolved, the Corporation must maintain on-going documentation that explains how unresolved 
conflicts are being handled. 

(d) The Corporation must disclose any unresolved material conflict-of-interest involving its 
directors, officers, and employees existing at the time to: 

(1) Shareholders through annual reports and proxy statements;  
(2) Investors and potential investors through disclosure documents supplied to them; and 
(3) The FCA, through procedures established by OSMO. 
(e) The Corporation must establish and maintain internal controls to ensure that conflict-of-

interest reports are filed and reviewed as required and that conflicts are resolved or disclosed in 
accordance with this subpart. 

(f) The Corporation must maintain all reports of real or potential material conflicts-of-interest, 
including documentation of materiality determinations and resolutions, for a period of 6 years. 

(g) The Corporation must establish procedures for obtaining conflict-of-interest disclosures from 
agents of the Corporation.  These disclosures must provide enough information for the Corporation to 
identify if the agent has material conflicts-of-interest with the Corporation.  The procedures on agent 
conflicts-of-interest must satisfy the documentation and record retention requirements in paragraphs (c) 
and (f) of this section. 
 
§ 651.24 Director, officer, employee, and agent responsibilities. 

(a) No director, officer, employee, or agent of the Corporation may make any untrue or 
misleading statement of a material fact intended or having the effect of reducing public confidence in the 
Corporation.   



(b) No director, officer, employee, or agent of the Corporation may make improper use of official 
Corporation property or information.  Improper use includes, but is not limited to, the purchase or 
retirement of any stock in advance of the public release of material non-public information concerning the 
Corporation.  

(c) Except in the performance of official duties, no director of the Corporation shall divulge or 
use any fact, information, or document that is acquired by virtue of serving on the board of the 
Corporation and not generally available to the public. 
 
Subpart C--Board Governance 
 
§ 651.30 Director elections. 

(a) The Corporation must have in effect at all times director election procedures and must 
administer those procedures in a fair and impartial manner.   

(b) The director election procedures must:  
(1) Provide that any holder of an equity interest in the Corporation may submit candidates for 

consideration as director-nominees to the Corporation’s board of directors.    
(2) Allow the board committee used for director nominations to engage the services of third 

parties to evaluate the professional qualifications of potential nominees. 
(3) Require that during the director nomination process, a director-candidate must receive 

affirmative votes for nomination from a majority of those representing the same class of stockholders as 
the candidate.   

(c) The Corporation must ensure director elections acknowledge and respect the voting rights of 
Class A and Class B stockholders, as well as the elected director representational affiliations required by 
the Act.  Elected director candidates must have a recognized affiliation or relationship with their 
respective class of voting stockholders at the time of nomination and election to the Corporation board of 
directors.  The Corporation must maintain documentation supporting the affiliation or relationship of each 
elected director until 3 years after the director’s service on the board ends. 
 
§ 651.35 Director removal. 

(a) The procedures that the Corporation relies upon to initiate director removals must be 
contained in the Corporation’s bylaws.  Director removals initiated by the Corporation include, but are 
not limited to, resignations requested by the Corporation, mandatory resignations based on contractual 
agreements with the Corporation, and resignations required in response to predetermined events or actions 
identified in the Corporation’s governing documents.   

(b) Director removals initiated by the Corporation may not adversely affect the rights of voting 
shareholders.  Appointed directors may only be removed as authorized by the President of the United 
States. 

(c) The Corporation must notify OSMO at least 14 days before any director removal is initiated 
by the Corporation.     
 
§ 651.40 Director fiduciary duties and independence. 

(a) General. The responsibilities of the Corporation’s board of directors include having in place 
adequate policies and procedures to assure its oversight of:  

(1) The risk management and compensation programs of the Corporation,  
(2) The processes for providing accurate financial reporting and other disclosures, and  
(3) Communications with stockholders.  
(b) Responsibility. The board of directors of the Corporation is responsible for directing the 

conduct and affairs of the Corporation in furtherance of the safe and sound operation of the Corporation 
and in compliance with all applicable laws and regulations.  The board must remain reasonably informed 
of the condition, activities, and operations of the Corporation in order to fulfill its duties.     

(c) Duties.  Each director of the Corporation must: 



(1) Carry out his or her duties as director in good faith, in a manner such director believes to be in 
the best interests of the Corporation, and with such care, including reasonable inquiry, as a reasonable 
person in a similar position would use under similar circumstances; 

(2) Administer the affairs of the Corporation fairly and impartially and without discrimination in 
favor of or against any investor, stockholder, or class of stockholders; and 

(3) Direct the operations of the Corporation in conformity with safety and soundness standards 
and the requirements set forth in the authorizing statute and in compliance with all applicable laws and 
regulations. 

(d) Independence.  No director of the Corporation may be prohibited by confidentiality 
agreements or Corporation policies and procedures from publicly or privately commenting orally or in 
writing on non-private or non-privileged corporate business and related matters.  This provision does not 
exempt directors from relevant laws and regulations, including securities laws, regarding such statements.  
This provision does not prohibit the Corporation from protecting proprietary, privileged, and non-public 
information. 
 
§ 651.50 Committees of the Corporation’s board of directors. 

(a) General. No committee of the board of directors may be delegated the authority of the board 
of directors to amend Corporation bylaws.  No committee of the board of directors shall relieve the board 
of directors or any board member of a responsibility imposed by law or regulation. 

(b) Required committees. The board of directors of the Corporation must have committees, 
however styled, that address risk management, audit, compensation, and corporate governance. Neither 
the risk management committee nor the audit committee may be combined with any other committees.  
This provision does not prevent the board of directors from establishing any other committees that it 
deems necessary or useful to carrying out its responsibilities.  

(c) Charter. Each committee must adopt, and the full board of directors of the Corporation must 
approve, a formal written charter that specifies the scope of a committee's powers and responsibilities, as 
well as the committee's structure, processes, and membership requirements.   

(1) Each board committee must have at least one elected director from each class of voting stock 
and one appointed director as members of the committee.   

(2) No director may serve as chairman of more than one board committee.   
(d) Frequency of meetings and records. Each committee of the board of directors must meet with 

sufficient frequency to carry out its obligations and duties under applicable laws, regulations, and its 
operating charter. Each committee of the board of directors must maintain minutes of its meetings.  The 
minutes must record attendance, the agenda, a summary of the relevant discussions held by the committee 
during the meeting, and any resulting recommendations to the board.  Such minutes must be retained for a 
minimum of 3 years and must be available to the entire board of directors and to OSMO. 

 
5. Add part 653 to read as follows: 

 
PART 653--FEDERAL AGRICULTURAL MORTGAGE CORPORATION RISK 
MANAGEMENT  
 
Sec. 
653.1  Definitions. 
653.2  General. 
653.3  Risk management. 
653.4  Internal controls. 
 

Authority: Secs. 8.3, 8.4, 8.6, 8.8, and 8.10 of the Farm Credit Act (12 U.S.C. 2279aa-3, 2279aa-
4, 2279aa-6, 2279aa-8, and 2279aa-10). 
 



§ 653.1 Definitions. 
The following definitions apply for the purpose of this part: 
Corporation means the Federal Agricultural Mortgage Corporation and its affiliates. 
FCA means the Farm Credit Administration, an independent federal agency of the executive 

branch.  
OSMO means the FCA Office of Secondary Market Oversight, which is responsible for the 

general supervision of the safe and sound exercise of the Corporation’s powers, functions, and duties and 
compliance with law and regulations. 
 
§ 653.2 General.   

The Corporation’s board of directors must approve the overall risk-appetite and risk tolerance of 
the Corporation and monitor internal controls to ensure risk-taking activities are conducted in a safe and 
sound manner.   
 

§ 653.3 Risk management. 
(a) Risk management program.  The Corporation's board of directors must have in effect at all 

times an enterprise-wide risk management program that, at a minimum, addresses the Corporation's 
exposure to credit, market, liquidity, business and operational risks and ensures that the Corporation’s 
activities are exercised in a safe and sound manner.  The risk management program must: 

(1) Periodically assess and document the Corporation's risk profile.  
(2) Align the Corporation's risk profile with the board-approved risk appetite and risk tolerance 

and the Corporation's operational planning strategies and objectives.   
(3) Address the Corporation's exposure to credit, market, liquidity, business and operational risks.   
(4) Specify management's authority and independence to carry out risk management 

responsibilities. 
(5) Integrate risk management and control objectives into management goals and compensation 

structures.  
(6) Comply with all applicable FCA regulations and policies.   
(b) Risk committee. The Corporation’s board of directors must establish and maintain a board-

level risk committee that is responsible for the oversight of the enterprise-wide risk management practices 
of the Corporation.   

(1) The risk committee must have at least one member with risk management expertise 
commensurate with the Corporation's capital structure, risk profile, complexity, activities, size, and other 
appropriate risk-related factors.   

(2) The responsibilities of the risk committee include, but are not limited to:  
(i) Overseeing and documenting the enterprise-wide risk management policies and practices of 

the Corporation;  
(ii) Reviewing and recommending an appropriate risk management program commensurate with 

the Corporation’s capital structure, risk profile, complexity, activities, size, and other appropriate risk-
related factors; and 

(iii) Receiving and reviewing regular reports from the Corporation’s Risk Officer. 
(c) Risk officer (RO). The Corporation must have a RO to implement and maintain the enterprise-

wide risk management practices of the Corporation.  The RO must be independent from other 
management functions or units and must report directly to the chief executive officer and the risk 
committee.  The RO must have risk management experience commensurate with the Corporation’s capital 
structure, risk profile, complexity, activities, and size. The responsibilities of the RO include, but are not 
limited to:  

(1) Identifying and monitoring compliance with risk limits, exposures, and controls;  
(2) Implementing risk management policies, procedures, and risk controls;  



(3) Developing appropriate processes and systems for identifying and reporting risks, including 
emerging risks;  

(4) Reporting risk management issues, emerging risks, and compliance concerns to the chief 
executive officer and the risk committee; and 

(5) Making recommendations to the chief executive officer and board risk committee on 
adjustments to risk management policies, procedures, and risk controls of the Corporation. 
 

§ 653.4 Internal controls. 
(a) The Corporation's board of directors must adopt an internal controls policy that provides 

adequate directions for, and identifies expectations in, establishing effective control over, and 
accountability for, operations, programs, and resources to ensure that the Corporation’s powers, functions, 
and duties are exercised in a safe and sound manner and in compliance with all applicable laws and 
regulations.   

(b) The internal control system must address: 
(1) The efficiency and effectiveness of the Corporation activities; 
(2) Safeguarding the assets of the Corporation; 
(3) Evaluating the reliability, completeness, and timely reporting of financial and management 

information;  
(4) Compliance with applicable laws, regulations, regulatory directives, and the policies of the 

Corporation's board of directors and senior management; 
(5) The appropriate segregation of duties among the Corporation personnel so that personnel are 

not assigned conflicting responsibilities; and 
(6) The transparency of information provided to the Corporation's board of directors.  
(c) The Corporation is responsible for establishing and implementing an effective system to track 

internal control weaknesses and take action to correct detected weaknesses.  As part of that program, the 
Corporation must establish and maintain a compliance program that is reasonably designed to assure that 
the Corporation complies with applicable laws, regulations, and internal controls.  

(d) The Corporation must annually report to OSMO on the effectiveness of the internal control 
system. 

 
6. Revise part 655 to read as follows: 

 
PART 655--FEDERAL AGRICULTURAL MORTGAGE CORPORATION DISCLOSURE AND 
REPORTING REQUIREMENTS 
 

Subpart A--General 

Sec. 
655.1 Definitions. 
655.2 Prohibition against misleading, inaccurate, and incomplete reports and disclosures. 
 
Subpart B--Report of Condition of the Federal Agricultural Mortgage Corporation 
 
655.10 Reports of condition. 
655.15 Interim reports, notices, and proxy statements. 
 
Subpart C—-Reports Relating to Securities Activities of the Federal Agricultural Mortgage 
Corporation 
 



655.20 Securities not registered under the Securities Act. 
655.21 Filings and communications with US Treasury, the SEC and the NYSE. 
 
 Authority: Secs. 5.9, 8.3, 8.11, and 8.12 of the Farm Credit Act (12 U.S.C. 2243, 2279aa-3, 
2279aa-11, 2279aa-12). 

Subpart A--General 

§ 655.1 Definitions. 
The following definitions apply for the purpose of this part: 
Act or authorizing statute means the Farm Credit Act of 1971, as amended. 
Business day means a day the Corporation is open for business, excluding the legal public 

holidays identified in 5 U.S.C. 6103(a). 
Corporation means the Federal Agricultural Mortgage Corporation and its affiliates. 
FCA means the Farm Credit Administration, an independent federal agency of the executive 

branch.  
Material, when used to qualify a requirement to furnish information as to any subject, means the 

information required to those matters to which there is a substantial likelihood that a reasonable person 
would attach importance in making investor decisions or determining the financial condition of the 
Corporation. 

NYSE means the New York Stock Exchange, a listing exchange. 
OSMO means the FCA Office of Secondary Market Oversight, which regulates and examines the 

Federal Agricultural Mortgage Corporation for safety and soundness and compliance with law and 
regulations. 

Our or us means the FCA or OSMO, as appropriate to the context of the provision employing the 
term. 

Person means individual or entity. 
Report refers to the annual report, quarterly report, or notices, regardless of form, required by this 

part unless otherwise specified. 
SEC means the Securities and Exchange Commission 
Securities Act means the Securities Act of 1933 (15 U.S.C. 77a et seq.) or the Exchange Act of 

1934 (15 U.S.C. 78a et seq.), or both, as appropriate to the context of the provision employing the term. 
Signed, when referring to paper form, means a manual signature, and, when referring to electronic 

form, means marked in a manner that authenticates each signer’s identity. 
 
§ 655.2 Prohibition against misleading, inaccurate, and incomplete reports and disclosures. 
 The Corporation and any agent, employee, officer, or director of the Corporation may not make 
any report or disclosure to FCA, stockholders or the general public concerning any matter required to be 
disclosed by this part that is incomplete, inaccurate, or misleading.  When any such person makes a report 
or disclosure that, in the judgment of FCA, is incomplete, inaccurate, or misleading, whether or not such 
report or disclosure is made in reports or disclosure statements required by this part, the FCA may require 
the Corporation to make such additional or corrective disclosure as is necessary to provide a full and fair 
disclosure. 
 
Subpart B—-Reports of Condition of the Federal Agricultural Mortgage Corporation 
 
§ 655.10 Reports of condition. 

(a) General. The Corporation must prepare and publish quarterly and annual reports of its 
condition, including financial statements and related schedules, exhibits, and other documents that are 
part of the reports.  The contents of each quarterly or annual report must be either equivalent in content to 



the quarterly and annual reports to shareholders required by the Securities Act or according to our 
instructions. 

(b) Signatures and certification.  Each report issued under this part must be signed. The 
Corporation must designate the representatives who will sign each report.  The name and position title of 
each person signing the report must be printed beneath his or her signature.  Those components of the 
report containing financial information must be separately certified as financially accurate.  The entire 
report must be certified by the signatories and the certification must, at a minimum, state that: 

(1) The signatories have reviewed the report,  
(2) The report has been prepared in accordance with all applicable statutory or regulatory 

requirements, and 
(3) The information is true, accurate, and complete to the best of signatories’ knowledge and 

belief. 
(c) Distribution. The Corporation must distribute the signed report of condition to all its 

shareholders within 90 days of its fiscal year-end. The Corporation must provide us one paper and one 
electronic copy of every signed report within 5 days of signing. If the report is the same as that filed with 
the SEC, the Corporation may instead provide the signed reports to us only in electronic form and 
simultaneous with filing the report with the SEC. 

(1) The Corporation must publish a copy of each report of condition on its Web site within 3 
business days of filing the report with us.  The report must remain on the Web site until the next report is 
posted.  When the reports are the same as those filed with the SEC, electronic links to the SEC filings 
website, EDGAR, may be used in satisfaction of this requirement. 

(2) Upon receiving a request for an annual report of condition from a stockholder, investor, or the 
public, the Corporation must promptly provide the requester the most recent signed annual report issued 
in compliance with this section. 
 
§ 655.15 Interim reports, notices, and proxy statements. 

(a) The Corporation must provide to us one paper and one electronic copy of every interim report, 
notice, and proxy statement filed with the SEC within 1 business day of filing the item with the SEC, 
including all papers and documents that are a part of the report, notice, or statement. 

(b) The Corporation must publish a copy of each interim report, notice, and proxy statement on 
its Web site within 5 business days of filing the document(s) with the SEC.  The interim report, notice, or 
proxy statement must remain on the Web site for 6 months or until the next annual report of condition is 
posted, whichever is later.  Electronic links to the SEC filings Web site, EDGAR, may be used in 
satisfaction of this requirement. 
 
Subpart C—-Reports Relating to Securities Activities of the Federal Agricultural Mortgage 
Corporation 
 
§ 655.20 Securities not registered under the Securities Act. 

The Corporation must make special filings with OSMO for securities either issued or guaranteed 
by the Corporation that are not registered under the Securities Act.  These filings include, but are not 
limited to: 

(a) One paper and one electronic copy of any offering circular, private placement memorandum, 
or information statement prepared in connection with the securities offering at or before the time of the 
securities offering. 

(b) For securities backed by qualified loans as defined in section 8.0(9)(A) of the Act, one paper 
and one electronic copy of the following within 1 business day of the finalization of the transaction: 

(1) The private placement memoranda for securities sold to investors; and 
(2) The pooling and servicing agreement when the security is purchased by the Corporation as 

authorized by section 8.6(g) of the Act. 



(c) For securities backed by qualified loans as defined in section 8.0(9)(B) of the Act, the 
Corporation must provide summary information on such securities issued during each calendar quarter in 
the form prescribed by us. Such summary information must be provided with each report of condition and 
performance filed pursuant to § 621.12, and at such other times as OSMO may require. 
 
§ 655.21 Filings and communications with the US Treasury, the SEC, and NYSE. 

(a) The Corporation must send us one paper and one electronic copy of every filing made with 
US Treasury, the SEC, or NYSE, including financial statements and related schedules, exhibits, and other 
documents that are a part of the filing.  Such copies must be filed with us no later than 1 business day 
after any US Treasury, SEC, or NYSE filing.  If the filing is one addressed in subpart B of this part, no 
action under this paragraph is required. 

(b) The Corporation must send us, within 3 business days and according to instructions provided 
by us, copies of all substantive correspondence between the Corporation and the US Treasury, the SEC, 
or NYSE. 
  



(c) The Corporation must notify us within 1 business day if it becomes exempt or claims 
exemption from any filing requirements of the Securities Act. 
 
Date: March 19, 2015   
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
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Farmer Mac Investment Eligibility 
 
AGENCY:  Farm Credit Administration. 
 
ACTION:  Proposed rule. 

 
SUMMARY: The Farm Credit Administration (FCA, Agency, us, our, or we) proposes to amend our 
regulations governing the eligibility of non-program investments held by the Federal Agricultural 
Mortgage Corporation (Farmer Mac).  We propose to revise these regulations to comply with section 
939A of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act or DFA) by 
removing references to, and requirements relating to, credit ratings.  We are also proposing a delayed 
compliance date for the rule. 
 
DATES:  You may send us comments by April 25, 2016. 
 
ADDRESSES:  We offer a variety of methods for you to submit comments on this proposed rule.  For 
accuracy and efficiency reasons, commenters are encouraged to submit comments by e-mail or through 
the Agency's Web site.  As facsimiles (fax) are difficult for us to process and achieve compliance with 
section 508 of the Rehabilitation Act, we are no longer accepting comments submitted by fax.  Regardless 
of the method you use, please do not submit your comment multiple times via different methods.  You 
may submit comments by any of the following methods: 
 

• E-mail:  Send us an e-mail at reg-comm@fca.gov. 
• FCA Web site:  http://www.fca.gov.  Select "Public Commenters," then "Public Comments," and 

follow the directions for "Submitting a Comment." 

mailto:reg-comm@fca.gov
http://www.fca.gov/


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

• Mail:  Laurie A Rea, Director, Office of Secondary Market Oversight, 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 on 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 that you provide, such as phone numbers and addresses, will be publicly available.  
However, we will attempt to remove e-mail addresses to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Joseph T. Connor, Associate Director for Policy and Analysis, Office of Secondary Market Oversight, 
Farm Credit Administration, McLean, VA  22102-5090, (703) 883-4364, TTY (703) 883-4056; 
 
or 
Laura McFarland, Senior Counsel, Office of General Counsel, Farm Credit Administration, McLean, VA  
22102-5090, (703) 883-4020, TTY (703) 883-4056. 
 
SUPPLEMENTARY INFORMATION: 
 
I. Objective 
 

The purpose of this proposed rule is to replace references to credit rating agencies in existing 
Farmer Mac investment regulations with other appropriate standards to determine the creditworthiness of 
investments and to revise exposure limits for investments involving one obligor.   Section 939A of the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act or DFA) requires 
agencies to remove references to, and requirements relating to, credit ratings.  This proposal would 
substitute other appropriate standards of creditworthiness.  The proposed rule would also replace the table 
in existing regulations that sets forth criteria for non-program investment eligibility with standards that 
place a greater emphasis on management’s due diligence responsibility in ascertaining credit quality of 
non-program investments so that only high quality investments are purchased and held.  The proposed 
rule would also clarify how other non-program investments are treated and revise exposure limits for 
investments involving one obligor.  We are also proposing a delayed compliance date for the rule. 
 
II. Background 
 

Farmer Mac is an institution of the Farm Credit System, regulated by FCA through the FCA 
Office of Secondary Market Oversight (OSMO).  Farmer Mac was established and chartered by Congress 
to create a secondary market for agricultural real estate mortgage loans, rural housing mortgage loans, and 

http://www.regulations.gov/
http://www.fca.gov/


rural utilities loans, and it is a stockholder-owned instrumentality of the United States.  Title VIII of the 
Farm Credit Act of 1971, as amended, (Act) governs Farmer Mac.1   

 
On July 21, 2010, the Dodd-Frank Act was enacted, and section 939A of the Dodd-Frank Act 

requires Federal agencies to review all regulatory references to nationally recognized statistical ratings 
organizations (NRSRO or credit rating agency) and replace those references with other appropriate 
standards for determining creditworthiness.2  The Dodd-Frank Act further provides that, to the extent 
feasible, agencies should adopt a uniform standard of creditworthiness for use in regulations, taking into 
account the entities regulated and the purposes for which such regulated entities would rely on the 
creditworthiness standard.   

 
The existing rules on non-program investments for Farmer Mac are contained in 12 CFR part 652, 

subpart A, and rely, in part, on NRSRO credit ratings to characterize relative credit quality of various 
instruments.  On June 16, 2011, we issued an Advance Notice of Proposed Rulemaking (ANPRM) 
soliciting comments on suitable alternatives to NRSRO credit ratings.3  On November 18, 2011, as part of 
another rulemaking, we again requested comment on potential sources of market-derived information that 
could be used to replace NRSRO credit ratings in part 652 of our rules.4  In developing this proposed rule, 
we considered all suggestions from comments received and incorporated those we believed best 
addressed the objective of this rulemaking.  In addition to these comments, we also considered the 
creditworthiness standards we proposed in a separate rulemaking for Farm Credit banks and associations5 
in compliance with provisions in the Dodd-Frank Act directing agencies, to the extent feasible, to adopt a 
uniform standard of creditworthiness among regulated entities.      
 
III. Section-by-Section  
 
 The proposed rule would revise portfolio diversification requirements and revise the credit quality 
standards for eligible non-program investments that Farmer Mac may hold by replacing the reliance on 
NRSRO credit ratings and clarifying terminology. 
 
A. Definitions [existing § 652.5] 
 
 In § 652.5, we propose removing existing terminology, adding new terms, and revising existing 
definitions.  We propose removing as obsolete several terms from the list of definitions in § 652.5.  We 
also propose removing three terms from § 652.5 because they do not require a separate definition.  The 
specific terms we propose removing are: 
 

• “Contingency Funding Plan (CFP)”, 
• "Eurodollar time deposit",  
• "Final maturity",  

                                                           
1 Pub. L. 92 181, 85 Stat. 583, 12 U.S.C. 2001 et seq.  
2 Pub. L. 111-203, 124 Stat. 1376, (H.R. 4173), July 21, 2010. 
3 76 FR 35138, June 16, 2011. 
4 Refer to Proposed rule, “Federal Agricultural Mortgage Corporation Funding and Fiscal Affairs; Farmer Mac 
Investments and Liquidity Management” (76 FR 71798, Nov. 18, 2011). 
5 79 FR 43301, July 25, 2014. 



• "General obligations",  
• “Liability Maturity Management Plan (LMMP)”, 
• "Liquid investments",  
• “Liquidity reserve”, 
• "Nationally Recognized Statistical Rating Organization (NRSRO)",  
• "Revenue bond", and  
• "Weighted average life (WAL)."   
•  

We propose making conforming changes to § 652.20 to remove these terms where they appear.    
 
We next propose adding two new terms to the list of definitions to address other proposed 

changes in this rulemaking:  “Diversified investment fund” and “Obligor.”  We propose to define a 
“diversified investment fund” (DIF) as an investment company registered under section 8 of the 
Investment Company Act of 1940, 15 U.S.C. 80a-8.  We selected this definition based on our current use 
of it in § 615.5140(a)(8) of our investment rules for Farm Credit banks and associations.  We propose to 
define the term "obligor" because our current regulations use this term but do not define it.  We propose 
defining “obligor” as an issuer, guarantor, or other person or entity who has an obligation to pay a debt, 
including interest due, by a specified date or when payment is demanded.  This definition would include 
the debtor or immediate party that is obligated to pay a debt, as well as a guarantor of the debt.  The 
proposed definition would also clarify that both a DIF and the entity or entities obligated to pay the 
underlying debt are treated as a single obligor.  This clarification is intended to ensure DIF investments do 
not become an excessively concentrated part of the investment portfolio.    
 
 Lastly, we propose changing three existing terms and their definitions to improve clarity: 
"Government agency", "Government-sponsored agency", and "mortgage securities."   We propose 
replacing the existing term "Government-sponsored agency" with "Government-sponsored enterprise 
(GSE)" and defining a GSE as an entity established or chartered by the U.S. Government to serve public 
purposes specified by the U.S. Congress but whose debt obligations are not explicitly guaranteed by the 
full faith and credit of the U.S. Government.  We also propose replacing "Government agency" with "U.S. 
Government agency."  The proposed definition for U.S. Government agency would explain that it means 
an instrumentality of the United States Government whose obligations are fully guaranteed as to the 
timely payment of principal and interest by the full faith and credit of the U.S. Government.  Finally, we 
propose replacing the term "mortgage securities" with "mortgage-backed securities (MBS)" as this term is 
more widely used in the financial sector.  We propose applying the existing definition for "mortgage 
securities" to the new MBS term.  We propose a conforming change to the definition of “asset-backed 
securities”, which uses “mortgage securities” in its definition. 
 
B. Concentration Risk [new § 652.10(c)(5)] 

 
We propose revising existing § 652.10 to address concentration risk through portfolio 

diversification and obligor limits in new paragraph (c)(5).  Portfolio diversification is crucial to safe and 
sound investment management and is achieved by the appropriate distribution of risk exposures across 
reasonably uncorrelated industries and obligors.  When a portfolio is properly diversified, a crisis within 
one industry sector or the sudden weakening or default of one obligor should not significantly destabilize 
the financial condition of the investor.  In new § 652.10(c)(5), we propose specifying that Farmer Mac’s 
investment policies address concentration risk by setting diversification standards.  We propose that the 
diversification calculation used when setting these standards be based on the carrying value of the 
investment on Farmer Mac’s balance sheet.  By carrying value, we mean the amount an investment 
contributes to the asset section of Farmer Mac’s balance sheet under GAAP, net of any impairment 
estimate or valuation allowance.  We believe the carrying value would, when applied for this purpose, 



appropriately capture the value of capital at risk for an investment at any given time.  We also propose the 
following parameters for Farmer Mac’s establishment of these standards:  

 
• Basing calculation of an investment’s compliance with diversification requirements on the 

investment’s carrying value; 
• Limiting investments in one obligor to no more than 10 percent of regulatory capital, unless 

the investments are obligations backed by U.S. Government agencies or GSEs; and   
• Limiting the percentage of GSE-issued mortgage-backed securities that may comprise Farmer 

Mac’s entire investment portfolio to 50 percent. 
•  

We believe these parameters will not require changes in the current investment portfolio held by Farmer 
Mac and discuss them more fully below. 
 

We believe by placing specific diversification limits within the section that generally requires 
Farmer Mac to set diversification limits will improve the organization of the rule.   

 
We also propose removing the reference to geographic areas in existing § 652.10(c)(1)(i).  Farmer 

Mac should consider diversification by geographic location of issuer as appropriate based on the nature of 
its investment portfolio.  For example, in the case of investments in municipal securities, geographic 
location might be an important consideration.  However, we propose removing this specific category in 
the regulation to avoid misinterpretation.  For example, we do not see the need to restrict obligors solely 
on the basis of where they happen to be headquartered or the location of an issuer’s operations.  The 
proposed change in the level of the single obligor limit is discussed below in section III.B.1. 

 
1. Obligor Limit 
 

We propose to move the obligor limit from § 652.20(d)(1) and reduce the current limit to 10 
percent of regulatory capital.  The proposed 10-percent obligor limit in new § 652.10(c)(5)(i) would 
enhance Farmer Mac’s long-term safety and soundness by ensuring that if an obligor were to default, only 
a modest portion of capital would be at risk.  Currently, the proposed 10-percent obligor limit equates to 
an amount that is less than Farmer Mac’s capital surplus and well within its risk-bearing capacity based 
on its current level of regulatory capital.  Whereas, the current 25-percent obligor limit could expose 
Farmer Mac to financial challenges if it experienced an event of multiple defaults in its liquidity portfolio 
during a short time period (e.g., such as during the 2008 financial crisis), given the historical relationship 
between Farmer Mac’s capital surplus over the minimum requirement and the dollar value of the 25-
percent limit.  Thus, we expect that the proposed 10-percent maximum will provide reasonable assurance 
that a single default will not significantly increase the risk of Farmer Mac’s being unable to comply with 
the minimum capital requirement.   

 
This proposed obligor limit would recognize that the credit performance of a single obligor 

(unlike, for example, a single industry sector) is binary in nature, (i.e., the investment is either performing 
or it is in default) with potentially very low recovery rates.  For that reason, we believe a cautious 
approach is warranted regarding the management of exposure concentrations in an individual obligor.  
We also believe the proposed obligor limit retains sufficient flexibility for Farmer Mac to manage its 
investment portfolio and still maintain adequate diversification.  While the proposed obligor limit would 
be a regulatory maximum, Farmer Mac should consider establishing lower obligor limits to fit its overall 
risk profile and risk-bearing capacity, including earnings capacity, as well as the risks in individual types 
and classes of investments.   

 



We seek specific comments and suggestions on how FCA might modify or adjust the obligor 
limit to make it more risk sensitive while achieving the overarching objectives of the limit for example, 
by scaling or risk-weighting assets based on internal or standardized models or other criteria such as the 
magnitude of Farmer Mac’s surplus over the minimum capital requirement.   

 
The proposed § 652.10(c)(5) would retain the existing exemption from the obligor limit, currently 

located in § 652.20(d)(1), for investments that are backed by a U.S. Government agency or GSEs. 
   

2. Asset Class Limits 
 

Existing § 652.20(a) contains a table identifying nine asset classes with different investment 
portfolio limits.  These nine asset classes are:  

 
• Obligations of the United States,  
• Obligations of GSEs,  
• Municipal Securities,  
• International and Multilateral Development Bank Obligations,  
• Money Market Instruments,  
• Mortgage Securities,  
• Asset-Backed Securities,  
• Corporate Debt Securities, and  
• DIFs.   
•  

Of these, some asset classes have investment portfolio limits of 15 percent, 20 percent, 25 percent, and 50 
percent.       
 
a. GSE-Issued Mortgage-Backed Securities Limit 
 

We propose moving to new § 652.10(c)(5)(ii) the current § 652.20(a)(6) 50-percent limit on the 
volume of GSE-issued mortgage-backed securities that may be held in Farmer Mac’s investment 
portfolio.  We believe the risk posed by GSE-backed MBS is significantly lower than other asset classes 
both in terms of default risk and liquidity risk, which supports retaining this relatively high limit.  We also 
believe this limit is better situated within our rules with other risk tolerance provisions. 
 
b. Other Asset Class Limits 
 

In section III.C.1 of this preamble, we discuss the proposed removal of the investment table at § 
652.20(a), while retaining some of its requirements.  We have not proposed retaining any of the asset 
class portfolio limits contained in the table except the previously discussed 50-percent portfolio limit for 
GSE-issued securities.  This is because existing § 652.10(c)(1)(i) already requires Farmer Mac to 
establish within its investment policy concentration limits for “asset classes or obligations with similar 
characteristics.”  We expect that Farmer Mac will review their investment policy limits at least annually 
and make adjustments based on their current risk profile and risk-bearing capacity, which may suggest 
lower limits than the current regulatory parameters.  Nonetheless, we recognize there may be value in 
maintaining regulatory limits and, therefore, invite specific comment on whether the following existing 
asset class limitations should be retained in full or part: 

 
• Municipal Securities: Revenue bonds limit of 15 percent, 



• Money Market Instruments: Non-callable term Federal funds and Eurodollar time deposits 
limit of 20 percent, 

• Money Market Instruments: Master notes limit of 20 percent, 
• Mortgage Securities: Non-Government agency or Government-sponsored agency securities 

that comply with 15 U.S.C. 77d(5) or 15 U.S.C. 78c(a)(41) and Commercial mortgage-
backed securities combined 15-percent limit,  

• Asset-Backed Securities limit of 25 percent, and 
• Corporate Debt Securities limit of 25 percent. 
 

We are also interested in whether any of these limits should be changed and, if so, to what degree.  We 
ask that your comment on this issue include the rationale for your suggestion(s).   
 
C. Non-Program Investments [existing §§ 652.20 and 652.25; new § 652.23] 
 
1. Eligible Non-program Investments [§ 652.20] 
 

We propose replacing the existing § 652.20, including removing the “Non-Program Investment 
Eligibility Criteria Table,” with investment eligibility requirements that place greater responsibility on 
Farmer Mac management.  The replacement of this section will result in removal of all references to 
NRSRO credit ratings from § 652.20.   
 
a. Eligible Non-Program Investment Categories [§ 652.20(a)] 

 
Our existing regulation at § 652.20(a) contains a detailed listing of eligible investment asset 

classes and types of investments within each asset class.  The existing regulation imposes final maturity 
limits, investment portfolio limits, and other requirements for many of these investments, including credit 
rating requirements that are based on NRSRO credit ratings.  To replace this provision, we propose 
general categories of eligible non-program investments that Farmer Mac may purchase and hold.  The 
proposed general categories are: 

 
• Non-convertible senior debt securities,  
• Certain money market instruments,  
• Certain ABS/MBS backed by a U.S. Government-agency or GSE guarantee,  
• Certain senior position mortgage related securities,  
• Obligations of development banks where the United States is a voting member of the bank, 

and 
• Certain diversified investment funds.  

 
As proposed in new § 652.20(a)(1), non-convertible senior debt securities (e.g., investments in senior debt 
securities that cannot be converted to any other type of securities) would be eligible under the proposed 
provision.  This investment category would include non-convertible U.S. Government agency senior debt 
securities, including U.S. Treasury securities, and senior non-convertible GSE bonds.  Senior debt 
securities could be secured by a specific pool of collateral or may be unsecured with priority of claims 
over other types of debt securities of the issuer, but would not include those that are convertible into a 
non-senior security or an equity security. 

 



In proposed new paragraph (a)(3) and (a)(4), fully government-guaranteed ABS or MBS that are 
guaranteed as to the payment of principal and interest by a U.S. Government agency or GSE would be 
eligible securities because of their high credit quality.  Farmer Mac would have to verify that securities 
labeled "government guaranteed" are fully guaranteed as to the payment of principal and interest.  
Similarly, a GSE "wrap" (guarantee) would not make a security eligible under this proposed provision 
unless it is a guarantee of all principal and interest of the security.  While partial guarantees would not 
satisfy this proposed requirement, they could be eligible under other criteria.   

 
We propose in new paragraph (a)(5) permitting investments in ABS and MBS that are not fully 

guaranteed, but only the senior-most position of such instruments.  By senior-most position, we mean the 
tranche of a structured instrument that is last to experience losses in the event of default and that such 
losses be shared on a pro rata basis by investors in that tranche.  In addition, we propose that for a 
position in an MBS to be eligible, the MBS must satisfy the securities law definition of "mortgage related 
security".6   Collateralized debt obligations (CDOs), which are re-securitizations that have evolved for the 
MBS market, would be eligible under this criterion if their underlying collateral is comprised only of the 
senior-most positions of other securitizations.  The underlying collateral of most CDOs consists of lower-
rated tranches from other securitizations, and these CDOs would not be eligible under this criterion.  
Further, private placements may be eligible under this proposed criterion, as long as they satisfy all of the 
proposed investment eligibility requirements.7  We note, however, that private placements are generally 
not liquid and would therefore need to be acquired for an authorized purpose unrelated to liquidity. 

 
We also propose in new paragraph (a)(7) that shares of a DIF would be eligible if the DIF's 

portfolio consists solely of securities that are eligible under these eligibility criteria.  While the proposal 
for DIF eligibility is unchanged from the existing regulation, we are proposing more restrictive portfolio 
diversification limits on DIF investments than currently exist. 

 
b. Investment Quality [§ 652.20(b)] 
 

We want to retain high creditworthiness standards for Farmer Mac eligible non-program 
investments.8  Accordingly, we propose in § 652.20(b)(1) requiring that obligors (whether debtor or 
guarantor) have strong capacity to meet the financial commitment for the expected life of the investment.  
This standard would apply to all investments, including those that are currently not subject to a NRSRO 
credit rating requirement.  In general, we would view an investment as having met this standard if the 
expected average cumulative default rate of issuers of similar credit quality is low based on historical 
default data.9 We would expect Farmer Mac to document the source of its historical data and basis for 
investment criteria.   

 

                                                           
6 15 U.S.C. 78c(a)(41). 
7 Private placement refers to the sale of securities to a relatively small number of sophisticated investors without 
registration with the Securities and Exchange Commission and, in many cases, without the disclosure of detailed 
financial information or a prospectus.   
8 Our existing regulations governing Farmer Mac require that certain eligible investments meet the highest or the 
second highest whole-letter NRSRO rating (e.g., “AAA” or “AA” for Standard & Poors ratings, without regard to 
“+” or “-” levels within individual whole-letter ratings).   
9 One potential source of historical data for this purpose is the publicly available report entitled “Annual Default 
Study: Corporate Bond Default and Recovery Rates” which includes data since 1920 and is published by Moody’s 
Investors Service.  However, other sources including internally modeled forecasts could be used. 



In addition to imposing standards on obligors, we also propose in § 652.20(b)(2) requiring an 
eligible investment to exhibit low credit risk and other risk characteristics consistent with the purposes for 
which it is held.  We are not proposing to require that other risks in the investment be low in all cases.  
Instead, the risk characteristics in the investment must be consistent with the purposes for which the 
investment is held.  For instance, if an investment is held for the purpose of liquidity, it would have to be 
readily marketable10 and would generally have to have low price volatility.  On the other hand, an 
investment that is high quality but has high price volatility and questionable marketability may not be 
appropriate for a liquidity investment.  Instead, it might be used effectively to manage interest rate risk.  
Finally, we propose moving to paragraph (b)(3) the existing requirement that the denomination of all 
investments must be in U.S. dollars.   

 
2. Other Non-Program Investments [new § 652.23] 
 

We propose moving the existing § 652.20(e) provisions on seeking FCA approval for non-
program investments that are not already identified in the regulation as an “eligible non-program 
investment” to new § 652.23.  The proposed new § 652.23 explains the minimum considerations we give 
to such requests and reiterates our authority to impose in writing and enforce conditions of approval.  We 
also add clarifying language that these investments, once approved, will be considered “eligible non-
program investments” for purposes of applying the provisions in subpart A of part 652.  We believe 
moving this aspect of the rule to its own section will make the provision easier to find and, along with the 
proposed clarifications, will facilitate the process by which such requests are submitted and reviewed.  

 
3. Ineligible Investments [existing § 652.25] 
 

We are proposing revisions to existing § 652.25 to conform with other proposed changes in this 
rulemaking and to add clarity.  We propose adding language to clarify that this section applies to both 
those eligible non-program investments identified in the rule and to individual non-program investments 
that we approved on request.  We also propose clarifying that those investments that were ineligible when 
purchased may not be used for liquidity purposes, but must still be included as part of the investment 
portfolio limit until their divestiture.  We further propose removing the quarterly reporting requirements 
for investments that lose their eligibility after purchase.   

 
4. Reservation of FCA Authority [existing § 652.25(d); new § 652.27] 
 

We propose moving the existing § 652.25(d) provisions addressing FCA-required divestiture of 
an investment to new § 652.27.  We believe moving this aspect of the rule to its own section will make 
the provision easier to find and reduce confusion on its applicability.  In addition, we propose to make 
explicit our authority, on a case-by-case basis, to determine that a particular investment imposes 
inappropriate risk, notwithstanding that it satisfies the investment eligibility criteria.  The proposal also 
provides that FCA will notify Farmer Mac as to the proper treatment of any such investment.  We also 
propose conforming changes due to other proposed changes in this rulemaking to clarify that FCA-
required divestiture may be based on a failure to comply with applicable regulations or written conditions 
of approval issued in connection with individual non-program investments that we approved on request. 

 

                                                           
10 Under § 652.40(b), investments used to satisfy the liquidity reserve requirement must be "readily marketable," as 
defined by that provision. 



D. Liquidity Reserve Requirements [Table to § 652.40(c)] 
 

We propose to make conforming changes in the Table to § 652.40(c).  These changes would 
incorporate the proposed terminology changes of § 652.5.  In addition, we propose changes to clarify that 
MBS must be fully guaranteed by a U.S. Government agency to qualify for Level 2 liquidity and fully 
guaranteed by a GSE to qualify for Level 3 liquidity. 

 
IV. Compliance Date  
 

In order to provide Farmer Mac with sufficient time to bring itself into compliance with these 
new requirements, we are proposing a 6-month compliance transition period.  We invite your specific 
comments on this compliance timeframe. 

 
V. Regulatory Flexibility Act 
 
 Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), FCA hereby 
certifies that this proposed rule will not have a significant economic impact on a substantial number of 
small entities.  Farmer Mac has assets and annual income in excess of the amounts that would qualify it as 
a small entity.  Therefore, Farmer Mac is not a "small entity" as defined in the Regulatory Flexibility Act. 
 
List of Subjects 
 
12 CFR Part 652 
 

Agriculture, Banks, banking, Capital, Investments, Rural areas. 
 

 For the reasons stated in the preamble, part 652 of chapter VI, title 12 of the Code of Federal 
Regulations is proposed to be amended as follows: 
 
PART 652—FEDERAL AGRICULTURAL MORTGAGE CORPORATION FUNDING AND 
FISCAL AFFAIRS 
 
 1. The authority citation for part 652 is revised to read as follows: 
 

Authority: Secs. 4.12, 5.9, 5.17, 8.11, 8.31, 8.32, 8.33, 8.34, 8.35, 8.36, 8.37, 8.41 of the Farm 
Credit Act (12 U.S.C. 2183, 2243, 2252, 2279aa-11, 2279bb, 2279bb-1, 2279bb-2, 2279bb-3, 2279bb-4, 
2279bb-5, 2279bb-6, 2279cc); sec. 514 of Pub. L. 102-552, 106 Stat. 4102; sec. 118 of Pub. L. 104-105, 
110 Stat. 168; sec. 939A of Pub. L. 111-203, 124 Stat. 1326, 1887 (15 U.S.C. 78o-7 note) (July 21, 2010). 

 
2. Amend § 652.5 by:  
a. Removing the definitions for “Contingency Funding Plan (CFP)”, "Eurodollar time deposit", 

"Final maturity", "General obligations", "Government agency", "Government-sponsored agency", 
“Liability Maturity Management Plan (LMMP)”, "Liquid investments", “Liquidity reserve”, “Mortgage 
securities”, "Nationally recognized statistical rating organization (NRSRO)", "Revenue bond", and 
"Weighted average life (WAL)";  

b. Revising the last sentence to the definition for “Asset-backed securities (ABS)”; and  
c. Adding alphabetically five definitions to read as follows: 



 
§ 652.5  Definitions. 

For purposes of this subpart, the following definitions will apply: 
Asset-backed securities (ABS) * * * For the purpose of this subpart, ABS excludes mortgage-

backed securities that are defined below. 
*  *  *  *  *   

Diversified investment fund (DIF) means an investment company registered under section 8 of the 
Investment Company Act of 1940. 
*  *  *  *  * 

Government-sponsored enterprise (GSE) means an entity established or chartered by the United 
States Government to serve public purposes specified by the United States Congress but whose debt 
obligations are not explicitly guaranteed by the full faith and credit of the United States Government. 
*  *  *  *  * 

Mortgage-backed securities (MBS) means securities that are either: 
(1) Pass-through securities or participation certificates that represent ownership of a fractional 

undivided interest in a specified pool of residential (excluding home equity loans), multifamily or 
commercial mortgages, or  

(2) A multiclass security (including collateralized mortgage obligations and real estate mortgage 
investment conduits) that is backed by a pool of residential, multifamily or commercial real estate 
mortgages, pass through MBS, or other multiclass MBS. 

(3) This definition does not include agricultural mortgage-backed securities guaranteed by Farmer 
Mac itself. 
*  *  *  *  * 

Obligor means an issuer, guarantor, or other person or entity who has an obligation to pay a debt, 
including interest due, by a specified date or when payment is demanded.  For a DIF, both the DIF itself 
and the entities obligated to pay the underlying debt are considered a single obligor. 
*  *  *  *  * 

U.S. Government agency means an instrumentality of the U.S. Government whose obligations are 
fully guaranteed as to the payment of principal and interest by the full faith and credit of the U.S. 
Government. 

 
3. Amend § 652.10 by: 
a. Removing the word “four” in the last sentence of the paragraph (c) introductory text; 
b. Removing the phrase “geographical areas,” in paragraph (c)(1)(i); and  
c. Adding a new paragraph (c)(5) to read as follows: 
 

§ 652.10  Investment management. 
*  *  *  *  * 

(c) *  *  *   
(5) Concentration risk.  Your investment policies must set risk diversification standards.  

Diversification parameters must be based on the carrying value of investments.   
(i) The Corporation’s maximum allowable investments in any one obligor may not exceed 10 

percent of Regulatory Capital.  Only investments in obligations backed by U.S. Government agencies or 
GSEs may exceed the 10-percent single obligor limit.   



(ii) Not more than 50 percent of the Corporation’s entire investment portfolio may be comprised 
of GSE-issued MBS. 
*  *  *  *  * 
 

4. Section 652.20 is revised to read as follows: 
 

§ 652.20 Eligible non-program investments. 
(a) Eligible investments consist of: 
(1) A non-convertible senior debt security. 
(2) A money market instrument with a maturity of 1 year or less. 
(3) A portion of an ABS or MBS that is fully guaranteed by a U.S. Government agency. 
(4) A portion of an ABS or MBS that is fully and explicitly guaranteed as to the timely payment 

of principal and interest by a GSE. 
(5) The senior-most position of an ABS or MBS that is not fully guaranteed by a U.S. 

Government agency or fully and explicitly guaranteed as to the timely payment of principal and interest 
by a GSE, provided that the MBS satisfies the definition of "mortgage related security" in 15 U.S.C. 
78c(a)(41). 

(6) An obligation of an international or multilateral development bank in which the U.S. is a 
voting member. 

(7) Shares of a diversified investment fund, if its portfolio consists solely of securities that satisfy 
investments listed in paragraphs (b)(1) through (b)(4) of this section.   

(b) Farmer Mac may only purchase those eligible investments satisfying all of the following: 
(1) The obligor(s) of the investment have strong capacity to meet financial commitments for the 

life of the investment.  A strong capacity to meet financial commitments exits if the risk of default by the 
obligor(s) is very low.  Investments whose obligors are located outside the U.S., and whose obligor 
capacity to meet financial commitments is being relied upon to satisfy this requirement, must also be fully 
guaranteed by a U.S. Government agency. 

(2) The investment must exhibit low credit risk and other risk characteristics consistent with the 
purpose or purposes for which it is held.  At a minimum, obligors must have strong capacity to meet 
financial commitments and generally have a very low probability of default throughout the term of the 
investment even under severely adverse, stressful conditions in the obligors’ business environment.   

(3) The investment must be denominated in U.S. dollars. 
 
5. Add a new § 652.23 to read as follows: 
 

§ 652.23  Other non-program investments. 
(a) Farmer Mac may make a written request for our approval to purchase and hold other non-

program investments that do not satisfy the requirements of § 652.20.  Your request for our approval to 
purchase and hold other non-program investments at a minimum must: 

(1) Describe the investment structure; 
(2) Explain the purpose and objectives for making the investment; and 
(3) Discuss the risk characteristics of the investment, including an analysis of the investment’s 

impact to capital.   



(b) We may impose written conditions in conjunction with our approval of your request to invest 
in other non-program investments.   

(c) For purposes of applying the provisions of this subpart, except § 652.20, investments 
approved under this section are treated the same as eligible non-program investments unless our 
conditions of approval state otherwise. 

 
6. Section 652.25 is revised to read as follows: 
 

§ 652.25 Ineligible investments. 
(a) Investments ineligible when purchased. Non-program investments that do not satisfy the 

eligibility criteria set forth in § 652.20(a) or have not been approved by the FCA pursuant to § 652.23 at 
the time of purchase are ineligible. You must not purchase ineligible investments. If you determine that 
you have purchased an ineligible investment, you must notify us within 15 calendar days after such 
determination. You must divest of the investment no later than 60 calendar days after you determine that 
the investment is ineligible unless we approve, in writing, a plan that authorizes you to divest the 
investment over a longer period of time.  Until you divest of the investment, it may not be used to satisfy 
your liquidity requirement(s) under § 652.40, but must continue to be included in the § 652.15(b) 
investment portfolio limit calculation. 

(b) Investments that no longer satisfy eligibility criteria. If you determine that a non-program 
investment no longer satisfies the criteria set forth in § 652.20 or no longer satisfies the conditions of 
approval issued under § 652.23, you must notify us within 15 calendar days after such determination.  If 
approved by the FCA in writing, you may continue to hold the investment, subject to the following and 
any other conditions we impose: 

(1) You may not use the investment to satisfy your § 652.40 liquidity requirement(s); 
(2) The investment must continue to be included in your § 652.15 investment portfolio limit 

calculation; and 
(3) You must develop a plan to reduce the investment’s risk to you. 
 
7. Add a new § 652.27 to read as follows: 
 

§ 652.27 Reservation of authority for investment activities. 
 FCA retains the authority to require you to divest of any investment at any time for failure to 
comply with applicable regulations, for safety and soundness reasons, or failure to comply with written 
conditions of approval.  The timeframe set by FCA for such required divestiture will consider the 
expected loss on the transaction (or transactions) and the effect on your financial condition and 
performance.  FCA may also, on a case-by-case basis, determine that a particular non-program investment 
poses inappropriate risk, notwithstanding that it satisfies the investment eligibility criteria or received 
prior approval from us.  If so, we will notify you as to the proper treatment of the investment. 
 
 8. Amend § 652.40 by revising the table in paragraph (c) to read as follows: 
 
§ 652.40  Liquidity reserve requirement and supplemental liquidity. 
*  *  *  *  * 
  



Table to § 652.40(c) 

Liquidity 
level Instruments 

Discount (multiply market 
value by) 

Level 1 • Cash, including cash due from traded but not yet settled 
debt 

100 percent 

 • Overnight money market instruments, including 
repurchase agreements secured exclusively by Level 1 
investments 

100 percent 

 • Obligations of U.S. Government agencies with a final 
remaining maturity of 3 years or less 

97 percent 

 • GSE senior debt securities that mature within 60 days, 
excluding securities issued by the Farm Credit System 

95 percent 

 • Diversified investment funds comprised exclusively of 
Level 1 instruments 

95 percent 

Level 2 • Additional Level 1 investments Discount for each Level 1 
investment applies 

 • Obligations of U.S. Government agencies with a final 
remaining maturity of more than 3 years 

97 percent 

 • MBS that are fully guaranteed by a U.S. Government 
agency 

95 percent 

 • Diversified investment funds comprised exclusively of 
Level 1 and 2 instruments 

95 percent 

Level 3 • Additional Level 1 or Level 2 investments Discount for each Level 1 or 
Level 2 investment applies 

 • GSE senior debt securities with maturities exceeding 60 
days, excluding senior debt securities of the Farm Credit 
System 

93 percent for all instruments in 
Level 3 

 • MBS that are fully guaranteed by a GSE as to the 
timely repayment of principal and interest  

 

 • Money market instruments maturing within 90 days  

 • Diversified investment funds comprised exclusively of 
levels 1, 2, and 3 instruments 

 

 • Qualifying securities backed by Farmer Mac program 
assets (loans) guaranteed by the United States 
Department of Agriculture (excluding the portion that 

 



would be necessary to satisfy obligations to creditors and 
equity holders in Farmer Mac II LLC) 

Supplemental 
Liquidity 

• Eligible investments under § 652.20 and those approved 
under § 652.23 

90 percent except discounts for 
Level 1, 2 or 3 investments 
apply to such investments held 
as supplemental liquidity 

 
 
 
 
 
Date:  February 17, 2016 
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
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SUMMARY: The Farm Credit Administration (FCA, Agency, us, our, or we) proposes to 
amend our regulations governing the eligibility of investments held by Farm Credit banks.  We 
propose to strengthen these regulations by reinforcing that only high quality investments may be 
purchased and held.  We also propose to revise these regulations to comply with section 939A of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act or DFA) by 
removing references to and requirements relating to credit ratings and substituting other 
appropriate standards of creditworthiness.  The FCA also proposes to revise its regulatory 
approach to Farm Credit System (System) association investments in order to limit the type and 
amount of investments that an association may hold.  The proposed rule also addresses 
investment and risk management practices at associations and funding bank supervision of 
association investments. 
 
DATES:  You may send us comments by October 23, 2014. 
 
ADDRESSES:  We offer a variety of methods for you to submit comments on this proposed rule.  
For accuracy and efficiency reasons, commenters are encouraged to submit comments by e-mail 
or through the Agency's Web site.  As facsimiles (fax) are difficult for us to process and achieve 
compliance with section 508 of the Rehabilitation Act, we are no longer accepting comments 
submitted by fax.  Regardless of the method you use, please do not submit your comment 
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multiple times via different methods.  You may submit comments by any of the following 
methods: 
 

• E-mail:  Send us an e-mail at reg-comm@fca.gov. 
• FCA Web site:  http://www.fca.gov.  Select "Public Commenters," then "Public 

Comments," and follow the directions for "Submitting a Comment." 
• Federal eRulemaking Portal:  http://www.regulations.gov.  Follow the instructions for 

submitting comments. 
• 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 
on 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 that you provide, such as 
phone numbers and addresses, will be publicly available.  However, we will attempt to remove e-
mail addresses to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Paul K. Gibbs, Senior Accountant, or Timothy T. Nerdahl, Senior Financial Analyst, Office of 
Regulatory Policy, Farm Credit Administration, McLean, VA  22102-5090, (703) 883-4414, TTY 
(703) 883-4056; 
 
or 
 
Jennifer A. Cohn, Senior Counsel, or Richard A. Katz, Senior Counsel, Office of General 
Counsel, Farm Credit Administration, McLean, VA  22102-5090, (703) 883-4020, TTY (703) 
883-4056. 
 
SUPPLEMENTARY INFORMATION: 
 
I.  Objectives 

The objectives of this proposed rule are to: 
• Strengthen the safety and soundness of Farm Credit banks1 and associations;2 
• Ensure that Farm Credit banks hold sufficient liquidity to continue operations and pay 

maturing obligations in the event of market disruption; 
• Enhance the ability of the Farm Credit banks to supply credit to agricultural and aquatic 

producers;  
• Comply with the requirements of section 939A of the Dodd-Frank Act; 
• Modernize the investment eligibility criteria for Farm Credit banks; and 
• Revise the investment regulation for associations to improve their investment 

management practices so they are more resilient to risk. 

                                                
1 Section 619.9140 of FCA regulations defines "Farm Credit bank" to include Farm Credit Banks, agricultural credit 
banks, and banks for cooperatives. 
2 Section 619.9050 of FCA regulations defines the term "association" to include (individually or collectively) a Federal 
land bank association, a Federal land credit association, a production credit association, and an agricultural credit 
association. 

mailto:reg-comm@fca.gov
http://www.fca.gov/
http://www.regulations.gov/
http://www.fca.gov/
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II. Background 
 Congress created System institutions, including Farm Credit banks and associations, to 
provide permanent, stable, and reliable sources of credit and related services to American 
agricultural and aquatic producers.3  Associations obtain funds from Farm Credit banks to 
provide short-, intermediate-, and long-term credit and related services to farmers, ranchers, 
producers and harvesters of aquatic products, to rural residents for housing, and to farm-related 
businesses.4   

Farm Credit banks depend on investments to provide liquidity and to fulfill other needs,5 
and investments also enable associations to manage the risks they confront.6  Although Farm 
Credit banks obtain their funding primarily through the issuance of System-wide debt securities,7 
they must have enough available funds, including investments, to continue operations and pay 
maturing obligations if access to the debt market becomes temporarily impeded. 

 
FCA regulations, at subpart E of part 615, impose comprehensive requirements regarding 

the investments of System institutions.  We have recently revised many of these requirements, 
particularly those guiding prudent investment management practices.8  This rulemaking proposes 
to revise the requirements governing the eligibility of investments for Farm Credit banks and 
associations, which have been largely unchanged since 1999, as well as the permissible 
investment amounts and purposes for associations.9  The regulations this rulemaking proposes to 
amend should not be viewed in isolation, but rather as part of a comprehensive set of rules 
guiding the System's liquidity and investment management. 

 
Investment products are becoming increasingly complex, and the financial crisis that 

began in 2007 made clear that some investments are riskier and less liquid than were previously 
believed.  In addition, in July 2010 the President signed into law the Dodd-Frank Act to 
strengthen regulation of the financial industry in the wake of the financial crisis.  Section 939A of 
the DFA requires each Federal agency to review all of its regulations that refer to or require the 
use of credit ratings to assess the creditworthiness of an instrument; to remove the reference or 
requirement; and to substitute other appropriate creditworthiness standards.  FCA's existing 
investment eligibility regulations use credit ratings as a determinant of eligibility of some 
investments. 

 

                                                
3 The Federal Agricultural Mortgage Corporation (Farmer Mac), also a System institution, provides a secondary market 
for agricultural real estate mortgage loans, rural housing mortgage loans, and rural utility cooperative loans.  Farmer 
Mac is not affected by this rulemaking, and the use of the term "System institution" in this preamble and proposed rule 
does not include Farmer Mac. 
4 One Farm Credit bank, known as an agricultural credit bank, also provides lending and other financial services to 
farmer-owned cooperatives, rural utilities (electric and telephone), and rural sewer and water systems, and it is also 
authorized to finance U.S. agricultural exports and provide international banking services for farmer-owned 
cooperatives. 
5 Section 615.5132(a) authorizes a Farm Credit bank to hold eligible investments to comply with its liquidity 
requirements, to manage surplus short-term funds, and to manage interest rate risk. 
6 As discussed below, proposed 615.5142 would enable associations, under specified conditions, to hold eligible 
investments to manage risk.  Under § 611.1135(a), which we do not propose to revise, service corporations may hold 
investments for the purposes authorized for their organizers. 
7 Farm Credit banks use the Federal Farm Credit Banks Funding Corporation (Funding Corporation) to issue and 
market System-wide debt securities.  The Funding Corporation is owned by the Farm Credit banks. 
8 77 FR 66362, Nov. 5, 2012. 
9 Currently, § 615.5140 identifies eligible investments for both Farm Credit banks and associations.  Section 615.5142 
governs investment purposes for associations, and the amount of association investments is not prescribed by 
regulation. 



 4 

 We now propose to comply with the DFA by eliminating the regulations' reliance on 
credit ratings.  The financial crisis that began in 2007 identified flaws in relying on credit ratings 
to determine credit risk, as many investments with similar labels and ratings exhibited 
substantially differing underlying risk characteristics, ultimately impacting marketability of the 
investments.  Investment eligibility would no longer depend on external credit ratings, thus 
enhancing safety and soundness.  We also propose other amendments to the provisions governing 
Farm Credit banks that would strengthen the safety and soundness of their investment activities 
by more accurately reflecting the risk in particular investments. 
 

Finally, we propose amendments to § 615.5142, which governs the investment activities 
of associations.  We recognize that many associations may need to hold investments for purposes 
other than managing surplus short-term funds and reducing interest rate risk, which are the only 
investment purposes authorized by the existing regulations.  For this reason, the proposed rule 
would grant associations greater flexibility to hold investments for other risk management 
purposes.  At the same time, we propose to limit the types and amount of investments that 
associations may hold. 
 We first considered revisions to our Farm Credit bank and association investment 
regulations in 2011.10  As discussed above, we adopted many of these revisions in 2012, but we 
did not revise the provisions governing investment eligibility and association investments, which 
we are now proposing to revise.  The revisions we now propose take into consideration the 
comments we received in response to the earlier rulemaking, as well as the approaches some of 
the other Federal banking regulatory agencies have taken toward compliance with the DFA credit 
ratings elimination requirement.11 
 
III. Section-by-Section Description of the Proposed Rule 
 The proposed rule enhances the credit quality standards for eligible investments that 
Farm Credit banks may hold and revises the regulation governing association investment 
activities.  It also contains conforming amendments to other regulations in parts 611 and 615. 
 
A. Section 615.5131--Definitions 

We propose to define asset class as a group of securities that exhibit similar 
characteristics and behave similarly in the marketplace.  Asset classes include, but are not limited 
to, money market instruments, municipal securities, corporate bond securities, mortgage-backed 
securities (MBS), asset-backed securities (ABS) (excluding MBS), and any other asset class as 
determined by the FCA.  We discuss this definition later in this preamble. 

 
We propose to define a collateralized debt obligation (CDO) as a debt security 

collateralized by MBS, ABS, or trust-preferred securities. 
 
One of our proposed criteria for Farm Credit bank investments with an obligor located 

outside of the United States is a high Country Risk Classification (CRC) (a 0 or a 1) as published 
by the Organization for Economic Cooperation and Development (OECD).12  We propose to 
define CRC, with respect to a sovereign, as the most recent consensus CRC published by the 
OECD as of December 31 of the prior calendar year that provides a view of the likelihood that the 
sovereign will service its external debt.  This definition is identical to that adopted by the other 

                                                
10 76 FR 51289, Aug. 18, 2011. 
11 Office of the Comptroller of the Currency (OCC), 77 FR 35253 and 35259, June 13, 2012; Federal Deposit Insurance 
Corporation (FDIC), 77 FR 43151 and 43155, July 24, 2012. 
12 See proposed § 615.5140(a)(3).  We explain this criterion in the preamble discussion of that proposed provision. 
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Federal banking regulators in their capital rules to implement Basel III.13  We proposed the same 
definition in the proposed revisions to our regulatory capital rule that the FCA Board adopted on 
May 8, 2014.14 

 
We propose to define a diversified investment fund as an investment company registered 

under section 8 of the Investment Company Act of 1940, 15 U.S.C. 80a-8.  This is consistent with 
our usage of the term in existing § 615.5140(a)(8). 

 
We propose to replace the definitions for the existing terms "Government-sponsored 

agency" and "Government agency" with definitions for the new terms "Government-sponsored 
enterprise (GSE)" and "United States (U.S.) Government agency," respectively.  We would define 
GSE as an entity established or chartered by the U.S. Government to serve public purposes 
specified by the U.S. Congress but whose debt obligations are not explicitly guaranteed by the 
full faith and credit of the U.S. Government.  We would define U.S. Government agency as an 
instrumentality of the U.S. Government whose obligations are fully guaranteed as to the timely 
payment of principal and interest by the full faith and credit of the U.S. Government.  These 
terminology changes would have no substantive effect.15 

 
We propose to replace the defined term "mortgage securities" with "mortgage-backed 

securities" or "MBS."  We also propose to change "mortgage securities" to "mortgage-backed 
securities" in the definition of ABS.  These technical changes are for consistency with other FCA 
regulations and would have no substantive effect. 

 
We propose to add a new definition for the term "obligor."  Our existing regulations use 

this term, as do provisions that we propose to add or revise, but we have no definition for this 
term.  We propose to define the term to ensure a common understanding of its meaning. 

 
We would define obligor as an issuer, guarantor, or other person or entity who has an 

obligation to pay a debt, including interest due, by a specified date or when payment is 
demanded.  This definition would include the debtor or immediate party that is obligated to pay a 
debt, as well as a guarantor of the debt.  The definition would not include the sponsor (as we 
propose to define the term) of an investment, unless the sponsor has an obligation to pay the debt. 

 
We propose to define "sponsor" as a person or entity that initiates a transaction by selling 

or pledging to a specially created issuing entity, such as a trust, a group of financial assets that the 
sponsor either has originated itself or has purchased; the sponsor may retain the obligation to 
repay or may transfer that obligation to the trust.  An example of a sponsor would be an entity 
such as a commercial bank that transfers financial assets, such as loans that it has originated or 
purchased, to a bankruptcy remote trust known as a special purpose vehicle (SPV).  In this 
example, the SPV services the debt and has the obligation to repay. 

 
We propose to delete the following definitions because they will no longer be used in this 

subpart.  We propose to delete "eurodollar time deposits," "final maturity," "general obligations," 

                                                
13 OCC and the Federal Reserve System, Final Rule, 78 FR 62018, Oct. 11, 2013; FDIC, Interim Final Rule, 78 FR 
55340, Sept. 10, 2013, substantively adopted as final at 79 FR 20754, April 14, 2014. 
14 The proposed capital rule has not yet been published in the Federal Register. 
15 We propose to delete the word "explicitly" from our existing definition because all obligations guaranteed or insured 
by the U.S. Government are backed by the full faith and credit of the United States unless the law or the obligation 
itself provides otherwise.  For this reason, the word "explicitly" is superfluous. 
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"liquid investments," "nationally recognized statistical rating organization," "revenue bond," and 
"weighted average life". 

 
B. Section 615.5134--Liquidity Reserve 

We propose to make technical, non-substantive revisions by adding the new terms 
"Government-sponsored enterprise (GSE)" and "U.S. Government agency" to our liquidity 
reserve regulation at § 615.5134, to conform to changes we made to those defined terms in 
§ 615.5131.  In addition, we propose changes to clarify that MBS must be fully guaranteed by a 
U.S. Government agency to qualify for Level 2 liquidity and fully guaranteed by a GSE to qualify 
for Level 3 liquidity. 

 
C. Section 615.5140--Eligible Investments for Farm Credit Banks 

Our existing investment eligibility regulation at  
§ 615.5140 contains a detailed listing of eligible investment asset classes and types of 
investments within each asset class.  The regulation imposes final maturity limits, investment 
portfolio limits, and other requirements for many of these investments.  It also imposes credit 
rating requirements, based on NRSRO16 credit ratings, for a number of the investments.  The 
regulation currently applies to both Farm Credit banks and associations. 

 
In revised § 615.5140, we propose to revise the investment eligibility requirements 

governing Farm Credit banks to strengthen their safety and soundness by more accurately 
reflecting the risk in particular investments based on recent experience in the marketplace.17  In 
addition, to comply with section 939A of the DFA, we propose to replace the regulations' 
NRSRO credit ratings requirements with other standards of creditworthiness. 

 
1. Paragraph (a)--Investment Eligibility Criteria 

We propose the following criteria for Farm Credit banks to determine whether an 
investment is eligible.  These criteria would replace the listing of eligible investments in our 
existing regulations. 

 
a. Paragraph (a)(1)--Purpose 

We propose to formalize our existing requirement that for an investment to be eligible, it 
must be purchased and held for an authorized purpose as set forth in § 615.5132(a).  A Farm 
Credit bank must be able to identify the authorized purpose or purposes for which each 
investment is held. 

 
b. Paragraph (a)(2)--Eligible Investments 

The proposed regulation would specify the general requirements that investments must 
satisfy to be eligible.  Limiting investments to those that satisfy these general requirements will 
ensure that investments are of high quality. 

 
i. Paragraph (a)(2)(i)--Non-convertible Senior Debt Securities 

Investments in senior debt securities that cannot be converted to any other type of 
securities would be eligible under the proposed rule.  This investment category would include 
non-convertible U.S. Government agency senior debt securities, including U.S. Treasury 
securities, and senior non-convertible GSE bonds.  Senior debt securities are those securities that 
have priority of claim over other securities issued.  Senior debt securities may be secured by a 
                                                
16 Nationally Recognized Statistical Rating Organization. 
17 Revised § 615.5140 would apply to Farm Credit banks only.  As discussed below, all association eligibility requirements would be 
located in revised § 615.5142. 
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specific pool of collateral or may be unsecured with priority of claims over other types of debt 
securities such as subordinated debt, preferred stock, or common equity.  To be eligible under this 
criterion, a senior debt security must not be convertible into a non-senior security or an equity 
security.18 

 
Currently authorized investments such as municipal securities and corporate debt 

securities would be eligible under this criterion, as long as they are non-convertible senior debt 
securities.  Other non-convertible senior debt securities would also be eligible under this criterion. 

 
ii. Paragraph (a)(2)(ii)--Money Market Instruments 
 As under our existing rule, investments in money market instruments would be eligible 
under the proposed rule.  The existing rule lists short-term instruments such as Federal funds, 
negotiable certificates of deposit, bankers acceptances, commercial paper, non-callable term 
Federal funds and Eurodollar time deposits, master notes, and repurchase agreements 
collateralized by eligible investments as money market instruments.  The proposed rule's use of 
the term money market contemplates these instruments as well as other short-term instruments.  
For an investment to be eligible as a money market instrument, it must have a maturity of 1 year 
or less. 
 
iii. Paragraph (a)(2)(iii)--Mortgage-Backed Securities and Asset-Backed Securities 

Guaranteed by U.S. Government Agencies 
We propose that MBS and ABS that are fully guaranteed as to the timely payment of 

principal and interest by a U.S. Government agency would be eligible securities because of their 
high credit quality.  MBS and ABS that are partially guaranteed by a U.S. Government agency 
would not be eligible under this criterion (although they could be eligible under other criteria).  
Securities labeled "government guaranteed" satisfy this criterion only if they are fully guaranteed 
as to the timely payment of principal and interest. 

 
iv. Paragraph (a)(2)(iv)--Mortgage-Backed Securities and Asset-Backed Securities 

Guaranteed by GSEs 
Under the proposed rule, MBS and ABS that are fully and explicitly guaranteed as to the 

timely payment of principal and interest by GSEs would be eligible investments.  Farmer Mac 
MBS would be excluded from eligibility under this provision because they are separately 
authorized and governed by § 615.5174. 

 
Securities are eligible under this provision only if a GSE fully guarantees the timely 

payment of both the principal and interest due.  A GSE "wrap" (guarantee) does not make a 
security eligible under this provision unless it is a guarantee of all principal and interest.  When 
considering whether to purchase a security with a GSE guarantee or wrap, an institution must 
ensure that it is fully guaranteed.  This provision carries over and clarifies the existing authorities. 

 
v. Paragraph (a)(2)(v)--Senior-most Positions of Mortgage-Backed Securities and Asset-

Backed Securities not Guaranteed by U.S. Government Agencies or GSEs 
In our 2011 proposed rule on investment management,19 we proposed that a position in a 

mortgage security that is not guaranteed by a Government agency or Government-sponsored 
agency would be eligible only if it is the senior-most position at the time of purchase.  In that 

                                                
18 Since at least 1993, FCA has stated its belief that it is generally inappropriate for System institutions to maintain ownership interests 
in commercial enterprises by holding equity securities.  See 58 FR 63034, 63049-50, Nov. 30, 1993. 
19 76 FR 51289, Aug. 18, 2011. 
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proposed rule, we said that we consider a position in such a mortgage security to be the senior-
most position only if it currently meets both of the following criteria: 

 
• No other remaining position in the securitization has priority in liquidation.  

Remaining positions that are the last to experience losses in the event of default and 
which share those losses pro rata meet this criterion. 

• No other remaining position in the securitization has a higher priority claim to any 
contractual cash flows.  Remaining positions that have the first priority claim to 
contractual cash flows (including planned amortization classes), as well as those that 
share on a pro rata basis a first priority claim to cash flows meet this criterion. 

 
In their comments on the 2011 proposed rule, CoBank, ACB, the Farm Credit Bank of 

Texas, and The Farm Credit Council commented that the market understands the term "senior-
most" to relate to liquidation preference rather than to the priority of claims to contractual cash 
flows prior to default.  This is because investors, such as System institutions, are concerned with 
whether they receive a pro rata share of cash flows in the event of depleted credit support or 
issuer/borrower default, not with whether contractual cash flows are paid first in the ordinary 
course of business.  Institutions are able to successfully and safely invest in securities that are not 
the first priority with respect to contractual cash flows.  These commenters, therefore, asked us to 
delete the second criterion from our understanding of the term "senior-most."20 

 
We agree with these comments and eliminate the second criterion.  The first criterion set 

forth above remains. 
 
In addition, as in the existing rule, we propose to retain the requirement that for a position 

in an MBS to be eligible, the MBS must satisfy the definition of "mortgage related security" in 15 
U.S.C. 78c(a)(41).  We propose to delete the alternative that the MBS could instead comply with 
15 U.S.C. 77d(5), because that statutory provision was repealed by the Dodd-Frank Act.  We note 
that commercial MBS are included under this proposed eligibility provision. 

 
Private placements may be eligible under this proposed criterion (or other criteria), as 

long as they satisfy all of the proposed investment eligibility requirements.  Private placement 
refers to the sale of securities to a relatively small number of sophisticated investors without 
registration with the Securities and Exchange Commission and, in many cases, without the 
disclosure of detailed financial information or a prospectus.  Even private placements that may be 
eligible are generally not liquid.  Farm Credit banks must be able to identify a permissible 
purpose for holding a private placement. 

 
Our existing eligibility rules limit investments in ABS to those secured by specified 

assets and with specified weighted average lives.  We propose to permit investments in the 
senior-most position of any ABS, regardless of the secured asset or the weighted average life.21 

 
In sum, the proposed rule would permit Farm Credit banks to invest in the senior-most 

position of any MBS that satisfies the statutory definition of "mortgage related security" and the 
senior-most position of any ABS. 
                                                
20 Farmer Mac made similar comments in response to the 2011 proposed rule governing Farmer Mac investment 
management.  76 FR 91798, Nov. 18, 2011.  
21 Both existing and proposed § 615.5133(c) require the investment policies of each institution to establish risk limits 
for different types of investments based on all relevant factors, including the institution's objectives, capital position, 
earnings, and quality and reliability of risk management systems. 
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vi. Paragraph (a)(2)(vi)--International and Multilateral Development Bank Obligations 

We retain the authority for Farm Credit banks to invest in obligations of international and 
multilateral development banks, as long as the United States is a voting shareholder. 

 
vii. Paragraph (a)(2)(vii)--Shares of a Diversified Investment Fund 

Under the proposal, shares of a diversified investment fund (DIF) would be eligible if the 
DIF's portfolio consists solely of securities that are eligible under these eligibility criteria or under 
§ 615.5174.22  The investment company's risk and return objectives and use of derivatives must 
be consistent with the investment policies of the Farm Credit bank.  This DIF eligibility is 
unchanged from the existing regulation.  As discussed below, however, we propose more 
restrictive portfolio diversification limits on DIF investments than those that currently exist. 
c. Paragraph (a)(3)--Obligors' Capacity to Meet Financial Commitment 

Existing § 615.5140 imposes credit rating requirements, based on NRSRO credit ratings, 
to determine the eligibility of investments in a number of asset classes, including municipal 
securities, certain money market instruments, non-agency mortgage-backed securities, asset-
backed securities, and corporate debt securities.23 

 
Section 939A of the DFA requires each Federal agency to revise all of its regulations that 

refer to or require reliance on credit ratings to assess creditworthiness of an instrument to remove 
the reference or requirement and to substitute other appropriate creditworthiness standards. 

 
We propose to comply with this requirement in a manner consistent with the approach of 

some of the Federal banking regulatory agencies.  The OCC, for example, previously required 
national banks to determine whether a security was "investment grade" in order to determine 
whether purchasing the security was permissible.  Under the previous definition of "investment 
grade," a security could be characterized as "investment grade" if it was rated in the top four 
"investment grade" NRSRO ratings. 

 
In its revised regulations to comply with the DFA requirement, the OCC retained the 

term "investment grade" but eliminated the rating standard.  Instead, it defined the term to mean 
"the issuer of a security has an adequate capacity to meet financial commitments under the 
security for the projected life of the asset or exposure." 

 
The OCC stated that it did not intend for the elimination of references to credit ratings to 

change substantively the standards national banks must follow when deciding whether a security 
is investment grade.  Its new rule permits a national bank to consider credit ratings as part of its 
"investment grade" determination and due diligence, but the credit rating must be supplemented 
by the bank's own analysis.  And the new rule does not require a national bank to use NRSRO 
credit ratings to make the "investment grade" determination.24 

 
The OCC previously permitted national banks to invest in securities that were rated in 

one of the top four ratings.  The OCC intends that its new definition -- the issuer of a security has 

                                                
22 Section 615.5174 authorizes Farm Credit banks to purchase and hold MBS that are issued or guaranteed as to both 
principal and interest by Farmer Mac. 
23 Existing § 615.5140 imposes no credit rating requirements on investments in obligations of U.S. Government 
agencies, GSEs, and international and multilateral development banks, and in DIFs and certain money market 
instruments. 
24 77 FR 35253, June 13, 2012 (OCC rule); 77 FR 35259, June 13, 2012 (OCC guidance).  See also 77 FR 43151, July 
24, 2012 (FDIC rule); 77 FR 43155, July 24, 2012 (FDIC guidance). 



 10 

an adequate capacity to meet financial commitments under the security for the projected life of 
the asset or exposure – is substantively unchanged from its previous standards. 

 
Except for investments in a few asset classes such as U.S. Government agency and GSE 

obligations, as discussed above, FCA's existing regulations require that in order to be eligible, 
investments must meet the highest or the second highest NRSRO rating, depending on the asset 
class.  We want to retain high creditworthiness standards for Farm Credit bank investments.  
Accordingly, we propose to require that for an investment to be eligible for Farm Credit banks, at 
least one obligor (whether debtor or guarantor) must have very strong capacity to meet its 
financial commitment for the expected life of the investment.  Obligors that exhibit very strong 
capacity to meet financial commitments generally have very low probability of default.  This 
standard would apply to all investments, including those that are currently not subject to a credit 
rating requirement. 

Like the OCC's regulations, our proposal permits but does not require Farm Credit banks 
to consider credit ratings.  If a Farm Credit bank does consider credit ratings, it must still conduct 
its own due diligence to determine whether an investment satisfies this standard.  An investment 
does not automatically satisfy this standard by virtue of its credit rating. 

 
We propose an additional standard for investments if a Farm Credit bank is relying upon 

the capacity of a non-U.S. obligor to meet the "very strong capacity" standard. 
Unless such an investment is fully guaranteed as to the timely payment of principal and interest 
by a U.S. Government agency, the sovereign host country of the obligor whose capacity is being 
relied upon must have the highest Country Risk Classification (CRC) (a 0 or a 1) as published by 
the OECD or must be an OECD member that is unrated.  If the Farm Credit bank is not relying 
upon the capacity of a non-U.S. obligor to satisfy the "very strong capacity" standard, then the 
proposal establishes no requirements regarding that obligor's sovereign host country. 
 

The OECD's CRCs are an assessment of a country's credit risk, used to set interest rate 
charges for transactions covered by the OECD arrangement on export credits.  The OECD uses a 
scale of 0 to 7 with 0 being the lowest possible risk and 7 being the highest possible risk.  
Furthermore, the OECD no longer assigns CRCs to certain high income countries that are 
members of the OECD and that have previously received a CRC of 0.25  OECD member countries 
that are no longer assigned a CRC exhibit a similar degree of country risk as that of a jurisdiction 
with a CRC of 0. 

 
In their capital rules to implement Basel III, the Federal banking regulators adopted 

provisions basing risk weights for sovereign exposures on OECD CRCs (and on OECD 
membership, for countries without a CRC).26  Like these other regulators, we believe that use of 
CRCs in this manner is permissible under section 939A of the Dodd-Frank Act and that section 
939A was not intended to apply to assessments of creditworthiness of organizations such as the 
OECD.  As discussed in those rules, section 939A was targeted at addressing the role, and the 
conflicts of interest, of commercial credit rating agencies that provide government-sanctioned 
credit ratings to their fee-paying clients.  The OECD is not a commercial entity that produces 
credit assessments for fee-paying clients, nor does it provide the sort of evaluative and analytical 
services as credit rating agencies.  Additionally, we propose to use CRCs only for this limited 
purpose. 

                                                
25 See http://www.oecd.org/tad/xcred/cat0.htm. 
26 OCC and the Federal Reserve System, Final Rule, 78 FR 62018, Oct. 11, 2013; FDIC, Interim Final Rule, 78 FR 
55340, Sept. 10, 2013, substantively adopted as final at 79 FR 20754, April 14, 2014. 
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d. Paragraph (a)(4)--Credit and Other Risk in the Investment 

In addition to imposing standards on obligors, we also propose to require that for an 
investment to be eligible, it must itself exhibit low credit risk and other risk characteristics 
consistent with the purposes for which it is held.  The other risks that institutions must consider 
include, but are not limited to, those listed in § 615.5133(c). 

 
We believe that all investments held by Farm Credit banks must have low credit risk.  We 

do not propose to require that other risks in the investment be low in all cases.  Instead, the risk 
characteristics in the investment must be consistent with the purposes for which the investment is 
held.  Accordingly, Farm Credit banks must understand the purpose for which they purchase and 
hold an investment. 

For instance, if an investment is held for the purpose of liquidity, it would have to be 
marketable or liquid27 and would generally have to have low price volatility.  On the other hand, 
an investment that is high quality but has high price volatility and questionable marketability or 
liquidity would not be appropriate for a liquidity investment, but it might be used effectively to 
manage interest rate risk, which is a permissible purpose for Farm Credit banks under 
§ 615.5132(a).  Farm Credit banks must also consider whether other risks are consistent with the 
purpose for which an investment is held. 

 
e. Paragraph (a)(5)--Denomination 

As in our existing rule, the denomination of all investments must be in U.S. dollars.  We 
propose no change from our existing rule. 

 
2. Paragraph (b)--Investments That Do Not Satisfy Requirements 

We propose technical revisions to the regulatory provision authorizing institutions to hold 
other investments with FCA's prior approval.  We intend no substantive change with these 
revisions. 

 
3. Paragraph (c)--Ineligible Investments 

We propose to prohibit Farm Credit banks from purchasing CDOs, as that term is defined 
in § 615.5131. Based on the experience of CDO investors during the recent financial crisis, we 
believe investments in CDOs pose unacceptable risk to System institutions. 

 
4. Paragraph (d)--Reservation of Authority  

We propose to make explicit our authority, on a case-by-case basis, to determine that a 
particular investment imposes inappropriate risk, notwithstanding that it satisfies the investment 
eligibility criteria.  The proposal also provides that FCA will notify a Farm Credit bank as to the 
proper treatment of any such investment. 

 
5. Application of Investment Eligibility Criteria to Existing Farm Credit Bank 

Investments 
As discussed below, the FCA is contemplating that Farm Credit banks would have to 

comply with the rule's requirements pertaining to their own investments 6 months after the 
effective date of the rule.  New Farm Credit bank investments made after that compliance date 
would be subject to the investment eligibility criteria in § 615.5140(a). 

                                                
27 Under § 615.5134(d), investments used to satisfy the liquidity reserve requirement must be "marketable," as defined 
by that provision.  Under § 615.5134(e), investments held in the liquidity buffer must be "liquid," as explained in that 
provision. 
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Existing Farm Credit bank investments (investments made before the compliance date) 

that were not eligible under the investment eligibility criteria that were in effect at the time of 
purchase (or that the FCA did not approve) would continue to be subject to the requirements of 
§ 615.5143(a), which governs the treatment of investments that are ineligible when purchased. 

 
Existing Farm Credit bank investments (investments made before the compliance date) 

that were eligible under the investment eligibility criteria that were in effect at the time of 
purchase but that are ineligible under the revised § 615.5140(a) investment eligibility criteria 
would be treated as follows, unless the FCA specified different treatment.  If an investment is not 
eligible because it does not satisfy the criteria in revised § 615.5140(a)(2) -- that is, it is a type of 
investment that was eligible under the previous criteria but is not eligible under the revised 
criteria -- the Farm Credit bank may continue to hold the investment with no restriction.  If an 
investment is not eligible because it does not satisfy the criteria in revised § 615.5140(a)(1), 
(a)(3), or (a)(4) -- which pertain to permissible investment purposes and to credit quality -- the 
Farm Credit bank may continue to hold the investment subject to § 615.5143(b), which governs 
the treatment of investments that were eligible to purchase but that no longer satisfy the eligibility 
criteria. 

 
We remind the Farm Credit banks that under § 615.5143(c), the FCA would retain the 

authority to require divestiture of any investment at any time for failure to comply with § 
615.5132(a) or for safety and soundness reasons. 

 
D. Section 615.5133--Investment Management 
 
1. Overview 
 Existing § 615.5133 applies to all System institutions – Farm Credit banks, associations, 
and service corporations.  Most of proposed revised § 615.5133 would also apply to all System 
institutions.  However, as discussed in greater detail below, proposed § 615.5133(f) and (g), 
which govern portfolio diversification requirements and obligor limits, would apply only to Farm 
Credit banks.  Additionally, we propose to modify § 615.5133(c), which addresses risk tolerance 
in investment policies, so it clearly distinguishes how liquidity is managed at Farm Credit banks 
from its treatment at associations.  The investment management provisions of proposed § 
615.5133 would apply to service corporations to the extent they are appropriate to the size, 
complexity, and risks of their investments. 
 
2. Appropriate Use of Off-Balance Sheet Derivatives 
 Off-balance sheet derivatives can be appropriate and useful for the purposes of hedging 
and risk management.  While our regulations do not prohibit a System bank from using off-
balance sheet derivatives to build an investment portfolio, use of these derivatives must be 
consistent with an authorized investment purpose and not be for speculative purposes.  We note 
that such derivatives generally do not provide a significant source of liquidity. 
 
3. Paragraph (a)--Responsibilities of Board of Directors and Paragraph (b)--Investment 

Policies – General Requirements 
The FCA proposes no changes to § 615.5133(a), which governs the responsibilities of the 

boards of directors of System institutions.  We propose only minor stylistic and non-substantive 
changes to § 615.5133(b), which identifies the general requirements that System institutions must 
address in their investment policies. 

 
4. Paragraph (c)--Investment Policies - Risk Tolerance  
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We propose several technical modifications to § 615.5133(c) that would enhance its 
clarity and provide better guidance to System institutions about compliance with it.  For example, 
we propose a technical change to paragraph (c) to clarify that while operational risk must be 
addressed in investment policies, the policies do not need to establish quantitative risk limits for 
operational risk.  Quantitative risk limits would continue to be required for the other identified 
risks – credit, market, and liquidity. 

 
We propose to split the requirements regarding credit quality standards and concentration 

risk in existing paragraph (c)(1)(i) into two paragraphs.  We propose to incorporate the existing 
general requirements regarding risk diversification standards and counterparty (obligor) risk 
limits into more specific requirements contained in proposed paragraphs (f) and (g).  We propose 
these revisions in order to clarify our requirements in this area and ensure that institutions are 
considering risk appropriately. 

 
Proposed paragraph (c)(1)(i) would address credit quality standards.  It would require that 

an institution's investment policies establish credit quality standards for single or related obligors, 
sponsors, secured and unsecured exposures, and asset classes or obligations with similar 
characteristics.  We propose to add sponsors to the existing requirements because, even though 
sponsors have no obligation to pay the debt (unless they are also obligors), we are concerned that 
a sponsor of low credit quality could present risk in a transaction that it initiates.  We propose to 
add secured and unsecured investments to the existing requirements because we believe 
institutions should consider the differing levels of risk that these investments present. 

 
Proposed paragraph (c)(1)(ii) would address concentration risk.  It would require that an 

institution's investment policies establish concentration limits for single or related obligors, 
sponsors, geographical areas, industries, unsecured exposures, and asset classes or obligations 
with similar characteristics.  We propose to add sponsors to the existing requirements because we 
believe undue concentration in a sponsor could present excessive risk.  We propose to add 
unsecured investments to the existing requirements because institutions should carefully consider 
the amount of unsecured investments they are prepared to hold.  Concentration limits should be 
commensurate with the types and complexity of investments that an institution holds. 

 
We propose to revise § 615.5133(c)(1)(iv), which addresses collateral margin 

requirements on repurchase agreements.  Currently, this provision requires System institutions to 
regularly mark collateral to market and to ensure that they maintain appropriate control over 
collateral that they hold.  We propose to modify § 615.5133(c)(1)(iv) to clarify that this provision 
would apply only to System institutions that engage in repurchase agreements. 

 
We propose to revise § 615.5133(c), which governs investment policies pertaining to 

liquidity, into two separate paragraphs.  We propose this revision to take into account the 
differences in how liquidity is managed at Farm Credit banks from its treatment at associations. 

 
Generally, Farm Credit banks hold liquidity reserves and manage liquidity risks for 

themselves, their affiliated associations, and certain service corporations.  In contrast, System 
associations are not exposed to the same liquidity risks and they do not manage liquidity in the 
same way as their funding banks because their only substantial liability is their debt obligation to 
their funding bank. 

 
Existing § 615.5133(c)(3) requires investment policies of all System institutions to 

describe the liquidity characteristics of eligible investments that the institutions will hold to meet 
their liquidity needs and other institutional objectives.  Under proposed § 615.5133(c)(3)(i), Farm 
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Credit banks would remain subject to this existing requirement.  This requirement is appropriate 
because of the liquidity needs and liquidity risk of Farm Credit banks. 

 
Under proposed § 615.5133(c)(3)(ii), the investment policies of System associations 

would have to describe the liquid characteristics of their investments.  Although System 
associations do not have the same liquidity needs and liquidity risk as Farm Credit banks do, if 
they invest their funds in investments authorized by § 615.5142 they must be aware of the liquid 
characteristics of the assets that they purchase and hold.  Proposed conforming changes 
throughout § 615.5133(c) would require System institutions to consider and address how 
investment decisions affect their liquidity risk, if and when applicable. 

Except for other minor stylistic and technical changes, we propose no other changes to 
paragraph (c). 

 
5. Paragraph (d)--Delegation of Authority and Paragraph (e)--Internal Controls 

We propose no changes to paragraphs (d) and (e). 
 

6. Paragraph (f)--Farm Credit Bank Portfolio Diversification 
We propose to add a new paragraph (f) to govern investment portfolio diversification.  

This paragraph would apply only to Farm Credit banks. 
 

a. Paragraph (f)(1)--Well Diversified Portfolio 
Portfolio diversification is a key concept in ensuring the safety and soundness of 

investors such as Farm Credit banks.  We propose requirements to ensure, at a minimum, that the 
investment portfolios of these institutions do not pose significant risk of loss due to excessive 
concentrations among asset classes, maturities, industries, geographic areas, and obligors.  We 
also propose exemptions for certain investments from these portfolio diversification 
requirements.  These exemptions would apply where the level of risk from concentration is low. 

 
b. Paragraph (f)(2)--Exemptions 

We propose that certain investments would not be subject to our diversification 
requirements.  In this preamble, we refer to investments that are not subject to diversification 
requirements as "exempt" investments.  We refer to all other investments as "covered" 
investments, because they are subject to our proposed diversification requirements. 

 
i.  Paragraph (f)(2)(i)--Investments Guaranteed by U.S. Government Agencies 

Under the proposal, investments that are fully guaranteed as to the timely payment of 
principal and interest by a U.S. Government agency would be exempt from the proposed 
diversification requirements.  We propose this exemption because we believe these types of 
investments are of the highest quality.  Our existing rules impose no portfolio diversification 
requirements on such investments. 

 
ii. Paragraph (f)(2)(ii)--Investments Guaranteed by GSEs 
 Under the proposal, investments, other than MBS, that are fully and explicitly guaranteed 
as to the timely payment of principal and interest by a GSE would be exempt from the proposed 
portfolio diversification requirements.  No more than 50 percent of an institution's investment 
portfolio could be comprised of GSE MBS.  These provisions are substantively unchanged from 
our existing regulations with respect to the Federal National Mortgage Association (Fannie Mae) 
and the Federal Home Loan Mortgage Corporation (Freddie Mac) MBS.  Investments in Farmer 
Mac securities are governed by § 615.5174 and would not be subject to this limitation. 
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Our 2011 proposed investment management rule had also proposed to retain our 50-
percent portfolio limit on Fannie Mae and Freddie Mac MBS.  The Farm Credit Council, the 
Farm Credit Bank of Texas and CoBank, ACB commented in response to that proposal that this 
limit was too restrictive in light of the safe and liquid nature of these investments (especially 
since those GSEs were under U.S. Government conservatorship) and the positive yield that those 
investments provide.  They asked us to eliminate portfolio limits for investments in these GSEs.  
The Council also expressed concern with language in our preamble suggesting that we might 
consider further restrictions on MBS investments in these GSEs in the future. 

 
We believe no portfolio limits are needed for non-MBS investments in GSEs, such as 

general obligations.  We are concerned, however, about concentration in housing-related 
investments, and accordingly we propose to retain the 50-percent limit on GSE MBS.28  We do 
not contemplate further restrictions on investments in GSE MBS at this time. 

 
c. Paragraph (f)(3)--Investment Portfolio Diversification Requirements 

We are proposing investment portfolio diversification requirements for covered 
investments.  Under the proposal, a well-diversified investment portfolio would mean that, at a 
minimum, covered investments are comprised of different asset classes, maturities, industries, 
geographic areas, and obligors. 

 
Although we are not proposing specific maturity, industry, or geographic area 

requirements, the regulation would require each Farm Credit bank to diversify its investments by 
maturity, industry, and geographic area based on its risk profile. 

 
Covered investments would have to satisfy specified asset class and obligor 

diversification requirements.  These diversification requirements would be calculated based on 
the entire investment portfolio.  This means that both exempt and covered investments would be 
included in the denominator.  The numerator would consist only of those investments that are 
covered investments for the asset class and obligor diversification requirements.  These 
diversification parameters would be based on the portfolio valued at amortized cost. 

 
We note that these diversification requirements are regulatory maximums; each Farm 

Credit bank should establish diversification limits that fit its risk profile and that may be more 
restrictive than regulatory requirements. 

 
Our current regulations impose no investment portfolio limits on investments in DIFs, as 

long as an institution's shares in each DIF comprise 10 percent or less of its investment portfolio.  
Otherwise, the portfolio limits for each asset class apply.  As discussed below, we now propose 
different treatment for DIF investments. 

 
i. Paragraph (f)(3)(i)--Asset Class Diversification 

We propose to require Farm Credit banks to diversify their investment portfolios among 
various asset classes; no more than 15 percent of their investment portfolios could be invested in 
any one asset class.29  As discussed above, we propose to define an asset class as a group of 
securities that exhibit similar characteristics and behave similarly in the marketplace. 

                                                
28 Under our recently finalized revisions to our liquidity rule (78 FR 23438, April 18, 2013), it is extremely unlikely 
that Farm Credit banks could approach 100 percent in GSE MBS. 
29 As discussed above, "exempt" investments would not be subject to this asset class diversification requirement, 
although under proposed § 615.5133(f)(2)(ii), MBS that are fully and explicitly guaranteed by GSEs could only 
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For purposes of this proposed asset class diversification requirement, we consider MBS 

to be an asset class.  We also consider ABS (excluding MBS) to be an asset class that includes 
instruments such as student loans and car loans.  In addition, we consider money market 
securities to be an asset class that includes securities such as federal funds and commercial paper.  
Other asset classes would include municipal securities, corporate bond securities, and any other 
asset class as determined by the FCA.  Each of these asset classes is limited to 15 percent of the 
investment portfolio of a Farm Credit bank, regardless of the different types of instruments that 
comprise the asset class. 

For purposes of this proposed asset class diversification requirement, we do not consider 
DIFs to be an asset class, and therefore this requirement would impose no restrictions on the 
relative amount of DIF investments a Farm Credit bank could hold.30  The securities within DIFs, 
however, would be subject to the asset class diversification requirements. 

 
Our existing rule imposes portfolio limits of 15 percent, 20 percent, or 50 percent, 

depending on the asset class.  In our proposed rule in 2011 for banks and associations, we 
proposed asset class limits for investments that were similar to but generally more restrictive than 
our existing regulations.  To simplify the rule, we are proposing a 15-percent limit for all asset 
classes. 

 
We believe that diversification of investments is a fundamental part of risk management 

and that a 15-percent portfolio limit for asset classes is appropriate.  Because the vast majority of 
System investments are in exempt securities, a 15-percent limit on investments in each asset class 
should provide sufficient flexibility for institutions to manage their investment portfolios. 

 
We seek comment on the reasonableness of this proposed limitation. 
 

ii. Paragraph (f)(3)(ii)--Obligor Diversification 
We propose to require Farm Credit banks to diversify their investment portfolios among 

various obligors; no more than 3 percent of their investment portfolios could be invested in any 
one obligor.31  As discussed above, we propose to define obligor as an issuer, guarantor, or other 
person or entity who has an obligation to pay a debt, including interest due, by a specified date or 
when payment is demanded.  This definition would include the debtor or immediate party that is 
obligated to pay a debt, as well as a guarantor of the debt.  Under this requirement, a Farm Credit 
bank must consider both the DIF itself and the entity or entities obligated to pay the underlying 
debt to be obligors.  This requirement would ensure that an institution would not be able to use 
DIF investments to hold an excessively concentrated investment portfolio. 

 
Our existing regulations contain no portfolio diversification requirements by obligor 

(although, as discussed below, they do limit the amount of total capital that institutions can invest 

                                                                                                                                            
comprise up to 50 percent of the total investment portfolio.  Investments in Farmer Mac securities are governed by 
§ 615.5174 and also would not be subject to this requirement. 
30 We believe that the obligor diversification requirements discussed next in this preamble, along with the obligor limit 
in proposed paragraph (g) of this section, would provide sufficient diversification among DIFs themselves. 
31 As discussed above, "exempt" investments would not be subject to this obligor diversification requirement, although 
under proposed § 615.5133(f)(2)(ii), MBS that are fully and explicitly guaranteed by GSEs could only comprise up to 
50 percent of the total investment portfolio.  Investments in Farmer Mac securities are governed by § 615.5174 and also 
would not be subject to this requirement. 
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in a single obligor).  We propose this diversification requirement because we believe that 
concentration among obligors could lead to significant risk. 

 
We believe that this proposal would likely not require changes in the current investment 

portfolios of Farm Credit banks, although it might have required changes to those portfolios in the 
past.  We believe that this requirement would provide these institutions with sufficient flexibility 
to manage their investment portfolios while ensuring adequate diversification to further safety 
and soundness.  We seek comment on the reasonableness of this proposed limitation. 

 
7. Paragraph (g)--Farm Credit Bank Obligor Limit 

We propose to limit the amount of capital that Farm Credit banks may invest in any one 
obligor.  For Farm Credit banks, the limit would be 10 percent of total capital.  This obligor limit 
would not apply to investments in obligations that are fully guaranteed as to the payment of 
principal and interest by a U.S. Government agency or fully and explicitly guaranteed as to the 
payment of principal and interest by a GSE.  Under this requirement, a Farm Credit bank must 
consider both the DIF itself and the entity or entities obligated to pay the underlying debt to be 
obligors. 

 
Our existing regulations allow Farm Credit banks to invest up to 20 percent of their total 

capital in eligible investments issued by any single institution, issuer, or obligor; this obligor limit 
does not apply to obligations, including mortgage securities, that are issued or guaranteed as to 
interest and principal by the United States, its agencies, instrumentalities, or corporations. 

 
The lower obligor limit that we propose for Farm Credit banks would enhance safety and 

soundness by ensuring that if an obligor were to default, only a small portion of capital would be 
at risk.  For simplicity, we propose to continue to base the Farm Credit bank investment amount 
on total capital.  As discussed above, however, the FCA Board adopted proposed revisions to our 
regulatory capital rule on May 8, 2014, and we may revise the basis for the obligor limit to 
incorporate any revisions to our regulatory capital rule that are adopted in final in the future.32 

 
We note that this obligor limit would be a regulatory maximum; each Farm Credit bank 

should establish obligor limits that fit its overall risk profile and risk-bearing capacity, including 
earnings capacity, as well as the risks in individual types and classes of investments.  For 
example, more restrictive obligor limits may be warranted on unsecured investments. 

 
We seek comment on whether our proposed 10-percent obligor limit is appropriate.  If 

you believe it is not appropriate, what should the regulatory maximum be, and why? 
 

8. Paragraph (h)--Due Diligence 
We propose to redesignate existing paragraph (f) as paragraph (h). 
 
In paragraph (h)(1)(iii), we propose that a System institution must document its 

assessment of each investment at the time of purchase.  While the assessment must be 
commensurate with the type of each investment, at a minimum the assessment must include an 
evaluation of the credit risk, liquidity risk as applicable, market risk, interest rate risk, and 
underlying collateral of the investment. 

 

                                                
32 The proposed capital rule has not yet been published in the Federal Register. 
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The nature and degree of due diligence and documentation that is required under this 
provision to assess eligibility varies based on the risks inherent in different types of securities.  
For example, institutions should assess securities that they believe are guaranteed by a U.S. 
Government agency or a GSE to ensure they satisfy our definitions and eligibility requirements 
for such securities.  As another example, institutions do not need to assess the creditworthiness of 
U.S. Government agency securities, because they exhibit low sovereign default (credit) risk; 
however, institutions should assess and document all other potential risks associated with these 
securities.  Securities that are not guaranteed by a U.S. Government agency generally present 
varying degrees of credit risk as well as other types of risk, and the assessment and level of 
documentation should be sufficient to support the investment decision. 

 
All other changes that we propose to this paragraph are non-substantive. 
 

9. Paragraph (i)--Reports to the Board of Directors 
We propose to redesignate existing paragraph (g) as paragraph (i).  We also propose to 

add the word "risk" to redesignated § 615.5133(i)(3) so it would require quarterly reports to the 
board or a designated board committee to address the current composition, quality, and the risk 
and liquidity profiles of the investment portfolio.  This revision would ensure more 
comprehensive reporting to the board about how the current composition and quality of 
investments affect the risk and liquidity profile of the bank or association, which would enhance 
safety and soundness.  We propose no other changes to this provision. 

 
E. Section 615.5142--Association Investments 

The FCA proposes to revise § 615.5142, which governs association investments.  
Existing § 615.5142 does not impose a portfolio limit on the total amount of investments that 
each association is authorized to hold.  Additionally, existing § 615.5140 permits associations to 
hold the same types of investments as Farm Credit banks even though associations are not subject 
to the liquidity reserve requirement in § 615.5134, and they are not exposed to the same liquidity 
and market risks as their funding banks.  Accordingly, the FCA proposes to revise its regulatory 
approach to association investments in order to limit the type and amount of investments that an 
association may hold. 

 
As discussed in more detail below, the proposed rule generally would limit association 

investments to obligations that are issued or fully guaranteed or insured as to the timely payment 
of principal and interest by the United States or any of its agencies in an amount that does not 
exceed 10 percent of its total outstanding loans.  The proposed rule also addresses:  (1) Core 
investment and risk management practices at System associations; (2) funding bank supervision 
of association investments; (3) requests by associations to the FCA to hold other investments; and 
(4) transition requirements for System associations to come into compliance with the new rule. 

 
Currently, § 615.5142 authorizes each association to hold eligible investments listed in 

§ 615.5140, with the approval of its funding bank, for the purposes of reducing interest rate risk 
and managing surplus short-term funds.  The existing regulation also requires each Farm Credit 
bank to review annually the investment portfolio of every association it funds. 

 
Most System associations have increased in size and complexity over the past two 

decades, offering a diversity of products and services to accommodate a changing and 
increasingly competitive agricultural sector.  The changes in agriculture have introduced new 
risks to the associations.  For example, while the associations have adopted adequate risk 
management strategies to effectively adapt to this changing environment, they are concentrated in 
agriculture and have limited ability to manage concentration risk.  The associations currently can 
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use investments to manage surplus short-term funds and reduce interest rate risk but cannot use 
investments to manage concentration risk.  The proposed rule strikes a balance by granting 
associations greater flexibility in the purposes for which they may hold investments, while 
placing more limits on the amounts and types of investments they may hold.  Accordingly, the 
proposed changes would provide the associations the flexibility to use full faith and credit 
instruments to manage concentration risk by diversifying assets.  We believe the proposed change 
would help improve association risk management practices and, therefore, strengthen the safety 
and soundness of the System. 

 
The Farm Credit Act of 1971, as amended, (Farm Credit Act) specifically authorizes 

System associations to buy and sell obligations of, or insured by, the United States or any agency 
thereof, and make other investments as may be approved by their respective funding banks under 
regulations issued by the Farm Credit Administration.33 

 
1. Paragraph (a)--Investment Eligibility Criteria 

The proposed rule would: (1) Revise the investment purposes for System associations; (2) 
limit the types of investments that associations may purchase and hold; and (3) impose a cap on 
the amount of such enumerated investments that each association may hold.  Specifically, 
proposed § 615.5142(a) would authorize each System association, with the approval of its 
funding bank, to manage risk by purchasing and holding obligations that are issued by, or are 
fully guaranteed or insured as to the timely payment of principal and interest by, the United States 
or any of its agencies in an amount that does not exceed 10 percent of its total outstanding loans. 

 
We are proposing to eliminate our requirements in the existing regulation, which 

authorize associations to hold investments for the purposes of reducing interest rate risks and 
managing surplus short-term funds, because we believe these requirements are:  (1) Too 
restrictive; and (2) do not provide associations flexibility to manage their risks in today's 
environment. 

 
As a result of mergers and consolidations, and the evolution of agricultural credit and 

financial management practices, System associations encounter various risk management 
environments.  A few larger associations now have the capacity to manage interest rate risk 
separately from their funding banks.  For many associations, a small portfolio of high quality 
investments could help diversify risks they experience as lenders that primarily lend to a single 
industry--agriculture. 

 
Whereas the existing rule authorizes associations to hold investments for the purposes of 

reducing interest rate risks and managing surplus short-term funds, the proposed rule authorizes 
associations to hold investments to manage risks.  We invite your comments about whether this 
proposed rule should identify specific purposes for associations to purchase and hold investments.  
If you believe that our rule should expressly identify and require specific purposes, please state 
which ones and why. 

 
Proposed § 615.5142(a) would authorize System associations to invest solely in 

obligations that are issued, or are fully guaranteed or insured as to the timely payment of principal 
and interest by the United States or of any of its agencies.  Obligations issued, insured, or 

                                                
33 See sections 2.2(10) and (11), and 2.12(17) and (18) of the Act.  Additionally, sections 2.2(10) and 2.12(18) of the 
Act authorize System associations to deposit funds with any member bank of the Federal Reserve System, or with any 
bank insured by the Federal Deposit Insurance Corporation. 
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guaranteed by the United States are expressly mentioned in the provisions of the Act governing 
association investments.  Obligations issued or fully guaranteed or insured as to the timely 
payment of principal and interest by the United States and its agencies are usually liquid and 
many are actively traded, although MBS issued by Federal agencies could expose investors to 
significant market risks.34  These obligations pose virtually no credit risk to investors because 
they are backed by the full faith and credit of the United States, although they may expose 
investors to other risks, especially market risks.  For these reasons, obligations issued or fully 
guaranteed or insured as to the timely payment of principal and interest by the United States and 
its agencies are suitable for risk management at System associations. 

Proposed § 615.5142(a) limits association investments to 10 percent of total outstanding 
loans.  This portfolio limit would ensure that loans to eligible borrowers always constitute the 
vast majority of System assets, which is consistent with the mission of each association.  In this 
context, the FCA is imposing portfolio limits on investments so that loans to eligible borrowers 
always constitute a majority of assets at all System banks and associations.  Our regulations 
authorize Farm Credit banks to hold significantly larger investment portfolios than System 
associations because the: (1) Banks maintain liquidity and manage interest rate risk for all System 
institutions operating in the district; and (2) associations borrow exclusively from their funding 
banks. 

 
At the same time, the proposed 10-percent portfolio limit on investments should be 

sufficient to enable associations to develop robust strategies to manage risks, as long as 
association investment activities are supported by strong investment policies, management 
practices and procedures, and appropriate internal controls.  Furthermore, the proposed 10-
percent limit should help associations manage their concentration risk as single-industry lenders.  
The policies at some System associations with active investment programs typically establish a 
15-percent portfolio limit for investments, while in practice, investments at most associations 
rarely equal or exceed 10 percent of total outstanding loans.  For all these reasons, the FCA 
believes that the proposed 10-percent portfolio limit on investments strikes an appropriate balance 
by enabling associations to appropriately manage and diversify risks while continuing to serve 
their primary mission of funding agriculture and rural America. 

 
We are proposing that the 10-percent limit be computed based upon the 30-day average 

daily balance of investments divided by loans.  Investments would be calculated at amortized 
cost.  Loans would be calculated as defined in § 615.5131, which provides that loans are 
calculated quarterly (as of the last day of March, June, September, and December) by using the 
average daily balance of loans during the quarter.  For the purpose of this calculation, loans 
would include accrued interest and not include any allowance for loan loss adjustments.  
Compliance with the calculation would be measured on the last day of every month. 

 
We also request your comments on whether using the average daily balance of loans 

during the quarter for computing the limit is adequate to limit any distortions caused by 
seasonality fluctuations in the amount of total loans. 

 
2. Paragraph (b)--Risk Management Requirements 

The following provisions would help to ensure that System associations comply with 
prudent investment management practices.  Therefore, we are proposing to require that each 
association evaluate its investment management policies, and determine and document how its 

                                                
34 Farmer Mac MBS are covered by § 615.5174, not § 615.5142.  Investments in Farmer Mac MBS cannot exceed the 
total amount of outstanding loans of a System bank or association. 
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investment activities are conducted in accordance with the risk management processes and 
procedures identified in proposed § 615.5142(b)(1), (b)(2), and (b)(3). 

 
3. Paragraph (b)(1)--Compliance with Investment Management Requirements 

Proposed § 615.5142(b)(1) would require each association to comply with proposed 
§ 615.5133(a), (b), (c), (d), (e), (h), and (i), which govern investment management practices at all 
System institutions.35  From the FCA's perspective, these provisions of proposed § 615.5133 
would ensure that System associations always follow prudent investment management practices.  
Additionally, compliance with these provisions of § 615.5133 would instill discipline in 
investment management practices at each System association, which protects its safety and 
soundness.  Therefore, we are proposing to require that each association document its compliance 
with the applicable provisions of § 615.5133. 

 
Under proposed § 615.5142(b)(1), each association's investment management processes 

must be appropriate for the size, risk characteristics, and complexity of the association and its 
investment portfolio.  These risk management processes must take into account the association's 
unique circumstances, risk tolerances, and objectives.  An association's board would not need to 
develop an investment policy if it elects not to hold investments authorized under § 615.5142(a). 

 
We are particularly interested in comments on how the FCA can structure the 

documentation requirements so they do not impose undue regulatory burden on funding banks or 
associations. 

 
4. Paragraph (b)(2)--Compliance with Interest Rate Risk Management Requirements 

Proposed § 615.5142(b)(2) would require any association with significant interest rate 
risk exposure to comply with §§ 615.5180 and 615.5182.  More specifically, § 615.5182 requires 
any association with interest rate risk that could lead to significant declines in net income or in 
the market value of capital to comply with § 615.5180, which establishes specific criteria for 
System banks to follow for managing interest rate risk.  Under this regulatory framework, the 
interest rate risk management program must be commensurate with the level of interest rate risk 
at the association. 

 
The fiduciary responsibilities of association boards of directors obligate them to develop 

appropriate investment management policies and practices to manage interest rate risk.  
Additionally, it is incumbent upon each association's investment managers to fully understand the 
risks of its investments and make independent and objective evaluations of investments prior to 
purchase. 

 
Interest rate risk management is an important part of the overall financial management of 

investments at an association, and includes involvement by both senior management and the 
association's board of directors.  To the extent an association has investments, its board must 
develop and implement an interest rate risk management program that is tailored to the 
association's needs and establishes a risk management process that effectively identifies, 
measures, monitors, and controls interest rate risk. 

 
5. Paragraph (b)(3)--Other Relevant Factors 

                                                
35 Proposed § 615.5142(b)(1) would not require System associations to comply with proposed § 615.5133(f) and (g) 
because those two provisions explicitly apply only to System banks. 
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Proposed § 615.5142(b)(3) would require each association to consider and evaluate other 
relevant factors that are unique to its circumstances or to the nature of investments that could 
affect its risk-bearing capacity.  Such factors include, but are not limited to, its management 
experience and capability to understand and manage complex structures and unique risks in the 
investments it purchases and holds.  In this context, the size, risk characteristics, and complexity 
of the investment portfolio are other relevant factors that could affect an association's risk-bearing 
capacity when its unique circumstances, risk tolerance, and objectives are taken into account.  
Associations are authorized to purchase and hold investments only for the purpose of managing 
risks.  Although the FCA does not expect associations to suffer losses or break even on 
investments, using investments primarily for speculative purposes or generating gains from 
trading is an impermissible activity.  Likewise, the intentional mismatched funding of 
investments and the resulting increase in interest rate risk would typically be inappropriate unless 
used as an effective hedge against other risks in the balance sheet.  Other factors that associations 
should consider and evaluate include option, premium and call risks of certain investments that 
they may acquire. 

 
6. Paragraph (c)--Funding Bank Supervision of Association Investments 

Sections 2.2(10) and 2.12(18) of the Farm Credit Act require each association to obtain 
its funding bank’s approval of the association’s investment activities in accordance with FCA 
regulations.  Accordingly, proposed § 615.5142(c) addresses funding bank review, approval, and 
oversight of the investment activities of its affiliated associations.  As required by statute, each 
association must request from its funding bank prior approval to buy and hold investments under 
this section.  This proposed provision would not require that an association request approval for 
each and every investment.  Instead, this proposed provision would provide flexibility for each 
association to choose whether it would prefer to request funding bank approval for each specific 
investment or instead request approval of a type or class of investments. 

 
7. Paragraph (c)(1)--Funding Bank Review, and Approval or Denial of Association 

Investments 
Proposed § 615.5142(c)(1) would require each funding bank to review and approve or 

deny requests by its affiliated associations to buy and hold investments.  Additionally, the 
proposed rule would require the bank to explain in writing its reasons for approving or denying 
the association's request.  Once an association has established a satisfactory investment 
management program under § 615.5142(b), which has been approved by its funding bank, the 
association would be permitted to buy and hold obligations that are issued, or are fully guaranteed 
or insured as to the timely payment of principal and interest by the United States government or 
any of its agencies.  The intent of this proposed provision is to balance the funding needs of the 
associations with the funding capacity of the funding bank. 

 
8. Paragraph (c)(2)--Bank Approval Process  

As part of the approval process, the funding bank must evaluate, determine and document 
that the association has:  (1) Adequate policies, procedures, internal controls, and accounting and 
reporting systems for its investments; (2) the capability and expertise to effectively manage risks 
in investments; and (3) complied with requirements of § 615.5142(b).  Any existing System 
association investment management program previously reviewed and approved by the funding 
bank would need to be re-reviewed and re-approved if proposed § 615.5142 becomes final and 
effective. 

 
The intent of this proposed provision is to balance the risk management needs of the 

associations with the funding and oversight role of the funding bank.  A number of satisfactory 
methods exist for System banks to oversee association investment activities under our regulatory 
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framework.  A bank may take an active role in advising and approving an association's 
investment decisions and strategies.  For example, banks may provide research, analytical or 
advisory services that help associations to manage their investment portfolios. 

 
9. Paragraph (c)(3)--Annual Review of Investment Portfolio 

Proposed § 615.5142(c)(3) also retains the existing requirement that each System bank 
annually review the investment portfolio of every association that it funds.  As part of its annual 
review, the bank must evaluate whether the association's: (1) Investments mitigate and manage its 
risks; and (2) risk management practices continue to be adequate. 

 
The FCA notes that the General Financing Agreement (GFA) (including any attached, 

referenced, or related documents) could establish covenants governing the investment activities of 
an affiliated association.  As such, the GFA can be a useful tool for funding banks to review and 
monitor the investment activities of their affiliated associations. 

 
10. Paragraph (d)--Other Investments Approved by the FCA 

Proposed § 615.5142(d) would continue to allow an association to request the FCA's 
approval to purchase and hold other investments.  We note that this provision represents no 
substantive change from current § 615.5140(e), which allows all System institutions to hold other 
investments that the FCA approves on a case-by-case basis.  Consistent with current practice, the 
request for our approval must explain the risk characteristics of the investment and the purpose 
and objectives for making the investment. 

 
These other investments approved by the FCA under proposed § 615.5142(d) would be 

subject to the portfolio limit on association investments under proposed § 615.5142(a) unless 
otherwise provided for by the FCA.  Furthermore, these other investments could also be subject 
to specific conditions of approval and subject to other limits on a case-by-case basis. 

 
11. Paragraph (e)(1)--Transition and Divestiture Issues for Association Investments 

Under proposed § 615.5142(e)(1), an association would not be required to divest of any 
investments held on or before the date this rule becomes effective if they were previously 
authorized under former § 615.5140 or otherwise authorized by official written Agency action 
that allowed the association to continue to hold such investments.  This transition rule would 
permit an association to continue to hold pre-existing investments that would no longer be 
authorized if proposed § 615.5142 is adopted as a final rule and becomes effective.  However, 
after this proposed rule is effective, once such investments mature, the association would not be 
permitted to renew them unless they are authorized pursuant to proposed § 615.5142(a) or (d). 

 
12. Paragraph (e)(2)--Impact on Existing Investments of Subsequent Declines in Total 

Outstanding Loans 
Under proposed § 615.5142(e)(2), an association would not be required to divest of 

investments purchased on or after the date this proposed rule becomes effective if a subsequent 
decline in total outstanding loans causes it to exceed the 10-percent portfolio limit in 
§ 615.5142(a). 

 
Accordingly, once an association purchases an eligible investment, it would not be 

required to dispose of such investment just because of a subsequent decline in total outstanding 
loans.  This provision would help to ensure that an association would not have to divest of a 
previously purchased asset when loan demand is reduced. 
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13. Paragraph (e)(3)--Management of Ineligible Investments and Divestiture under § 
615.5143 

Proposed § 615.5142(e)(3) would apply to all investments that an association acquires 
after the new regulation becomes effective.  More specifically, all investments that an association 
purchases after proposed § 615.5142 becomes effective as a final rule would be subject to 
§ 615.5143 of this part, which governs the management and divestiture of ineligible investments.  
As a result, an association would need to comply with § 615.5143 if any investment acquired 
after the effective date of this rule did not meet the investment criteria in § 615.5142(a) on or 
after the date of purchase, if it was not approved by the FCA pursuant to § 615.5142(d), or if it 
was approved by the FCA pursuant to § 615.5142(d) but later failed to satisfy the conditions of 
approval. 

 
F. Section 615.5143--Management of Ineligible Investments and Reservation of 

Authority to Require Divestiture 
We propose to revise § 615.5143 to add references to proposed § 615.5142, to reflect that 

associations are generally governed by the requirements of § 615.5143.  In addition, we propose 
to tailor § 615.5143 to the investment and other authorities of Farm Credit banks as compared to 
associations.  Specifically, we clarify that an association that purchases an ineligible investment 
would not be subject to the requirements relating to liquidity, collateral, and net collateral, 
because associations have no regulatory requirements in those areas.  In addition, we propose to 
clarify that no investment is ineligible if it has been approved by the FCA, but an FCA-approved 
investment would be subject to the requirements of § 615.5143(b) if it no longer satisfied the 
conditions of approval. 

 
G. Conforming Changes to Other Regulation Sections 

We propose conforming changes to references in §§ 611.1153, 611.1155, 615.5174, and 
615.5180. 

 
IV.   Compliance Date  

We recognize that Farm Credit banks may require time to bring their policies and 
procedures into compliance with the new requirements in the proposed rule.  Accordingly, we are 
contemplating that Farm Credit banks would be required to comply with the requirements 
governing their investments 6 months after the effective date of the rule, if it is adopted as final.36  
We invite your comments as to whether this delayed compliance timeframe is appropriate.  We 
also invite your comments on whether a delayed compliance date would be appropriate for 
associations as well. 

 
V. Regulatory Flexibility Act 
 Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), the 
FCA hereby certifies that the proposed rule will not have a significant economic impact on a 
substantial number of small entities.  Each of the banks in the System, considered together with 
its affiliated associations, has assets and annual income in excess of the amounts that would 
qualify them as small entities.  Therefore, System institutions are not "small entities" as defined 
in the Regulatory Flexibility Act. 
 
List of Subjects 
 

                                                
36 Farm Credit bank compliance with requirements pertaining to their supervision of association investments would be 
required at the time associations are required to comply with this rule. 
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12 CFR Part 611 
 Agriculture, Banks, banking, Rural areas. 
 
12 CFR Part 615 
 Accounting, Agriculture, Banks, banking, Government securities, Investments, Rural 
areas. 
 
 For the reasons stated in the preamble, parts 611 and 615 of chapter VI, title 12 of the 
Code of Federal Regulations are proposed to be amended as follows: 
 
PART 611--ORGANIZATION 

1. The authority citation for part 611 continues to read as follows: 
 Authority:  Secs. 1.2, 1.3, 1.4, 1.5, 1.12, 1.13, 2.0, 2.1, 2.2, 2.10, 2.11, 2.12, 3.0, 3.1, 3.2, 
3.3, 3.7, 3.8, 3.9, 3.21, 4.3A, 4.12, 4.12A, 4.15, 4.20, 4.21, 4.25, 4.26, 4.27, 4.28A, 5.9, 5.17, 
5.25, 7.0-7.13, 8.5(e) of the Farm Credit Act (12 U.S.C. 2002, 2011, 2012, 2013, 2020, 2021, 
2071, 2072, 2073, 2091, 2092, 2093, 2121, 2122, 2123, 2124, 2128, 2129, 2130, 2142, 2154a, 
2183, 2184, 2203, 2208, 2209, 2211, 2212, 2213, 2214, 2243, 2252, 2261, 2279a-2279f-1, 
2279aa-5(e)); secs. 411 and 412 of Pub. L. 100-233, 101 Stat. 1568, 1638; sec. 414 of Pub. L. 
100-399, 102 Stat. 989, 1004. 
 
§ 611.1153 [Amended] 
 

2. Section 611.1153 is amended by removing in paragraph (i)(1) the reference " § 
615.5140(e)" and adding in its place, the reference "§ 615.5140(b) or  
§ 615.5142(d)". 

 
§ 611.1155 [Amended] 
 

3. Section 611.1155 is amended by removing in paragraph (a)(1) the reference "§ 
615.5140(e)" and adding in its place the reference "§ 615.5140(b) or  
§ 615.5142(d)".  

 
PART 615--FUNDING AND FISCAL AFFAIRS, LOAN POLICIES AND OPERATIONS, 
AND FUNDING OPERATIONS 
 

4.  The authority citation for part 615 is revised to read as follows: 
 

 Authority:  Secs. 1.5, 1.7, 1.10, 1.11, 1.12, 2.2, 2.3, 2.4, 2.5, 2.12, 3.1, 3.7, 3.11, 3.25, 
4.3, 4.3A, 4.9, 4.14B, 4.25, 5.9, 5.17, 6.20, 6.26, 8.0, 8.3, 8.4, 8.6, 8.7, 8.8, 8.10, 8.12 of the Farm 
Credit Act (12 U.S.C. 2013, 2015, 2018, 2019, 2020, 2073, 2074, 2075, 2076, 2093, 2122, 2128, 
2132, 2146, 2154, 2154a, 2160, 2202b, 2211, 2243, 2252, 2278b, 2278b-6, 2279aa, 2279aa-3, 
2279aa-4, 2279aa-6, 2279aa-7, 2279aa-8, 2279aa-10, 2279aa-12); sec. 301(a), Pub. L. 100-233, 
101 Stat. 1568, 1608; sec. 939A, Pub. L. 111-203, 124 Stat. 1326, 1887 (15 U.S.C. 78o-7 note). 
 
§ 615.5131 [Amended]  
 

5. Section 615.5131 is amended by: 
a. Removing the definitions for "eurodollar time deposit", "final maturity", "general 

obligations", "Government agency", "Government-sponsored agency", "liquid investments", 
"mortgage securities", "Nationally Recognized Statistical Rating Organization (NRSRO)", 
"revenue bond", and "weighted average life (WAL)"; 
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b. In the definition of "asset-backed securities (ABS)", remove the words "mortgage 
securities" and add in their place, the words "mortgage-backed securities;" 

c. Adding in alphabetical order the new definitions for “Asset class”, “Collateralized debt 
obligation (CDO)”, “Country risk classification (CRC)”, “Diversified investment fund (DIF)”, 
“Government-sponsored enterprise (GSE)”, “Mortgage-backed securities (MBS)”, “Obligor”, 
“Sponsor”, and “United States (U.S.) Government agency” to read as follows: 

 
§ 615.5131  Definitions. 
*  *  *  *  * 

Asset class means a group of securities that exhibit similar characteristics and behave 
similarly in the marketplace.  Asset classes include, but are not limited to, money market 
instruments, municipal securities, corporate bond securities, MBS, ABS (excluding MBS), and 
any other asset class as determined by the FCA. 

Collateralized debt obligation (CDO) means a debt security collateralized by MBS, ABS, 
or trust-preferred securities. 

Country risk classification (CRC) with respect to a sovereign, means the most recent 
consensus CRC published by the Organization for Economic Cooperation and Development 
(OECD) as of December 31 of the prior calendar year that provides a view of the likelihood that 
the sovereign will service its external debt. 

Diversified investment fund (DIF) means an investment company registered under section 
8 of the Investment Company Act of 1940. 

Government-sponsored enterprise (GSE) means an entity established or chartered by the 
United States Government to serve public purposes specified by the United States Congress but 
whose debt obligations are not explicitly guaranteed by the full faith and credit of the United 
States Government. 
*  *  *  *  * 

Mortgage-backed securities (MBS) means securities that are either: 
(1) Pass-through securities or participation certificates that represent ownership of a 

fractional undivided interest in a specified pool of residential (excluding home equity loans), 
multifamily or commercial mortgages, or  

(2) A multiclass security (including collateralized mortgage obligations and real estate 
mortgage investment conduits) that is backed by a pool of residential, multifamily or commercial 
real estate mortgages, pass through MBS, or other multiclass MBS. 

Obligor means an issuer, guarantor, or other person or entity who has an obligation to 
pay a debt, including interest due, by a specified date or when payment is demanded. 

Sponsor means a person or entity that initiates a transaction by selling or pledging to a 
specially created issuing entity, such as a trust, a group of financial assets that the sponsor either 
has originated itself or has purchased. 

United States (U.S.) Government agency means an instrumentality of the U.S. 
Government whose obligations are fully guaranteed as to the timely payment of principal and 
interest by the full faith and credit of the U.S. Government. 
*  *  *  *  * 
 

6. Section 615.5133 is revised to read as follows: 
 

§ 615.5133 Investment management. 
(a) Responsibilities of board of directors.  Your board of directors must adopt written 

policies for managing your investment activities.  Your board must also ensure that management 
complies with these policies and that appropriate internal controls are in place to prevent loss.  At 
least annually, the board, or a designated committee of the board, must review the sufficiency of 
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these investment policies.  Any changes to the policies must be adopted by the board and be 
documented. 

(b) Investment policies--general requirements.  Your board's written investment policies 
must address the purposes and objectives of investments; risk tolerance; delegations of authority; 
internal controls; due diligence; and reporting requirements.  Your investment policies must fully 
address the extent of pre-purchase analysis that management must perform for various classes of 
investments.  Your investment policies must also address the means for reporting, and approvals 
needed for, exceptions to established policies.  If you are a Farm Credit bank, your investment 
policies must address portfolio diversification and obligor limits under paragraphs (f) and (g) of 
this section.  Investment policies must be sufficiently detailed, consistent with, and appropriate 
for the amounts, types, and risk characteristics of your investments. 

(c) Investment policies--risk tolerance.  Your investment policies must establish risk 
limits for eligible investments and for the entire investment portfolio.  Your investment policies 
must include concentration limits to ensure prudent diversification of credit, market, and, as 
applicable, liquidity risks in the investment portfolio.  Risk limits must be based on all relevant 
factors, including your institutional objectives, capital position, earnings, and quality and 
reliability of risk management systems and must take into consideration the interest rate risk 
management program required by § 615.5180 or § 615.5182, as applicable.  Your investment 
policies must identify the types and quantity of investments that you will hold to achieve your 
objectives and control credit risk, market risk, and liquidity risk as applicable.  Each association 
or service corporation that holds significant investments and each Farm Credit bank must 
establish risk limits in its investment policies, as applicable, for the following types of risk: 

(1) Credit risk.  Investment policies must establish: 
(i) Credit quality standards.  Credit quality standards must be established for single or 

related obligors, sponsors, secured and unsecured exposures, and asset classes or obligations with 
similar characteristics. 

(ii) Concentration limits. Concentration limits must be established for single or related 
obligors, sponsors, geographical areas, industries, unsecured exposures, and asset classes or 
obligations with similar characteristics. 

(iii)  Criteria for selecting brokers, dealers, and investment bankers (collectively, 
securities firms).  You must buy and sell eligible investments with more than one securities firm.  
As part of your review of your investment policies required under paragraph (a) of this section, 
your board of directors, or a designated committee of the board, must review the criteria for 
selecting securities firms.  Any changes to the criteria must be approved by the board. 

(iv) Collateral margin requirements on repurchase agreements.  To the extent you engage 
in repurchase agreements, you must regularly mark the collateral to market and ensure 
appropriate controls are maintained over collateral held. 

(2) Market risk.  Investment policies must set market risk limits for specific types of 
investments and for the investment portfolio. 

(3) Liquidity. 
(i) Liquidity risk at Farm Credit banks.  Investment policies must describe the liquidity 

characteristics of eligible investments that you will hold to meet your liquidity needs and other 
institutional objectives. 

(ii) Liquidity at associations.  Investment policies must describe the liquid characteristics 
of eligible investments that you will hold. 

 (4) Operational risk.  Investment policies must address operational risks, including 
delegations of authority and internal controls in accordance with paragraphs (d) and (e) of this 
section. 

(d) Delegation of authority.  All delegations of authority to specified personnel or 
committees must state the extent of management's authority and responsibilities for investments. 

(e) Internal controls.  You must: 

notes:///8525635E006F5EDA/327AC6BC1652F1C18525646B006AF78B/A3C1298D758D49B38525667F0066EA87
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(1) Establish appropriate internal controls to detect and prevent loss, fraud, 
embezzlement, conflicts of interest, and unauthorized investments. 

(2) Establish and maintain a separation of duties between personnel who supervise or 
execute investment transactions and personnel who supervise or engage in all other investment-
related functions. 

(3) Maintain records and management information systems that are appropriate for the 
level and complexity of your investment activities. 

(4) Implement an effective internal audit program to review, at least annually, your 
investment management function, controls, processes, and compliance with FCA regulations.  
The scope of the annual review must be appropriate for the size, risk and complexity of the 
investment portfolio. 

(f)  Farm Credit bank portfolio diversification. 
(1) Well-diversified portfolio.  Subject to the exemptions set forth in paragraph (f)(2) of 

this section, a Farm Credit bank must maintain a well-diversified investment portfolio as set forth 
in paragraph (f)(3) of this section. 

(2) Exemptions from investment portfolio diversification requirements.  The following 
investments are not subject to the investment portfolio diversification requirements specified in 
paragraph (f)(3) of this section: 

(i) Investments that are fully guaranteed as to the timely payment of principal and 
interest by a U.S. Government agency; and 

(ii) Investments that are fully and explicitly guaranteed as to the timely payment of 
principal and interest by a GSE, except that no more than 50 percent of the investment portfolio 
may be comprised of GSE MBS.  Investments in Farmer Mac securities are governed by 
§ 615.5174 and are not subject to this limitation. 

(3) Investment portfolio diversification requirements.  A well-diversified investment 
portfolio means that, at a minimum, investments are comprised of different asset classes, 
maturities, industries, geographic areas, and obligors.  These diversification requirements apply to 
each individual security that a Farm Credit bank holds within a DIF.  To satisfy the asset class 
and obligor diversification requirements, a Farm Credit bank must, at a minimum, comply with 
the following requirements, except as exempted by paragraph (f)(2) of this section.  These 
diversification parameters must be based on the portfolio valued at amortized cost. 

(i) Asset class diversification.  The investment portfolio must be diversified among 
various asset classes.  No more than 15 percent of the investment portfolio may be invested in any 
one asset class.  Securities within each DIF count toward the appropriate asset class. 

(ii) Obligor diversification.  The investment portfolio must be diversified among various 
obligors.  No more than 3 percent of the investment portfolio may be invested in any one obligor.  
For a DIF, both the DIF itself and the entities obligated to pay the underlying debt are obligors. 

(g) Farm Credit bank obligor limit.  No more than 10 percent of a Farm Credit bank's 
total capital may be invested in any one obligor.  This obligor limit does not apply to investments 
in obligations that are fully guaranteed as to the timely payment of principal and interest by U.S. 
Government agencies or fully and explicitly guaranteed as to the timely payment of principal and 
interest by GSEs.  For a DIF, both the DIF itself and the entities obligated to pay the underlying 
debt are obligors. 

(h) Due diligence. 
(1)  Pre-purchase analysis. 
(i)  Eligibility and compliance with investment policies.  Before you purchase an 

investment, you must conduct sufficient due diligence to determine whether it is eligible under § 
615.5140 or § 615.5142, as applicable, and complies with your board's investment policies.  You 
must document your assessment and the information used in your assessment.  You may hold an 
investment that does not comply with your investment policies only with the prior approval of 
your board. 
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(ii)  Valuation.  Prior to purchase, you must verify the value of the investment (unless it is 
a new issue) with a source that is independent of the broker, dealer, counterparty or other 
intermediary to the transaction. 

(iii)  Risk assessment.  Your assessment of each investment at the time of purchase must 
at a minimum include an evaluation of the credit risk, liquidity risk as applicable, market risk, 
interest rate risk, and underlying collateral of the investment, as applicable.  This assessment must 
be documented and commensurate with the complexity and type of the investment.  You must 
perform stress testing on any investment that is structured or that has uncertain cash flows, 
including all MBS and ABS, before you purchase it.  The stress test must be commensurate with 
the type and complexity of the investment and must enable you to determine that the investment 
does not expose your capital, earnings, or liquidity, if applicable, to risks that are greater than 
those specified in your investment policies.  The stress testing must comply with the requirements 
in paragraph (h)(4)(ii) of this section. 

(2) Ongoing value determination.  At least monthly, you must determine the fair market 
value of each investment in your portfolio and the fair market value of your whole investment 
portfolio. 

(3) Ongoing analysis of credit risk.  You must establish and maintain processes to 
monitor and evaluate changes in the credit quality of each investment in your portfolio and in 
your whole investment portfolio on an ongoing basis. 

(4)  Quarterly stress testing. 
(i) You must stress test your entire investment portfolio, including stress tests of all 

investments individually and stress tests of the portfolio as a whole, at the end of each quarter.  
The stress tests must enable you to determine that your investment securities, both individually 
and on a portfolio-wide basis, do not expose your capital, earnings, or liquidity, if applicable, to 
risks that exceed the risk tolerance specified in your investment policies.  If your portfolio risk 
exceeds your investment policy limits, you must develop a plan to comply with those limits. 

(ii) Your stress tests must be defined in a board-approved policy and must include 
defined parameters for the types of securities you purchase.  The stress tests must be 
comprehensive and appropriate for the risk profile of your institution.  At a minimum, the stress 
tests must be able to measure the price sensitivity of investments over a range of possible interest 
rate/yield curve scenarios.  The methodology that you use to analyze investment securities must 
be appropriate for the complexity, structure, and cash flows of the investments in your portfolio.  
You must rely to the maximum extent practicable on verifiable information to support all your 
assumptions, including prepayment and interest rate volatility assumptions, when you apply your 
stress tests.  You must document the basis for all assumptions that you use to evaluate the security 
and its underlying collateral.  You must also document all subsequent changes in your 
assumptions. 

(5) Presale value verification.  Before you sell an investment, you must verify its value 
with a source that is independent of the broker, dealer, counterparty, or other intermediary to the 
transaction. 

(i) Reports to the board of directors. 
At least quarterly, your management must report on the following to your board of 

directors or a designated board committee: 
(1)  Plans and strategies for achieving the board's objectives for the investment portfolio; 
(2)  Whether the investment portfolio effectively achieves the board's objectives; 
(3)  The current composition, quality, and the risk and liquidity profiles of the investment 

portfolio; 
(4)  The performance of each class of investments and the entire investment portfolio, 

including all gains and losses realized during the quarter on individual investments that you sold 
before maturity and why they were liquidated; 
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(5)  Potential risk exposure to changes in market interest rates as identified through 
quarterly stress testing and any other factors that may affect the value of your investment 
holdings; 

(6)  How investments affect your capital, earnings, and overall financial condition; 
(7)  Any deviations from the board's policies (must be specifically identified); 
(8) The status and performance of each investment described in § 615.5143(a) and (b) or 

that does not comply with your investment policies; including the expected effect of these 
investments on your capital, earnings, liquidity, as applicable, and collateral position; and 

(9)  The terms and status of any required divestiture plan or risk reduction plan. 
 
7. In § 615.5134 paragraph (b) is amended by revising the table to read as follows: 

 
§ 615.5134 Liquidity reserve. 
*  *  *  *  * 

(b) Liquidity reserve requirement. 
*  *  *  *  * 
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Liquidity 
Level 

 
Instruments 

 
Discount (Multiply by) 

Level 1  • Cash, including cash due from traded 
but not yet settled debt 

• Overnight money market investments 
• Obligations of U.S. Government 

agencies with a final remaining 
maturity of 3 years or less 

• GSE senior debt securities that mature 
within 60 days, excluding securities 
issued by the Farm Credit System 

• Diversified investment funds comprised 
exclusively of Level 1 instruments 

100 percent 
 
 
100 percent 
 
 
97 percent 
 
 
 
95 percent 
 
 
 
 
95 percent 

Level 2  • Additional Level 1 investments 
 

• Obligations of U.S. Government 
agencies with a final remaining 
maturity of more than 3 years 

• MBS that are fully guaranteed by a 
U.S. Government agency as to the 
timely repayment of principal and 
interest 

• Diversified investment funds comprised 
exclusively of Levels 1 and 2 
instruments 

Discount for each Level 1 
investment applies. 
 
97 percent 
 
 
 
95 percent 
 
 
 
 
95 percent 

Level 3  • Additional Level 1 or Level 2 
investments 
 

• GSE senior debt securities with 
maturities exceeding 60 days, 
excluding senior debt securities of the 
Farm Credit System 

• MBS that are fully guaranteed by a 
GSE as to the timely repayment of 
principal and interest  

• Money market instruments maturing 
within 90 days 

• Diversified investment funds 
comprised exclusively of levels 1, 2, 
and 3 instruments  

Discount for each Level 1 or 
Level 2 investment applies. 
 
93 percent for all instruments in 
Level 3 

 
*  *  *  *  * 
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8. Section 615.5140 is revised to read as follows: 
 
§ 615.5140  Eligible investments for Farm Credit banks. 

(a) Investment eligibility criteria.  A Farm Credit bank may purchase an investment only 
if it satisfies the following investment eligibility criteria: 

(1) The investment must be purchased and held for one or more investment purposes 
authorized in § 615.5132. 

(2) The investment must be one of the following: 
(i) A non-convertible senior debt security; 
(ii) A money market instrument with a maturity of 1 year or less; 
(iii) A portion of an MBS or ABS that is fully guaranteed as to the timely payment of 

principal and interest by a U. S. Government agency; 
(iv) A portion of an MBS or ABS that is fully and explicitly guaranteed as to the timely 

payment of principal and interest by a GSE, except a security permitted under § 615.5174 of this 
part; 

(v) The senior-most position of an MBS or ABS that is not fully guaranteed as to the 
timely payment of principal and interest by a U.S. Government agency or fully and explicitly 
guaranteed as to the timely payment of principal and interest by a GSE, provided that the MBS 
satisfies the definition of "mortgage related security" in 15 U.S.C. 78c(a)(41); 

(vi) An obligation of an international or multilateral development bank in which the U.S. 
is a voting member; or 

(vii) Shares of a diversified investment fund, if its portfolio consists solely of securities 
that satisfy paragraphs (a)(2)(i), (a)(2)(ii), (a)(2)(iii), (a)(2)(iv), (a)(2)(v), or (a)(2)(vi) of this 
section or that are eligible under § 615.5174.  The investment company's risk and return 
objectives and use of derivatives must be consistent with the Farm Credit bank's investment 
policies. 

(3) At least one obligor of the investment must have very strong capacity to meet its 
financial commitment for the expected life of the investment.  If any obligor whose capacity to 
meet its financial commitment is being relied upon to satisfy this requirement is located outside 
the U.S., either: 

(i) That obligor's sovereign host country must have the highest or second-highest 
consensus Country Risk Classification (0 or 1) as published by the Organization for Economic 
Cooperation and Development (OECD) or be an OECD member that is unrated, or 

(ii) The investment must be fully guaranteed as to the timely payment of principal and 
interest by a U.S. Government agency. 

(4) The investment must exhibit low credit risk and other risk characteristics consistent 
with the purpose or purposes for which it is held. 

(5) The investment must be denominated in U.S. dollars. 
(b) Investments that do not satisfy requirements.  Farm Credit banks may request our 

approval to purchase and hold other investments that do not satisfy the requirements of this 
section.  Farm Credit banks may purchase and hold such investments as approved.  A Farm Credit 
bank's request for our approval must explain the risk characteristics of the investment and the 
purpose and objectives for making the investment. 

(c) Ineligible investments.  Notwithstanding any other provision of this section, Farm 
Credit banks may not purchase CDOs without approval under paragraph (b) of this section. 

(d) Reservation of authority.  FCA may, on a case-by-case basis, determine that a 
particular investment of a Farm Credit bank poses inappropriate risk, notwithstanding that it 
satisfies the investment eligibility criteria.  If so, we will notify the Farm Credit bank as to the 
proper treatment of the investment. 

 
9. Section 615.5142 is revised to read as follows: 
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§ 615.5142  Eligible investments for System associations. 
(a) Subject to the conditions, restrictions and limits set forth in this section, each Farm 

Credit System association, with the approval of its funding bank, may only purchase and hold 
investments to manage risk.  Each System association that purchases investments must identify 
and evaluate how investments contribute to the management of its risks.  Each investment 
purchased must be an obligation issued, or fully guaranteed or insured as to the timely payment of 
principal and interest, by the United States or its agencies and the total amount of investments 
held must not exceed 10 percent of the association’s total outstanding loans.  In computing the 
10-percent limit for association investments, the 30-day average daily balance of investments is 
divided by loans.  Investments are calculated at amortized cost.  Loans are calculated as defined 
in § 615.5131.  For the purpose of this calculation, loans include accrued interest and do not 
include any allowance for loan loss adjustments.  Compliance with the calculation is measured on 
the last day of every month. 

(b) Risk management requirements.  Each System association that purchases investments 
must evaluate its investment management policies, and determine and document how its 
investment activities are conducted in accordance with the following risk management processes 
and procedures: 

(1) Investment management requirements.  Each association that purchases investments 
must comply with § 615.5133(a), (b), (c), (d), (e), (h) and (i) of this part.  These investment 
management processes must be appropriate for the size, risk and complexity of the association's 
investment portfolio. 

(2) Interest rate risk management requirements.  If interest rate risk in investments could 
lead to significant declines in net income or in the market value of capital, the association must 
comply with §§ 615.5180 and 615.5182. 

(3) Other relevant risk management factors.  Each association that purchases investments 
must consider and evaluate any other relevant factors unique to the association or to the nature of 
the investments that could affect such association's risk-bearing capacity, including but not 
limited to management experience and capability to understand and manage complex structures 
and unique risks in investments purchased. 

(c) Funding bank supervision of association investments. 
(1) An association must not purchase and hold an investment without the prior approval 

of its funding bank.  The bank must review each affiliated association's request to buy and hold 
investments and explain in writing the bank's reasons for approving or denying the request. 

(2) In deciding whether or not to approve an association's request to buy and hold 
investments, the bank must evaluate, and document that the association: 

(i) Has adequate policies, procedures, internal controls, and accounting and reporting 
systems for its investments; 

(ii) Has the capability and expertise to effectively manage the risks in investments; and 
(iii) Complies with paragraph (b) of this section. 
(3) The bank must review annually the investment portfolio of every association that it 

funds.  This annual review must evaluate whether the association's investments mitigate and 
manage risk over time, and the continued adequacy of the associations' risk management 
practices. 

(d) Other investments approved by the FCA.  An association may purchase and hold 
other investments that we approve.  The request for our approval must explain the risk 
characteristics of the investment and the purpose and objectives for making the investment.  
These other investments are subject to the funding bank's approval and if approved by the FCA 
are subject to the portfolio limit on association investments in paragraph (a) of this section unless 
otherwise provided for by the FCA. 

(e) Transition and divestiture for association investments. 
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(1) No association is required to divest any investments held on the date this rule 
becomes effective that were previously authorized under former § 615.5140 or otherwise 
authorized by official written FCA action that allowed the association to continue to hold such 
investments.  Once such investments mature, the association must not renew them unless they are 
authorized pursuant to paragraphs (a) or (d) of this section. 

(2) An association is not required to divest of investments if a decline in total 
outstanding loans causes it to exceed the portfolio limit in paragraph (a) of this section.  However, 
the association must not purchase new investments unless after they are purchased, the total 
amount of investments held falls within the portfolio limit in paragraph (a) of this section. 

(3) Section 615.5143 of this part applies to investments that an association acquires after 
the date that this rule becomes effective, if such investments: 

(i) Do not comply with the investment criteria in paragraph (a) of this section on or after 
the date of purchase;  

(ii) Have not been approved by the FCA pursuant to paragraph (d) of this section; or 
(iii) Were approved by the FCA pursuant to paragraph (d) of this section but no longer 

satisfy the conditions of approval. 
 
10. Section 615.5143 is revised to read as follows: 
 

§ 615.5143  Management of ineligible investments and reservation of authority to require 
divestiture. 

(a) Investments ineligible when purchased.  Investments that do not satisfy the eligibility 
criteria set forth in § 615.5140(a) or the investment criteria set forth in § 615.5142(a) or that have 
not been approved by the FCA pursuant to § 615.5140(b) or § 615.5142(d), as applicable, at the 
time of purchase are ineligible.  You must not purchase ineligible investments.  If you determine 
that you have purchased an ineligible investment, you must notify us within 15 calendar days 
after the determination.  You must divest of the investment no later than 60 calendar days after 
you determine that the investment is ineligible unless we approve, in writing, a plan that 
authorizes you to divest the investment over a longer period of time.  Until you divest of the 
investment: 

(1) If you are a Farm Credit bank, it must not be used to satisfy your liquidity 
requirement(s) under § 615.5134; 

(2) It must continue to be included in the § 615.5132 Farm Credit bank investment 
portfolio limit calculation or in the § 615.5142(a) association portfolio limit, as applicable; and 

(3) If you are a Farm Credit bank, it must be excluded as collateral under § 615.5050 and 
net collateral under § 615.5301(c). 

(b) Investments that no longer satisfy investment eligibility criteria.  If you determine 
that an investment (that satisfied the eligibility criteria set forth in § 615.5140(a) or the 
investment criteria set forth in § 615.5142(a), as applicable, when purchased) no longer satisfies 
the criteria, or that an investment that the FCA approved pursuant to § 615.5140(b) or 
§ 615.5142(d), as applicable, no longer satisfies the conditions of approval, you may continue to 
hold the investment, subject to the following requirements: 

(1) You must notify us within 15 calendar days after such determination; 
(2) If you are a Farm Credit bank, you must not use the investment to satisfy your 

liquidity requirement(s) under § 615.5134; 
(3) You must continue to include the investment in the § 615.5132 Farm Credit bank 

investment portfolio limit calculation or in the § 615.5142(a) association portfolio limit, as 
applicable; 

(4) If you are a Farm Credit bank, you may continue to include the investment as 
collateral under § 615.5050 and net collateral under § 615.5301(c) at the lower of cost or market 
value; and 
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(5) You must develop a plan to reduce the investment's risk to you. 
(c) Reservation of authority.  FCA retains the authority to require you to divest of any 

investment at any time for failure to comply with § 615.5132(a) or § 615.5142 or for safety and 
soundness reasons.  The timeframe set by FCA will consider the expected loss on the transaction 
(or transactions) and the effect on your financial condition and performance. 

 
§ 615.5174 [Amended] 
 

11. Section 615.5174 paragraph (d) is amended by removing the reference 
"§ 615.5133(f)(1)(iii) and § 615.5133(f)(4)" and adding in its place, "§ 615.5133(h)(1)(iii) and § 
615.5133(h)(4)". 

 
§ 615.5180 [Amended] 
 

12. Section 615.5180 paragraph (c)(3) is amended by removing the reference "§ 
615.5133(f)(4)" and adding in its place, the reference "§ 615.5133(h)(4)". 
 
Date:  July 21, 2014 
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
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FARM CREDIT ADMINISTRATION  
 
12 CFR Part 612  
 
RIN 3052-AC44  
 
Standards of Conduct and Referral of Known or Suspected Criminal Violations; Standards of 
Conduct 
 
AGENCY:  Farm Credit Administration. 
 
ACTION:  Proposed rule. 
 
SUMMARY:  The Farm Credit Administration (FCA, we, or our) proposes to amend its regulations 
governing standards of conduct of directors, employees, and agents of Farm Credit System (System) 
institutions, excluding the Federal Agricultural Mortgage Corporation.  The amendments would clarify 
and strengthen reporting requirements and prohibitions, require institutions to establish a Code of Ethics, 
and enhance the role of the Standards of Conduct Official.   
 
DATES:  You may send comments on or before May 21, 2014. 
 
ADDRESSES:  We offer a variety of methods for you to submit your comments.  For accuracy and 
efficiency reasons, commenters are encouraged to submit comments by e-mail or through the FCA’s Web 
site.  As facsimiles (fax) are difficult for us to process and achieve compliance with section 508 of the 
Rehabilitation Act, we are no longer accepting comments submitted by fax.  Regardless of the method 
you use, please do not submit your comment multiple times via different methods.  You may submit 
comments by any of the following methods: 
 

• E-mail:  Send us an e-mail at reg-comm@fca.gov. 
• FCA Web site:  http://www.fca.gov.  Select "Public Commenters," then "Public Comments" 

and follow the directions for "Submitting a Comment." 
• Federal eRulemaking Portal:  http://www.regulations.gov.  Follow the instructions for 

submitting comments. 
• Mail:  Barry F. Mardock, Deputy Director, Office of Regulatory Policy, Farm Credit 

Administration, 1501 Farm Credit Drive, McLean, Virginia  22102-5090. 

mailto:reg-comm@fca.gov
http://www.fca.gov/
http://www.regulations.gov/


 
You may review copies of 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 that you provide, such as phone numbers and addresses, will be publicly available.  
However, we will attempt to remove e-mail addresses to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
 
Jacqueline R. Melvin, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, McLean, 
VA 22102-5090, (703) 883-4498, TDD (703) 883-4056, 
 
or 
 
Mary Alice Donner, Senior Counsel, Office of General Counsel, Farm Credit Administration, McLean, 
VA 22102-5090, (703) 883-4020, TDD (703) 883-4056.   
 
SUPPLEMENTARY INFORMATION: 
 
I. Objectives 

 
The objectives of this proposed rule are to: 
 
• Clarify and strengthen the regulations in part 612, subpart A, regarding standards of conduct; 
• Modify definitions; 
• Clarify reporting requirements and prohibitions on the purchase of System institution 

acquired property and lending transactions; 
• Strengthen responsibility and accountability requirements for System institution Standards of 

Conduct Officials, boards of directors (or board), employees, and agents; and 
• Require each System institution to adopt a Code of Ethics. 

 
The FCA has not made significant changes to its standards of conduct regulations since 1994, and we 
have determined that it is appropriate to strengthen and modernize the rule.  The proposed rule would add 
new provisions, clarify and augment some of the current provisions and provide additional flexibility for 
others.  The proposed rule is organized differently from the current rule.  Sections on director and 
employee reporting and prohibited conduct are repositioned to improve the logical flow of the rule.  The 
proposed rule adds a new § 612.2136 on conflicts of interest, a new § 612.2165(a) on Code of Ethics, a 
new § 612.2165(c) on allowing exceptions to certain rules if no conflict of interest exists, and new 
requirements in § 612.2180 addressing standards of conduct for agents.  It also adds new standards of 
conduct responsibilities to System institutions (proposed § 612.2160) and to the Standards of Conduct 
Official (proposed § 612.2170).  We solicit comments on our proposed amendments.  
 
II. Section-by-Section Analysis 
 
A. Definitions [§ 612.2130]  

 
The proposed rule would have some new and some modified definitions:  
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 Code of Ethics.  The proposed rule would define "Code of Ethics" as a written set of standards, 
rules, values, and guidance that an institution uses to ensure the ethical conduct of those who sign it, and 
that reflects professionalism and discourages misconduct so the best interests of the institution are 
advanced.     
  
 Controlled entity and entity controlled by.  The proposed rule would continue to provide that a 
controlled entity includes an interest in an entity in which the individual, directly or indirectly or acting 
through or in concert with one or more persons, owns 5 percent or more of the equity of the entity; owns, 
controls, or has the power to vote 5 percent or more of any class of voting securities of the entity; or has 
the power to exercise a controlling influence over the management of the entity.  The FCA is aware that 
in other contexts the definition of "controlled entity" or "entity controlled by" may mean having an 
ownership interest with a greater threshold than 5 percent; however, the purpose of this rule is to ensure 
that institution directors and employees are completely objective in their decision-making, and are not in 
any way influenced by personal interests.  The FCA believes that a reasonable person could conclude that 
a director or employee could be influenced to act favorably toward an entity in which he or she had an 
economic interest of 5 percent or more.  Therefore, directors and employees should report these interests 
and should abstain from decision-making with regard to them.  So, for the purpose of this rule only, a 
"controlled entity" or "entity controlled by" is defined as an entity in which the director or employee has 
an interest of 5 percent or more, alone or in concert with others, directly or indirectly.  
 
 Employee.  The proposed rule would clarify the definition of "employee" to include non-salaried 
employees such as hourly wage earners. 
 
 Entity.  The proposed rule would add unincorporated business entities to the definition of 
"entity".  
 
 Family.  The proposed rule would add to the current definition of "family" associations or 
relationships that are in the nature of a family relationship.  This is intended to modernize the definition of 
family to include non-traditional relationships, and adoptions and other relationships where an adult who 
is not related to a child acts as a parent to a child living in the home.  Each System institution is 
encouraged to provide more explanation and discussion of the regulatory definition in its standards of 
conduct policies and procedures.   
  

Material.  The proposed rule would not change the definition of "material."  However, each 
System institution must set specific parameters on what constitutes a material financial interest or 
transaction.  The value of a material financial interest or transaction may change depending on the 
circumstances and, to some extent, the geographic location of the institution involved.  The institution’s 
determination of materiality would be subject to FCA examination. 

 
The institution’s policies and procedures may include de minimis values below which a financial 

interest is determined by the board not to be material.  The de minimis amount is necessarily System 
institution-specific, and must be appropriate to the institution’s size, location and risk tolerance.  A de 
minimis amount is an amount or value representing an interest that is so insignificant that no reasonable 
person could conclude that it would influence a director or employee’s ability to act impartially and in the 
best interests of the System institution.  The institution would need to adequately support the values 
established in its determination of de minimis or not material, and this determination would be subject to 
FCA examination. 

 
 Officer.  We propose to replace "secretary" with corporate secretary. 
  



 Ordinary course of business.  We propose to remove "two" concerning transactions between 
persons and add "agents" to those for whom preferential treatment should be avoided. 
 
 Signed.  We would add a definition of "signed" to have the same meaning as set forth in § 620.1 
of this chapter, to provide for greater uniformity in our regulations and to clarify electronic signatures are 
acceptable. 
 
 Unincorporated business entities.  We would add a definition of "unincorporated business 
entities" to have the same meaning as set forth in § 611.1151 of this chapter. 
 
B. Director and Employee Responsibilities and Conduct--Generally [proposed § 612.2135] 
 
 The section heading would be replaced with "responsibilities and conduct" but otherwise this 
section is not substantively changed.  The words "and guidance" are added to paragraph (b) to make clear 
that in addition to regulations, policy statements, instructions and procedures, directors and employees 
must observe guidance of the FCA, to the best of their abilities.  
 
C. Conflicts of Interest [proposed § 612.2136] 
 

The proposed rule would add a new § 612.2136 on conflicts of interest.  This section is added to 
require directors, employees, and agents to take affirmative action to report conflicts of which they are 
aware.  It is intended to compel them to take ownership of and invest in their ethical responsibilities.  
Paragraph (a) would specifically require directors, employees, and agents to disclose any conflicts of 
interests they may have in any matters, activities or transactions pending at the System institution to the 
Standards of Conduct Official.  It would require immediate reporting of conflicts of interests and would 
supplement employee’s and director’s existing annual and periodic reporting requirements.  Paragraph (b) 
would require recusal from any board action on, discussion of, or any other official action on or 
discussion of, those matters.  For example, if a director or employee were to purchase farm equipment 
such as a combine harvester from a known borrower, the purchase should be reported and reviewed by the 
Standards of Conduct Official for conflicts.  If the borrower has a matter or transaction pending at the 
institution, the director or employee would be recused from that matter.  Note that if the purchase were 
financed it would be a lending transaction covered by §§ 612.2145 and 612.2155.  Working together with 
other provisions of the rule, this section is intended to bolster the directors’, employees’, and agents’ 
loyalty to the System institution and to reinforce personal responsibility and accountability in avoiding 
conflicts and acting ethically.  

 
The requirements of disclosure and recusal in this section apply not only to directors, employees, 

and agents, but also those consultants, professionals or experts who are hired to give advice on a matter, 
transaction or activity but may not necessarily meet our definition of "agent".  If the consultant, 
professional or expert has an interest that may compromise his or her complete impartiality in a matter, 
transaction or activity for which his or her expertise is sought, paragraph (a) requires that he or she 
disclose that interest and paragraph (b) requires that he or she refrain from further discussion of System 
business with respect to that matter, transaction or activity. 

 
System institutions must develop policies and procedures to implement this section.  Such 

policies and procedures could include procedures for waiver of the recusal requirement if the Standards of 
Conduct Official determines in writing that the conflict would not interfere with the person’s ability to 
perform impartially and in the best interest of the System institution.  In the absence of such waiver 
procedures, recusal is required. 

 
D. Director Reporting [current § 612.2145 is proposed § 612.2140]   



 
We would revise § 612.2140(b)(1) to require that each director report all "material" financial 

interests with other directors, employees, agents or borrowers of the employing, supervised, and 
supervising institution.  We believe this section is necessary to help directors and Standards of Conduct 
Officials identify and avoid potential conflicts of interests.  Because the proposed rule would require 
directors to report only material financial interests we believe the requirement will not be unduly 
burdensome or intrusive. 

 
As discussed in the section-by-section analysis above, each System institution must develop 

policies and procedures that provide parameters for that which constitutes a "material" financial interest, 
and may develop policies and procedures that set forth a certain de minimis value that would not be 
considered material for reporting requirements.  Reporting of material financial interests is intended to 
assist the Standards of Conduct Official in identifying and resolving conflict situations and to help a 
director identify areas of prohibited conduct.  A material financial interest does not necessarily mean that 
a conflict of interest exists or that the interest would unduly influence the director in his or her position.   

 
Like the current rule, the proposed rule would require directors to report the name of any relative 

or person residing in the director’s household, any business partner, or any entity controlled by the 
director or such persons (alone or in concert) if the director knows or has reason to know that such 
individual or entity transacts business with the institution or any institution supervised by the director’s 
institution.  This rule does not require a director to solicit information from these persons or entities to 
determine whether they had or have transactions with the institution.  However, the FCA presumes that a 
director would know or have reason to know whether or not a relative or other persons residing in the 
director’s household had or has transactions with the institution. 

 
E. Directors--Prohibited Conduct [current § 612.2140 is proposed § 612.2145] 
 

In our current rule, director prohibited conduct and the related limited exceptions are included in 
the same discussion.  In proposed § 612.2145(a), we set forth the basic rules for prohibited conduct.  In 
proposed § 612.2145(b), we set forth the specific limitations and exceptions to the prohibitions.  We 
believe this change is necessary to remove any possible ambiguity from the meaning of the prohibitions.  
Most of these changes are straightforward, but proposed § 612.2145(a)(6) and (b)(3) regarding acquired 
property and proposed § 612.2145(a)(7) and (b)(4) regarding lending transactions require special 
discussion. 

 
The proposed rule would clarify the circumstances under which directors may and may not 

purchase property that a System institution has owned or acquired by foreclosure or similar action.  These 
proposed changes are not substantive; they are clarifications of the rule.  Proposed § 612.2145(a)(6) 
would provide that, among other things, a director may not knowingly acquire, directly or indirectly, 
property that was owned or acquired by the employing, supervising or supervised institution as a result of 
foreclosure or similar action.  Proposed § 612.2145(b)(3) would set forth an exception to the acquired 
property prohibition in proposed § 612.2145(a)(6).  The exception would apply only if the director did not 
participate in the deliberations or decision to foreclose, or to take similar action, or to dispose of the 
property or in establishing the terms of the sale, and (1) the director acquired the property through 
inheritance, or (2) the System institution did not own the property or an interest in the property at any 
time during the 12-month period before the director’s acquisition of the property, or (3) the director 
acquired the property through public auction with open competitive bidding and the Standards of Conduct 
Official determined, before the director acquired the property, that the director does not have an 
advantage over other bidders as a result of the director’s position and that no other conflict of interest or 
the appearance thereof exists.  

  



By open competitive bidding, we mean bidding that is both competitive, allowing involvement of 
all interested parties, and that is open and unsealed.  Open competitive bidding affords all interested 
parties an opportunity to counter-bid.  The advantage to open bidding is that it discourages unethical 
behavior or favoritism.  A public auction can be accomplished on-line as long as there is an opportunity 
for all who may be interested to bid. 

 
 The proposed language does not reflect a substantive change from the intent of this original 
regulatory provision regarding acquired property.  However, we believe that because of the scope of 
misunderstanding and misapplication of the original provision, the revision is necessary.  
 
 Proposed § 612.2145(a)(7) would provide that a director must not directly or indirectly borrow 
from, lend to, or become financially obligated with or on behalf of a director, employee, or agent of the 
employing, supervising or supervised institution or a borrower or loan applicant of the employing 
institution.  This section addresses lending and borrowing relationships.  It prohibits a director from 
entering into a lending or borrowing transaction with those who may have a financial relationship with the 
System institution.  Lending and borrowing relationships include providing guarantees or stand-by letters 
of credit and similar forms of financial obligation.  
 

The FCA recognizes that there are many situations in which a director may enter into lending 
transactions or business relationships that involve financing with other directors, employees, agents, 
borrowers or loan applicants in the ordinary course of business.  Therefore, to keep the provision from 
being unduly restrictive, proposed § 612.2145(b)(4) would set forth an exception to the proposed § 
612.2145(a)(7) prohibition.  The exception would apply if:  (1) The transaction is with a relative or any 
person residing in the director’s household; or (2) the transaction is undertaken in an official capacity in 
connection with the institution’s discounting, lending or participation relationships with OFIs and other 
lenders; or (3) the Standards of Conduct Official determines, as authorized under board policy and in the 
manner outlined in the rule, that the potential for a conflict of interest is insignificant.  The Standards of 
Conduct Official’s determination must be in writing; document that the transaction is in the ordinary 
course of business or is not material in value or amount; document that the director did not participate in 
the determination of any matter affecting the financial interests of the other party to the transaction except 
those matters affecting all shareholders/borrowers in a nondiscriminatory way; and most importantly, the 
Standards of Conduct Official’s determination be made before the director enters into the transaction.  
The Standards of Conduct Official must renew this determination annually, as applicable.  For example, if 
a director and a borrower contemplate an ongoing business relationship by which the director purchases 
grain from a borrower on credit on a regular basis, the Standards of Conduct Official would have to 
review this relationship for conflicts.  Once reviewed, to the extent this is an ongoing relationship in the 
ordinary course of business, the Standards of Conduct Official would not have to review each and every 
transaction, but would renew on an annual basis his or her determination that the ongoing relationship 
remains in the ordinary course of business and does not create a conflict. 

 
 The Standards of Conduct Official cannot ratify prohibited conduct after the fact.  If the 
transaction has been entered into without a pre-existing Standards of Conduct Official determination, then 
the FCA could consider the director to have violated this provision of the regulation.   
 

As discussed, each System institution must set specific parameters on what constitutes a material 
financial interest or transaction and also what is in the ordinary course of business in the local 
environment.  Whether or not to establish a de minimis threshold for review would be left to the 
discretion of each System institution board; however, as discussed above, if the institution does establish 
a de minimis value, it must do so under policies and procedures subject to FCA examination.  The 
institution’s board must not establish the de minimis value to be so high or so ambiguous as to circumvent 
the intent of this rule. 



 
F. Employee Reporting [current § 612.2155 is proposed § 612.2150] 
 
 This provision would require employees to report all "material" financial interests with directors, 
employees, agents or borrowers of the employing, supervised, and supervising institution.  This change 
can be found in proposed § 612.2150(b)(1) and is parallel to the change for directors in proposed § 
612.2140(b)(1). 
 
G. Employees--Prohibited Conduct [current § 612.2150 is proposed § 612.2155] 
 
 This provision has been changed from the current § 612.2150 and the revisions are parallel to the 
changes for director prohibited conduct, where applicable. 
 
H. Joint Employees [proposed § 612.2157] 
 
 This section, like the current rule, prohibits an officer of a Farm Credit Bank (FCB) or 
agricultural credit bank (ACB) from contemporaneously working as an employee at an association in its 
district.  Also, this provision prohibits a non-officer employee of a FCB or ACB from serving as an 
officer of an association in its district.  The FCA recognizes that occasionally the System may benefit 
from having a FCB or an ACB officer serve at an association.  Therefore, this provision is modified from 
the original to allow joint employee relationships with the written approval of the Standards of Conduct 
Official if the bank board of directors agrees that the interests of both System institutions outweighs the 
potential for conflicts of interest or conflicts related to devotion of time to official duties.  The bank must 
provide written notice to the FCA before the joint relationship begins, and the FCA may object within 10 
calendar days of receiving the bank’s notice. 
 
I. Institution Responsibilities [proposed § 612.2160] 
 
 The proposed rule would update this section to require new responsibilities and accountability of 
System institutions in overseeing the standards of conduct program. 
 
 Proposed § 612.2160(a)(1) would require the institution to dedicate appropriate resources to 
support the standards of conduct program.  The Standards of Conduct Official has many duties and 
responsibilities, and depending on the size of the institution it may not be possible for one person to 
satisfactorily manage all of these responsibilities.  Each System institution should dedicate personnel and 
resources as necessary to ensure that the standards of conduct program is carried out thoroughly and in 
compliance with this rule.   
 
 Proposed § 612.2160(a)(3) would require the institution to notify the FCA immediately of any 
known or suspected material standards of conduct violations.  This notification can come directly from 
the board of directors, or from the Standards of Conduct Official as separately required in proposed § 
612.2170(b)(7).  The requirement is added here to make clear that the institution itself is accountable for 
notifying the FCA of known or suspected standards of conduct violations. 
 

Proposed § 612.2160(e) would require the institution to ensure that directors and employees 
certify annually that they will adhere to the institution’s standards of conduct policy and Code of Ethics.  
System institutions would be required under § 612.2160(f) to have documentation that agents (1) are 
subject to applicable industry or professional ethics standards, or (2) have certified to adhere to the 
provisions of the System institution’s Code of Ethics applicable to agents.  The certifications could be 
performed in various ways including electronic signatures. 

 



Proposed § 612.2160(g) would require that System institutions make compliance with the 
standards of conduct program a component of the risk assessment process subject to periodic audit, as 
established by the audit committee, by a person or entity independent of the standards of conduct program.  
We would expect an institution to audit the standards of conduct program at least once every 3 to 4 years 
consistent with its risk assessment and audit planning process.  The scope and depth of the audit would be 
determined and documented by the institution. 

 
Proposed § 612.2160(h) would require institutions to establish an effective method of internal 

controls over the reporting, disclosing, and other requirements of this part, including controls for the 
confidentiality of information reported to and maintained by the Standards of Conduct Official.  It would 
require institutions to establish an effective method of internal controls over the audit of the standards of 
conduct program. 

 
J. Code of Ethics, Policies and Procedures [proposed § 612.2165] 
 
 Many of the provisions in proposed § 612.2165 would be the same as the provisions in current § 
612.2165.  However, each institution should have a strong sense of its role in the System’s mission and 
should have a culture of corporate and personal responsibility to further that mission.  Therefore, in 
addition to adopting internal standards of conduct policies and procedures, proposed § 612.2165(a) would 
require each System institution to adopt a Code of Ethics that applies to directors and employees and that 
includes a provision for the ethical conduct of agents.  Each institution would be required to provide a 
copy of its Code of Ethics to directors, employees, and agents.  Directors and employees would be 
required to sign the institution’s Code of Ethics.  Agents not subject to industry or professional ethics 
standards would be required to certify that they will adhere to the institution’s Code of Ethics provision 
applicable to agents.  
 
 The proposed rule sets forth minimum specific guidelines that each System institution’s Code of 
Ethics would be required to meet.  The institution’s Code of Ethics must promote honest and ethical 
conduct including the ethical handling of actual or apparent conflicts of interest; promote integrity and 
compliance with laws and regulations; prohibit dishonesty, fraud or deceit and discourage any conduct or 
act that would adversely reflect on the reputation, integrity or competency of the System; prohibit misuse 
of office and provide for the prompt reporting of any person or persons who violates the institution’s 
Code of Ethics or engages in any activity that may require further investigation under § 612.2301, subpart 
B of this part, to the Standards of Conduct Official. 
 

Proposed § 612.2165(a)(3) would require each institution’s board to adopt policies and 
procedures concerning the use of unincorporated business entities (UBEs) that, at a minimum, ensure that 
all transactions between the UBE and System institution directors, employees, and agents are conducted 
at arm’s length.  These policies and procedures must ensure that System institution directors, employees, 
and agents comply with their employing institution standards of conduct policies and procedures and this 
rule in their interactions with the UBE.  For example, System institution directors, employees, and agents 
cannot purchase acquired property from a UBE except in compliance with this rule and their institution’s 
standards of conduct policies and procedures. 

 
 The FCA believes that each System institution must review and update its standards of conduct 
policies and procedures, as necessary, to strengthen them.  The FCA expects each System institution to 
modernize and augment its existing standards of conduct policies and procedures to ensure the highest 
standards of honesty, ethics, integrity, impartiality and conduct.  In doing this, each System institution 
should establish reasonable criteria for business relationships and transactions relevant to its business, 
geographic location, and customer base.  The standards outlined in this rule serve as a minimum bar 



against which each System institution should build and develop stronger internal standards of conduct 
policies and procedures.   
 
 Proposed § 612.2165(b)(2) would require System institutions to outline authorities and 
responsibilities of the Standards of Conduct Official.  Included in this requirement would be the authority 
and responsibility to review for compliance with this subpart all loans considered for approval by the 
supervisory bank under §§ 614.4460 and 614.4470, respectively.  System institution loans to directors and 
employees and loans to FCA employees and others subject to §§ 614.4460 and 614.4470 present unique 
conflict of interest issues.  The System institutions should ensure that credit decisions with respect to 
these loans are made without favoritism or special terms.  These loans, which include insider loans, 
warrant a higher level of scrutiny for possible conflict or undue influence than non-insider loans.  
 

Proposed § 612.2165(b)(14) would clarify the circumstances under which an institution’s policies 
and procedures must prohibit the purchase and retirement of the institution’s preferred stock.  This section 
does not place a restriction on the issuance or retirement of borrower stock associated with a director or 
employee loan transaction. 

 
Proposed § 612.2165(b)(16) would require the board in its policies and procedures to provide for 

annual training on standards of conduct.  Training presents an opportunity to continually educate directors 
and employees on standards of conduct issues and the importance of ethical behavior.  

 
Proposed § 612.2165(b)(17) would require the institution to report to the FCA exceptions 

authorized by the institution board under § 612.2165(c).   
 
The FCA recognizes that some of the provisions of the rule may prohibit activity where no actual 

or apparent conflict of interest exists.  Therefore, proposed § 612.2165(c)(1) would allow each System 
institution to adopt policies and procedures by which the System institution board of directors may grant a 
written exception to certain standards of conduct rules under this subpart.  The FCA proposes that rules 
for which an exception may be granted on a case-by-case basis are a reporting requirement, an employee 
or director prohibition on disclosure of information not generally available to the public, an employee 
prohibition on serving as an officer of a non-System entity in the district or of a non-System financial 
institution, a restriction on an employee serving jointly at a bank and association as discussed in proposed 
§ 612.2157, and the 5-percent threshold for defining a controlled entity.  For example, under proposed § 
612.2165(c)(1) a board could allow an exception to the prohibition with respect to an individual director’s 
interest in a "controlled entity" where that director indirectly owns more than 5 percent of the equity and 
the Standards of Conduct Official determines based on the facts and circumstances that there is no 
potential for conflict of interest.  As another example, this provision would allow the board to approve an 
exception to the prohibition on an employee serving as an officer or director of a non-System entity that 
transacts business with the System institution in its district (proposed § 612.2155(a)(4)), if the Standards 
of Conduct Official determines that there is no conflict of interest.   

   
 The exceptions under proposed § 612.2165(c)(1) would have to be approved on a case-by-case 
basis by the institution’s board, based on a recommendation of the Standards of Conduct Official.  The 
Standards of Conduct Official’s recommendation would need to be strongly supported by a written 
determination that the prohibition is not necessary to avoid a conflict or appearance of a conflict or to 
ensure impartiality, objectivity and public confidence in the System institution.  The determination would 
have to be documented in the institution’s files and renewed at least annually.  The institution board 
would impose appropriate conditions, as the circumstances may dictate.  In addition, the board would 
provide for periodic review of the criteria to determine whether the board continues to support the 
Standards of Conduct Official’s recommendation.  The exceptions approved would be subject to FCA 
examination, and to its determination of whether the prohibition of the activity is necessary to avoid a 



conflict or appearance of a conflict or to ensure impartiality, objectivity and public confidence in the 
System institution. 
 
  The FCA specifically requests comment on whether the provisions proposed are appropriate for 
board waiver and whether other provisions should be considered.  There are some transactions so 
susceptible to conflicts that the FCA would not consider permitting a waiver of the rule prohibiting them.  
The rules prohibiting directors, employees, and agents from acquiring property could not be waived.  The 
rules prohibiting an employee from acting as a real estate agent or broker could not be waived, and the 
rule prohibiting an employee from acting as an agent or broker in connection with the sale and placement 
of insurance could not be waived.  Finally the requirement to comply with the institution’s standards of 
conduct policies and Code of Ethics could not be waived.  As previously stated, there may be other rules 
for which an institution board may appropriately consider granting a waiver, and the FCA specifically 
requests comment on the waiver provisions of this proposal and what those rules may be.   
 
 Proposed paragraph (c)(2) of this section would allow the institution board to consider a standing 
exception to director and employee reporting requirements under proposed §§ 612.2140 and 612.2150, 
respectively.  As an example, policies and procedures under proposed § 612.2165(c)(2) could allow an 
exception to the requirement that a director report the name and nature of a business or any entity on 
whose board the director sits, if the entity is a nonprofit organization such as a Chamber of Commerce, or 
a place of worship, and the Standards of Conduct Official determines that the potential for conflict is 
insignificant with respect to that category of entity.  
 
 Proposed paragraph (c)(2) would also permit the board to establish policies and procedures that 
provide for a standing exception to the restrictions in proposed §§ 612.2145(b)(4) and 612.2155(b)(6) on 
lending transactions, if the potential for conflict is insignificant because the transaction is not material, or 
it is in the ordinary course of business.  An institution may identify certain lending transactions that fall 
under a certain dollar value and are de minimis or immaterial.  Those transactions falling below such 
identified amounts would not have to be reported to or reviewed by the Standards of Conduct Official.  In 
addition, an institution may identify certain types of transactions that are in the ordinary course of 
business.  Directors and employees could enter into those ordinary course of business transactions without 
the prior review of the Standards of Conduct Official.  However, where the ordinary course of business 
transaction exceeds the de minimis or immaterial threshold set by the institution, the directors and 
employees must report such transactions, by including them in regular reports to the Standards of 
Conduct Official, and the Standards of Conduct Official must review them.  Putting the exceptions of 
proposed § 612.2165(c)(2) together, a transaction that is in the ordinary course of business and that also is 
de minimis or falls below the immaterial amount would require neither director or employee reporting nor 
Standards of Conduct Official review.  
 
 For example, the System institution may find that certain goods and services that are offered to 
the public in the ordinary course of business at a fixed price, such as diesel fuel, or equipment repairs, do 
not raise conflict of interest concerns, even if purchased from a System borrower with credit.  Institution 
policies and procedures could provide that these transactions would not have to be reported or approved 
unless they reached a certain dollar amount or value threshold.  By contrast, transactions involving price 
negotiation, such as purchasing a tractor or other heavy farm equipment, could raise issues of impartiality 
or favoritism and should be subject to more scrutiny.   
 
 In addition to transactions covered in the institution’s policies and procedures under proposed § 
612.2165(c)(2), proposed §§ 612.2145 and 612.2155 retain the existing flexibility for an institution’s 
Standards of Conduct Official to review a transaction before it is entered into and make a case-by-case 
determination that there is no conflict.  The exceptions in proposed § 612.2165(c)(2) are designed to be 
applied to all directors and employees and as such, must be set on a conservative basis.  However, a 



particular lending transaction that does not fall within the institutions’ § 612.2165(c)(2) exceptions may 
still be a transaction that the Standards of Conduct Official determines has little potential for conflict 
when applying the rules under §§ 612.2145 and 612.2155.  Proposed § 612.2165(f) reminds each System 
institution that the FCA may determine that a transaction or activity constitutes a conflict of interest 
notwithstanding the System institution’s board of director finding to the contrary.  Section 612.2165(d) 
and (e) are included to prevent misuse of the requirements under this section to evade conflict of interest 
rules and situations.  Finally, institution policies and procedures should provide for periodic review by the 
System institution board. 
 
K. Standards of Conduct Official [proposed § 612.2170] 
 

We would revise § 612.2170(a) to require that there must be an internal employee who also 
serves as the institution’s Standards of Conduct Official and who would be accountable to the institution’s 
board for all standards of conduct matters.  The FCA believes that an in-house Standards of Conduct 
Official is in the best position to advise the board because they are in-tune with the day-to-day operations 
of the institution.  In addition, in order to foster a culture of highest integrity and ethical conduct, it is 
important to have a Standards of Conduct Official who has a constant presence at, relationship with, and 
respect of, the employees of the institution.  The proposed rule would require the institution’s board of 
directors to provide for other employees to assist the Standards of Conduct Official as needed to ensure 
the effective operations of the institution’s standards of conduct program. 

 
Proposed § 612.2170(b) would enhance and clarify the responsibility and accountability of the 

Standards of Conduct Official.  The Standards of Conduct Official must receive, actively review, and 
maintain the reports required by the rule.  Proposed § 612.2170(b)(6) would require the Standards of 
Conduct Official to report to the board no less than annually on the effectiveness of the institution’s 
standards of conduct policy and its implementation.  This report should include an evaluation of the 
extent to which safeguards are in place to avoid conflicts of interest and standards of conduct policy 
violations and should present the opportunity to make improvements to the standards of conduct program.   

 
The Standards of Conduct Official must also present any violations of the standards of conduct 

policy to the board for appropriate action.  Section 612.2170(b)(7) would requires the Standards of 
Conduct Official to report to the institution’s board and to the FCA all suspected criminal and, in addition, 
any standards of conduct violations that may have an adverse impact on continued public confidence in 
the System or any of its institutions.   

 
Proposed § 612.2170(c) would provide that a Farm Credit bank may provide assistance to an 

affiliated association’s board of directors and Standards of Conduct Official in complying with this part.  
Proposed § 612.2170(d) would provide that an institution may use an outside counsel or consultant to 
assist the institution in meeting standards of conduct requirements.  However, the institution’s in-house 
Standards of Conduct Official would be responsible for overseeing the outside counsel or consultant. 

 
Proposed § 612.2170(e) would provide that the Standards of Conduct Official must coordinate 

appropriate training with the institution’s board on an annual basis. 
 

L. Standards of Conduct for Agents [current § 612.2260 is proposed § 612.2180] 
 
 It is important for System institutions to hold their agents to the same high ethical standards held 
by their directors and employees.  The proposed rule would require that institutions document that agents 
representing System institutions in contacts with third parties or who provide professional or consultant 
services such as legal, accounting, and appraisal, are subject to industry or professional ethics standards 
and that the institution provide each agent a copy of the institution’s standards of conduct policy and 



Code of Ethics.  The proposed rule would further require that an agent who is not subject to industry or 
professional ethics standards must certify to the System institution that the agent will adhere to the 
provisions of the institution’s Code of Ethics applicable to agents.  Agents play an important role in 
System institutions and this rule would help achieve high ethical standards at every level throughout the 
System.  
 
 To avoid the appearance of conflicts in the disposition or purchase of institution-owned or 
institution-acquired real or personal property, we propose that agents must agree to prohibitions similar to 
those that apply to employees.  The proposed rule would prohibit agents from acquiring any interest in 
real or personal property if it was owned or acquired by the employing institution or any supervised or 
supervising institution as a result of foreclosure or similar action at any time during the agent’s 
employment.  The prohibition would apply for as long as the property is owned or acquired by the System 
institution, and for 12 months after the property is transferred out of the System institution or after the 
agency relationship is terminated, whichever occurs first.  
 
M. Purchase of System Obligations [current § 612.2270 is proposed § 612.2190] 
 
 We revised this section to clarify that directors and employees may not purchase any obligation 
of a System institution except as specifically stated.  
 
III. Regulatory Flexibility Act 

 Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), the FCA 
hereby certifies that the proposed rule would not have a significant economic impact on a substantial 
number of small entities.  Each of the banks in the Farm Credit System, considered together with its 
affiliated associations, has assets and annual income in excess of the amounts that would qualify them as 
small entities.  Therefore, Farm Credit System institutions are not "small entities" as defined in the 
Regulatory Flexibility Act. 
 
List of Subjects in 12 CFR Part 612 
 
 Agriculture, Banks, banking, Conflict of interests, Crime, Investigations, Rural areas. 
 

For the reasons stated in the preamble, part 612 of chapter VI, title 12 of the Code of Federal 
Regulations is proposed to be amended as follows: 

 
PART 612--STANDARDS OF CONDUCT AND REFERRAL OF KNOWN OR SUSPECTED 
CRIMINAL VIOLATIONS 
 

1. The authority citation for part 612 continues to read as follows: 
 
Authority: Secs. 5.9, 5.17, 5.19 of the Farm Credit Act (12 U.S.C. 2243, 2252, 2254).  
 
2. Subpart A, consisting of §§ 612.2130 through 612.2270, is revised to read as follows: 
 

Subpart A--Standards of Conduct 
 
Sec. 
612.2130   Definitions. 
612.2135   Responsibilities and conduct. 
612.2136   Conflicts of interest. 



612.2140   Director reporting. 
612.2145   Directors--prohibited conduct. 
612.2150   Employee reporting. 
612.2155   Employees--prohibited conduct. 
612.2157  Joint employees. 
612.2160   Institution responsibilities. 
612.2165   Code of ethics, policies, and procedures. 
612.2170    Standards of Conduct Official. 
612.2180   Standards of Conduct for agents. 
612.2190    Purchase of System obligations. 
612.2260 [Reserved] 
612.2270 [Reserved] 
 
Subpart A--Standards of Conduct 
 
§ 612.2130 Definitions. 
 For purposes of this part, the following terms are defined: 
 Agent means any person, other than a director or employee, who currently represents a System 
institution in contacts with third parties or who currently provides professional services to a System 
institution, such as legal, accounting, appraisal, and other similar services. 
 Code of Ethics means a written set of standards, rules, values, and guidance that is used to ensure 
the ethical conduct of those who sign it, and that reflects professionalism and discourages misconduct so 
that the best interests of the institution are advanced. 
 Conflicts of interest or the appearance thereof exists when a person has a financial interest in a 
transaction, relationship, or activity that actually affects or has the appearance of affecting the person's 
ability to perform official duties and responsibilities in a totally impartial manner and in the best interest 
of the employing institution when viewed from the perspective of a reasonable person with knowledge of 
the relevant facts. 
 Controlled entity and entity controlled by, for the purposes of this rule only, means an interest in 
an entity in which the individual, directly or indirectly, or acting through or in concert with one or more 
persons: 
 (1)   Owns 5 percent or more of the equity; 
 (2)  Owns, controls, or has the power to vote 5 percent or more of any class of voting securities; 
or 
 (3)   Has the power to exercise a controlling influence over the management of policies of such 
entity. 
 Employee means any salaried officer or part-time, full-time, temporary salaried employee or any 
non-salaried employee who receives a wage. 
 Entity means a corporation, company, association, firm, joint venture, partnership (general or 
limited), unincorporated business entity, society, joint stock company, trust (business or otherwise), fund 
or other organization or institution. 
 Family means an individual and spouse and anyone having the following relationship to either: 
parent, spouse, son, daughter, sibling, stepparent, stepson, stepdaughter, stepbrother, stepsister, half-
brother, half-sister, uncle, aunt, nephew, niece, grandparent, grandson, granddaughter, and the spouses of 
the foregoing and anyone whose association or relationship with the director or employee is the 
equivalent of the foregoing. 
 Financial interest means an interest in an activity, transaction, property, or relationship with a 
person or an entity that involves receiving or providing something of monetary value or other present or 
deferred compensation. 
 Financially obligated with means having a joint legally enforceable obligation with, being 
financially obligated on behalf of (contingently or otherwise), having an enforceable legal obligation 



secured by property owned by another, or owning property that secures an enforceable legal obligation of 
another.   
 Material, when applied to a financial interest or transaction or series of transactions, means that 
the interest or transaction or series of transactions is of such magnitude that a reasonable person with 
knowledge of the relevant facts would question the ability of the person who has the interest or is party to 
such transaction(s) to perform the person’s official duties objectively and impartially and in the best 
interest of the institution and its statutory purpose. 
 Mineral interest means any interest in minerals, oil, or gas, including, but not limited to, any right 
derived directly or indirectly from a mineral, oil, or gas lease, deed, or royalty conveyance. 
 OFI means other financing institutions that have established an access relationship with a Farm 
Credit bank or an agricultural credit bank under section 1.7(b)(1)(B) of the Act. 
 Officer means the chief executive officer, president, chief operating officer, vice president, 
corporate secretary, treasurer, general counsel, chief financial officer, and chief credit officer of each 
System institution, and any person not so designated who holds a similar position of authority. 
 Ordinary course of business, when applied to a transaction, means:  
 (1)   A transaction that is usual and customary between or among persons who are in business 
together; or 
 (2)  A transaction with a person who is in the business of offering the goods or services that are 
the subject of the transaction on terms that are not preferential.  Preferential means that the transaction is 
not on the same terms as those prevailing at the same time for comparable transactions for other persons 
who are not directors, employees, or agents of a System institution. 
 Person means individual or entity. 
 Relative means any member of the family as defined in this section. 
 Service corporation means each service corporation chartered under the Act. 
 Signed, has the same meaning as set forth in § 620.1 of this chapter. 
 Standards of Conduct Official means the official designated under § 612.2170. 
 Supervised institution is a term which only applies within the context of a System bank or an 
employee of a System bank and refers to each association supervised by that bank. 
 Supervising institution is a term that only applies within the context of an association or an 
employee of an association and refers to the bank that supervises that association. 
 System institution and institution mean any bank, association, or service corporation, chartered 
under the Act in the Farm Credit System, including the Farm Credit Banks, banks for cooperatives, 
agricultural credit banks, Federal land bank associations, agricultural credit associations, Federal land 
credit associations, production credit associations, and the Federal Farm Credit Banks Funding 
Corporation. 
 Unincorporated business entities (UBE) has the same meaning as set forth in § 611.1151 of this 
chapter. 
 
§ 612.2135 Responsibilities and conduct. 
 (a)  Directors and employees of all System institutions must maintain high standards of industry, 
honesty, integrity, impartiality, and conduct in order to ensure the proper performance of System business 
and continued public confidence in the System and each of its institutions.  The avoidance of misconduct 
and conflicts of interest is indispensable to the maintenance of these standards. 
 (b) To achieve these high standards of conduct, directors and employees must observe, to the best 
of their abilities, the letter and intent of all applicable local, state, and Federal laws and regulations and 
policy statements, instructions, procedures, and guidance of the Farm Credit Administration.  System 
institutions must exercise diligence and good judgment in carrying out their duties, obligations, and 
responsibilities. 
 
§ 612.2136 Conflicts of interest. 
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 (a) Each director, employee, and agent of a System institution, and consultants who provide 
expert or professional services to the System institution, must: 
 (1) Take measures to avoid conflicts of interest; 
 (2) Disclose conflicts of interest in any matters, activities or transactions pending at the System 
institution, or in the case of consultants, experts or professionals, disclose conflicts of interest in the 
matter, activity, or transaction for which they are providing services, including financial or other personal 
or official interests that may present a conflict of interest or the appearance thereof, to the Standards of 
Conduct Official; and 
 (b) If a person subject to paragraph (a) of this section has a conflict of interest in a matter, 
transaction or activity subject to official action, or before the board of directors, then the person must: 
 (1) Disclose to the official or the board all material non-privileged information relevant to the 
consideration of the matter, activity or transaction, including: 
 (i) The existence, nature, and extent of the person’s interests; and 
 (ii) The facts known to the person as to the matter, activity or transaction under consideration; 
 (2) Refrain from participating in the official action or board discussion of the matter, activity or 
transaction; and 
 (3) Not vote on the matter or transaction. 

(c) The System institution must establish policies and procedures to enforce this section which 
may include procedures by which the Standards of Conduct Official may waive the recusal requirement 
upon his or her written determination that a conflict of interest does not exist or would not interfere with 
the person’s ability to perform impartially and in the best interest of the System institution. 

 
§ 612.2140 Director reporting. 
 (a) Annually, as of the institution's fiscal year end, and at such other times as may be required to 
comply with paragraph (c) of this section, each director must file a written and signed statement with the 
Standards of Conduct Official that fully reports: 
 (1) The names of any immediate family members as defined in § 620.1(e) of this chapter, or 
affiliated organizations, as defined in § 620.1(a) of this chapter, who had transactions with the institution 
at any time during the year;  
 (2) Any matter required to be disclosed by § 620.6(f) of this chapter; and 
 (3) Any additional information the institution may require to make the disclosures required by 
part 620 of this chapter. 
 (b) Each director must, at such intervals as the institution's board determines is necessary to 
effectively enforce this regulation and the institution's standards of conduct policy and Code of Ethics 
adopted pursuant to § 612.2165, file a written and signed statement with the Standards of Conduct 
Official that contains those disclosures required by the regulations and such policy.  At a minimum, these 
disclosures must include: 
 (1) All material financial interests with directors, employees, agents or borrowers of the 
employing, supervised, and supervising institution; 
 (2) The name of any relative or any person residing in the director's household, any business 
partner, or any entity controlled by the director or such persons (alone or in concert) if the director knows 
or has reason to know that such individual or entity transacts business with the institution or any 
institution supervised by the director's institution; and 
 (3) The name and the nature of the business of any entity in which the director has a material 
financial interest or on whose board the director sits if the director knows or has reason to know that such 
entity transacts business with: 
 (i) The director’s institution or any institution supervised by the director’s institution; or 
 (ii) A borrower of the director’s institution or any institution supervised by the director’s 
institution.   
 (c) Any director who becomes or plans to become involved in any relationship, transaction, or 
activity that may violate the institutions’ Code of Ethics or is required to be reported under this section or 



could constitute a conflict of interest, must promptly report in writing such involvement or plan to 
become involved to the Standards of Conduct Official for a determination of whether the relationship, 
transaction, or activity is, in fact, a conflict of interest. 
 (d) Unless a disclosure as a director candidate under part 620 of this chapter has been made 
within the preceding 180 calendar days, a newly elected or appointed director must report matters 
required to be reported in paragraphs (a), (b), and (c) of this section to the Standards of Conduct Official 
within 30 calendar days after the election or appointment and thereafter must comply with the 
requirements of this section. 
 
§ 612.2145 Directors--prohibited conduct. 
 (a) Prohibited conduct. Except as specifically provided under paragraph (b) of this section, a 
director of a System institution must not: 
 (1) Participate, directly or indirectly, in deliberations on, or the determination of, any matter 
affecting, directly or indirectly, the financial interest of the director, any relative of the director, any 
person residing in the director's household, any business partner of the director, or any entity controlled 
by the director or such persons (alone or in concert); 
 (2) Divulge or make use of any fact, information, or document not generally available to the 
public that is acquired by virtue of serving on the board of a System institution;   
 (3) Use the director's position to obtain or attempt to obtain special advantage or favoritism for 
the director, any relative of the director, any person residing in the director's household, any business 
partner of the director, any entity controlled by the director or such persons (alone or in concert), any 
other System institution, or any person transacting business with the institution, including borrowers and 
loan applicants; 
 (4) Use the director's position or information acquired in connection with the director's position to 
solicit or obtain, directly or indirectly, any gift, fee, or other present or deferred compensation or for any 
other personal benefit on behalf of the director, any relative of the director, any person residing in the 
director's household, any business partner of the director, any entity controlled by the director or such 
persons (alone or in concert), any other System institution, or any person transacting business with the 
institution, including borrowers and loan applicants; 
 (5) Accept or solicit, directly or indirectly, any gift, fee, or other present or deferred 
compensation that is offered or could reasonably be viewed as being offered to influence official action or 
to obtain information that the director has access to by reason of serving on the board of a System 
institution; 
 (6) Knowingly acquire, directly or indirectly, any interest in any real or personal property, 
including mineral interests, that was owned or acquired by the employing, supervising, or any supervised 
institution as a result of foreclosure or similar action;   
 (7) Directly or indirectly borrow from, lend to, or become financially obligated with or on behalf 
of, a director, employee, or agent of the employing, supervising or supervised institution or a borrower, or 
loan applicant of the employing institution; or   

(8) Violate an institution's policies and procedures governing standards of conduct or Code of 
Ethics. 
 (b) Exceptions to prohibited conduct. 
 (1) A director may participate in deliberations and determinations of matters prohibited under 
paragraph (a)(1) of this section only if the matter is one of general applicability affecting all 
shareholders/borrowers in a nondiscriminatory way, as determined by the Standards of Conduct Official. 
 (2) A director may divulge or make use of any fact, information, or document prohibited under 
paragraph (a)(2) of this section, only if in the performance of the director’s official duties. 

(3) A director may acquire an interest in any real or personal property prohibited under paragraph 
(a)(6) of this section only if the director did not participate in the deliberations or decision to foreclose, or 
take similar action, or to dispose of the property or in establishing the terms of the sale; and  

(i) The director acquired the property through inheritance; or 



(ii) The System institution did not own the property or interest at any time during the 12-month 
period before the director’s acquisition of the property; or 

(iii) The director acquired the property through public auction with open competitive bidding and 
the Standards of Conduct Official determined in writing, before the director acquired the property, that 
the director does not have an advantage over other bidders as a result of the director’s position and that no 
other conflict of interest or appearance thereof exists.   
 (4) A director may enter into a lending transaction prohibited under paragraph (a)(7) of this 
section only if: 

(i) The transaction is with a relative or any person residing in the director's household; 
 (ii) The transaction is undertaken in an official capacity in connection with the institution's 
discounting, lending or participation relationships with OFIs and other lenders; or 
 (iii) The Standards of Conduct Official, on a case-by-case basis, determines and documents, 
pursuant to a board adopted policy and in the manner outlined herein, that the potential for conflict is 
insignificant.  The Standards of Conduct Official’s determination must: 
 (A) Be in writing; 
 (B) Adequately demonstrate that the transaction is in the ordinary course of business or is not 
material in amount or value;  
 (C) Adequately demonstrate that the director did not participate in the determination of any 
matter affecting the financial interests of the other party to the transaction except those matters affecting 
all shareholders/borrowers in a nondiscriminatory way;  
 (D) Be made before the director enters into the transaction, or at the time the director is appointed 
or elected; and 
 (E) Be renewed annually, as applicable. 
 
§ 612.2150 Employee reporting. 
 (a) Annually, as of the institution's fiscal yearend, and at such other times as may be required to 
comply with paragraph (c) of this section, each senior officer as defined in § 619.9310 of this chapter 
must file a written and signed statement with the Standards of Conduct Official that fully reports: 
 (1) The names of any immediate family members, as defined in § 620.1(e) of this chapter, or 
affiliated organizations, as defined in § 620.1(a) of this chapter, who had transactions with the institution 
at any time during the year; 
 (2) Any matter required to be disclosed by § 620.6(f) of this chapter; and 
 (3) Any additional information the institution may require to make the disclosures required by 
part 620 of this chapter. 
 (b) Each employee must, at such intervals as the institution’s board determines is necessary to 
effectively enforce this regulation and the institution's standards of conduct policy and Code of Ethics 
adopted pursuant to § 612.2165, file a written and signed statement with the Standards of Conduct 
Official that contains those disclosures required by the regulation and such policy.  At a minimum, these 
disclosures must include: 
 (1) All material financial interests with directors, employees, agents or borrowers of the 
employing, supervised, and supervising institutions; 
 (2) The name of any relative or any person residing in the employee's household, any business 
partner, or any entity controlled by the employee or such persons (alone or in concert) if the employee 
knows or has reason to know that such individual or entity transacts business with the employing 
institution, or any institution supervised by the employing institution; and 
 (3) The name and the nature of the business of any entity in which the employee has a material 
financial interest or on whose board the employee sits if the employee knows or has reason to know that 
such entity transacts business with: 
 (i) The employing institution or any institution supervised by the employing institution; or  
 (ii) A borrower of the employing institution or any institution supervised by the employing 
institution. 



 (c) Any employee who becomes or plans to become involved in any relationship, transaction, or 
activity that is required to be reported under this section or could constitute a conflict of interest must 
promptly report in writing such involvement to the Standards of Conduct Official for a determination of 
whether the relationship, transaction, or activity is, in fact, a conflict of interest. 
 (d) A newly hired employee must report matters required to be reported in paragraphs (a), (b), 
and (c) of this section to the Standards of Conduct Official five (5) business days after starting 
employment and thereafter must comply with the requirements of this part. 
 
§ 612.2155  Employees--prohibited conduct. 
 (a)  Prohibited conduct.Except as specifically provided under paragraph (b) of this section, an 
employee of a System institution must not: 
 (1) Participate, directly or indirectly, in deliberations on, or the determination of, any matter 
affecting, directly or indirectly, the financial interest of the employee, any relative of the employee, any 
person residing in the employee's household, any business partner of the employee, or any entity 
controlled by the employee or such persons (alone or in concert); 
 (2) Divulge or make use of any fact, information, or document not generally available to the 
public that is acquired by virtue of being an employee of a System institution;    

(3) Use the employee's position to obtain or attempt to obtain special advantage or favoritism for 
the employee, any relative of the employee, any person residing in the employee's household, any 
business partner of the employee, any entity controlled by the employee or such persons (alone or in 
concert), any other System institution, or any person transacting business with the institution, including 
borrowers and loan applicants; 
 (4) Serve as an officer or director of an entity other than a System institution that transacts 
business with a System institution in the district or of any commercial bank, savings and loan, or other 
non-System financial institution.  For the purposes of this paragraph, "transacts business" does not 
include loans by a System institution to a family-owned entity, service on the board of directors of the 
Federal Agricultural Mortgage Corporation, or transactions with nonprofit entities or entities in which the 
System institution has an ownership interest;  

(5) Use the employee's position or information acquired in connection with the employee's 
position to solicit or obtain, directly or indirectly, any gift, fee, or other present or deferred compensation 
or for any other personal benefit on behalf of the employee, any relative of the employee, any person 
residing in the employee's household, any business partner of the employee, any entity controlled by the 
employee or such persons (alone or in concert), any other System institution, or any person transacting 
business with the institution, including borrowers and loan applicants; 
 (6) Accept or solicit, directly or indirectly, any gift, fee, or other present or deferred 
compensation that is offered or could reasonably be viewed as being offered to influence official action or 
to obtain information that the employee has access to by reason of employment with a System institution; 
 (7) Knowingly acquire, directly or indirectly, any interest in any real or personal property, 
including mineral interests, that was owned or acquired by the employing, supervising, or any supervised 
institution as a result of foreclosure or similar action;  

(8) Directly or indirectly borrow from, lend to, or become financially obligated with or on behalf 
of, a director, employee, or agent of the employing, supervising, or supervised institution or a borrower or 
loan applicant of the employing institution; 
 (9) Act as a real estate agent or broker; 
 (10) Act as an agent or broker in connection with the sale and placement of insurance; or 
 (11) Violate an institution's policies and procedures governing standards of conduct or Code of 
Ethics. 
 (b) Exceptions to prohibited conduct.  
 (1) An employee may participate in deliberations and determinations of matters prohibited under 
paragraph (a)(1) of this section only if the matter is one of general applicability affecting all 
shareholders/borrowers in a nondiscriminatory way, as determined by the Standards of Conduct Official. 



 (2) An employee may divulge or make use of a fact, information, or document prohibited under 
paragraph (a)(2) of this section only if in the performance of official duties. 
 (3) Notwithstanding the prohibitions in paragraph (a)(4) of this section, an employee may serve 
as an officer or director of an employee credit union.  With the prior approval of the board of the 
employing institution, an employee of a Farm Credit Bank or association may serve as a director of a 
cooperative that borrows from an agricultural credit bank.  Prior to approving an employee’s request, the 
board must determine whether the employee's proposed service as a director is likely to cause the 
employee to violate any regulations in this part or the institution's policies, e.g., the requirements relating 
to devotion of time to official duties. 
 (4) An employee may acquire an interest in real or personal property prohibited under paragraph 
(a)(7) of this section only if the employee did not participate in the deliberations or decision to foreclose 
on the property or to take action, or to dispose of the property or in establishing the terms of the sale; and  
 (i) The employee acquired the property through inheritance; or 
 (ii) The System institution did not own the property or interest at any time during the 12-month 
period before the employee’s acquisition of the property. 
 (5) An employee may enter into a lending transaction prohibited under paragraph (a)(8) of this 
section only if: 
 (i) The transaction is with a relative or any person residing in the employee's household; 
 (ii) The transaction is undertaken in an official capacity in connection with the institution's 
discounting, lending, or participation relationships with OFIs and other lenders; or 
 (iii) The Standards of Conduct Official on a case-by-case basis, determines and documents, 
pursuant to a board adopted policy under § 612.2165 and in the manner outlined herein, that the potential 
for conflict is insignificant.  The Standards of Conduct Official’s determination must: 
 (A) Be in writing; 
 (B) Adequately demonstrate that the transaction is in the ordinary course of business or is not 
material in value or amount;  
 (C) Adequately demonstrate that the employee did not participate in the determination of any 
matter affecting the financial interests of the other party to the transaction except those matters affecting 
all shareholders/borrowers in a nondiscriminatory way;  
 (D) Be made before the transaction in question is entered into; and 
 (E) Be renewed annually, as applicable. 
 (6) Paragraph (a)(9) of this section does not apply to transactions involving the purchase or sale 
of real estate intended for the use of the employee, a member of the employee's family, or a person 
residing in the employee's household. 
 (7) Paragraph (a)(10) of this section does not apply to the sale or placement of insurance 
authorized by section 4.29 of the Act. 
  
§ 612.2157 Joint employees. 

 (a) An employee of a Farm Credit bank may serve as an employee of an association in its district 
only if:  

(1) The employee is not an officer of the Farm Credit bank and will not serve as an officer of the 
association; or 

(2) Before such service begins, the Farm Credit bank’s Standards of Conduct Official consents in 
writing to such service, the Farm Credit bank board of directors agrees that the interest of both System 
institutions outweighs the potential for conflicts of interest or conflicts related to devotion of time to 
official duties, the Farm Credit bank delivers written notice to the Farm Credit Administration, and the 
Farm Credit Administration does not object to such service within ten (10) calendar days of receiving the 
notice. 

(b) Each institution must appropriately reflect the expense of joint employees in its financial 
statements. 

 



§ 612.2160 Institution responsibilities. 
 Each institution must: 
 (a) Ensure compliance with this part by its directors, employees, and agents and at a minimum: 
 (1) Provide support as necessary to the Standards of Conduct program including assigning 
appropriate resources and staffing to the Standards of Conduct Official;  
 (2) Act promptly to preserve the integrity of and public confidence in the institution in any matter 
involving a conflict of interest or the appearance of a conflict of interest, whether or not specifically 
addressed by this subpart or the policies and procedures adopted pursuant to § 612.2165; and 
 (3) Notify the Farm Credit Administration immediately of known or suspected material standards 
of conduct violations as described in § 612.2170(b)(7). 
 (b) Take appropriate measures to ensure that all directors and employees are informed of the 
requirements of this regulation and policies and procedures adopted pursuant to § 612.2165. 

(c) Maintain all standards of conduct policies and procedures, reports, investigations, 
determinations, and evidence of compliance with this part for a minimum of six (6) years.  
 (d) Remain informed of applicable industry approved best practices for standards of conduct.   

(e)  Ensure that directors and employees annually certify in writing that they will adhere to the 
institution’s standards of conduct policy and Code of Ethics. 

(f) Provide its agents a copy of the institution’s standards of conduct policy and Code of Ethics; 
(1) Adequately document which of its agents are subject to industry or professional ethics 

standards; and 
(2) Require each agent that is not subject to industry or professional ethics standards to certify 

that he or she will adhere to the provisions of the institution’s Code of Ethics applicable to agents.  
 (g) Ensure that compliance with the standards of conduct program is a component of the 
institution’s risk assessment process subject to periodic audit by a person or entity independent of the 
program.  
 (h) Develop, implement and maintain an effective method of internal controls over the reporting, 
disclosure and other requirements of this part.  The method of internal controls, at a minimum, must 
comply with the requirements of applicable Farm Credit Administration regulations, including § 
618.8430 of this chapter and include controls for: 

(1) The confidentiality of information reported to and maintained by the Standards of Conduct 
Official; and 

(2) The audit of the standards of conduct program for compliance by a person or entity 
independent of the program.   

 
§ 612.2165 Code of Ethics, policies, and procedures. 

(a) Each institution's board of directors must adopt:  
(1) Policies and procedures governing standards of conduct for directors, employees, and agents; 

and 
(2) A code of Ethics that applies to directors and employees and that includes a provision for the 

ethical conduct of agents to ensure the avoidance of conflicts of interest in the performance of their duties.  
The Code of Ethics must include specific guidelines on what is acceptable and unacceptable conduct.  
The Code of Ethics must be signed by directors and employees.  Agents must be presented with the 
institution’s Code of Ethics, and agents not subject to industry or professional ethics standards must sign 
the institution’s Code of Ethics provisions applicable to agents.  The institution’s Code of Ethics must: 
 (i) Promote honest and ethical conduct, including the ethical handling of actual or apparent 
conflicts of interest; 
 (ii) Promote integrity and compliance with applicable laws, rules and regulations governing 
standards of conduct; 
 (iii) Inform directors and employees that they will be held accountable for adhering to the 
institution’s Code of Ethics, or in the case of agents, to industry or professional ethics standards or, in the 
absence thereof, to the System institution’s Code of Ethics provisions applicable to agents; 



 (iv) Prohibit conduct involving dishonesty, fraud, or deceit and discourage the commitment of 
any act that reflects adversely on the reputation, integrity, or competency of the System institution or the 
System;  
 (v) Prohibit conduct involving misuse of office; and 
 (vi) Provide for the prompt reporting to the Standards of Conduct Official any person or persons 
in violation of the institution’s Code of Ethics and of any activity that may require further investigation 
and reporting under § 612.2301; 
 (3) Policies and procedures related to UBEs that ensure the System institution’s directors, 
employees, and agents and the UBE members, partners, employees and agents comply with their 
employing institution’s standards of conduct and avoid conflicts of interest in carrying out their duties 
with respect to the UBE. 
 (b) Board policies and procedures adopted pursuant to paragraph (a) of this section must reflect 
due consideration of the potential adverse impact of activities permitted under the policies and procedures 
and must at a minimum: 
 (1) Establish requirements and prohibitions as are necessary to promote public confidence in the 
institution and the System, preserve the integrity and independence of the supervisory process, and 
prevent the improper use of official property, position, or information.  In developing such requirements 
and prohibitions, the institution must address such issues as the hiring of relatives, political activity, 
devotion of time to duty, use of institution resources, the exchange of gifts and favors among directors 
and employees of the employing, supervising, and supervised institution, and the circumstances under 
which gifts may be accepted by directors and employees from outside sources, in light of the foregoing 
objectives; 
 (2) Outline authorities and responsibilities of the Standards of Conduct Official, including: 
 (i) The authority and responsibility to review for compliance with this subpart all loans before the 
supervisory bank’s approval under §§ 614.4460 and 614.4470, respectively; and 
 (ii) A process to allow the Standards of Conduct Official to report matters to the board without 
fear of reprisal; 
 (3) Establish criteria for business relationships and transactions not specifically prohibited by this 
part between employees or directors and borrowers, loan applicants, directors, or employees of the 
employing, supervised, or supervising institutions, or persons transacting business with such institutions, 
including OFIs or other lenders having an access or participation relationship; 
 (4) Establish criteria under which employees may accept outside employment or compensation; 
 (5) Establish conditions under which employees may receive loans from System institutions; 
 (6) Establish conditions under which employees may acquire an interest in real or personal 
property that served as collateral for a loan from a System institution; 
 (7) Establish conditions under which employees may purchase any real or personal property of a 
System institution acquired by such institution for its operations.  System institutions must use open 
competitive bidding whenever they sell surplus property above a stated value (as established by the board) 
to their employees; 
 (8) Provide for a reasonable period of time for directors and employees to terminate transactions, 
relationships, or activities that are subject to prohibitions that arise at the time of adoption or amendment 
of the policies; 
 (9) Require new directors and new employees involved in transactions, relationships, and 
activities prohibited by these regulations or internal policies to terminate such transactions within the 
same time period established for existing directors or employees pursuant to paragraph (b)(8) of this 
section, beginning with the commencement of the director’s term for new directors, and commencement 
of official duties for new employees, or such shorter time period as the institution may establish; 
 (10)  Establish procedures providing for a director's, employee's, or agent’s recusal from official 
action on any matter in which the director, employee, or agent is prohibited from participating under these 
regulations or the institution's policies; 



 (11)  Establish documentation requirements demonstrating compliance with standards of conduct 
decisions and board policy; 
 (12)  Establish reporting requirements, consistent with this part, to enable the institution to 
comply with § 620.6 of this chapter, monitor conflicts of interest, and monitor recusal compliance; 
 (13)  Establish appeal procedures available to any employee to whom any required approval has 
been denied;  
 (14)  Prohibit directors and employees from purchasing or retiring any preferred stock of the 
institution in advance of the release of material non-public information concerning the institution to other 
stockholders;  
 (15)  Establish when directors and employees may purchase and retire their preferred stock in the 
institution;  

(16) Require annual training and other appropriate measures to ensure that all directors and 
employees are educated on best practices for ethical behavior and standards of conduct and perform their 
duties and responsibilities in an objective and impartial manner; and 

(17) Require that the institution report to the Farm Credit Administration exceptions authorized 
by the board pursuant to paragraph (c) of this section.  

(c) Board policies and procedures adopted pursuant to paragraphs (a) and (b) of this section may 
provide for: 

(1) The board to consider a case-by-case exception to conflicts of interest requirements (§ 
612.2136), director and employee reporting requirements (§§ 612.2140 and 612.2150), the 5-percent 
threshold on controlled entity (§ 612.2130), joint employee prohibitions (§ 612.2157), employee 
prohibitions on serving as an officer or director of a non-System financial institution (§ 612.2155(a)(4)), 
and director and employee prohibitions on sharing information (§§ 612.2145(a)(2) and 612.2155(a)(2), 
respectively).  An exception may be authorized only upon board approval after the board considers the 
written recommendation of the Standards of Conduct Official.  The recommendation must be adequately 
supported by the Standards of Conduct Official’s written determination that in that particular matter or 
transaction application of the prohibition subject to the exception is not necessary to avoid a conflict of 
interest, to avoid the appearance of a conflict of interest or to ensure the confidence in the impartiality and 
objectivity of the director, employee, or System institution.  The board must provide for periodic review 
of the criteria to determine whether the exception continues to be appropriate.  If the board approves an 
exception, it may impose appropriate conditions, such as requiring a written disqualification or additional 
public disclosure. 

(2) Exceptions to reporting requirements under §§ 612.2140 and 612.2150 and exceptions to the 
requirements under §§ 612.2145(b)(4) and 612.2155(b)(6) that the Standards of Conduct Official review a 
lending transaction before it is entered into.  Broad based exceptions in policies may be authorized only if 
the potential for conflict of interest in that category of interests or transactions is insignificant.  The 
potential for conflict of interest may only be considered insignificant if: 

(i) The board determines, under its policies and procedures, that the type of interest or transaction 
is so immaterial in amount or value that no reasonable person with knowledge of all the facts could 
conclude that the interest or transaction would influence a director’s or employee’s ability to act 
impartially and in the best interests of the System institution.  For this exception, transactions otherwise 
prohibited under §§ 612.2145 and 612.2155 do not require the prior approval of the Standards of Conduct 
Official or reporting under §§ 612.2140 and 612.2150; or 

(ii) The board determines, under its policies and procedures that the types of interests or 
transactions covered by the exception or reporting requirement are in the ordinary course of business.  For 
this exception, transactions otherwise prohibited under §§ 612.2145 and 612.2155 do not require the prior 
approval of the Standards of Conduct Official but must be reported under §§ 612.2140 and 612.2150, and 
must be reviewed by the Standards of Conduct Official at least annually; and  

(iii) The board must consider the written recommendation of the Standards of Conduct Official in 
developing these policy exceptions.  The recommendation must be adequately supported by the Standards 
of Conduct Official’s written determination that the amount of value in the transaction or the particular 



type of interest or transaction, does not require application of the reporting requirement or prohibition 
subject to the exception and is not necessary to avoid a conflict of interest, to avoid the appearance of a 
conflict of interest or to ensure the confidence in the impartiality and objectivity of the director, employee, 
or System institution. 

(d) An institution’s directors and employees, including the Standards of Conduct Official, must 
not engage in any act or practice to evade the prohibitions and other requirements of this part. 

(e)  The Farm Credit Administration may take appropriate action against any institution, director 
or employee who or that has entered into any transaction for the purpose of evading the requirements of 
this part. 

(f)  Notwithstanding the exceptions that may be authorized and approved under this subpart, the 
Farm Credit Administration may find that a particular financial interest or transaction, relationship, or 
activity constitutes a conflict of interest or the appearance of a conflict of interest.   

 
§ 612.2170 Standards of Conduct Official. 

(a) Each institution's board of directors must:  
(1)  Designate an officer of the institution as its Standards of Conduct Official; and 
(2) Authorize other employees of the institution or outside counsel or consultants to assist the 

Standards of Conduct Official as needed, and dedicate resources as needed, to ensure the effective 
operations of the institution’s standards of conduct program for compliance with institution policies and 
the Farm Credit Administration’s standards of conduct regulations. 

(b) The Standards of Conduct Official must: 
 (1) Advise directors, director candidates, employees, and potential new employees concerning the 
provisions of this part; 
 (2) Receive, review, and maintain reports required by this part; 
 (3) Make such determinations as are required by this part; 
 (4) Maintain records of determinations as are required by this part; 
 (5) Make appropriate investigations, as directed by the institution's board;  

(6) Report to the board no less than annually on the effectiveness of the institution’s standards of 
conduct policy and its implementation; 
 (7) Report promptly to the institution's board and the Office of General Counsel, Farm Credit 
Administration, all cases where: 
 (i) A preliminary investigation indicates that a Federal criminal statute pursuant to subpart B of 
this part may have been violated; 
 (ii) An investigation results in the resignation or discharge of an employee or the resignation or 
potential removal of a director; or 
 (iii) A known or suspected criminal or standards of conduct violation by a director, employee or 
agent may have an adverse impact on continued public confidence in the System or any of its institutions. 
 (8) Investigate or cause to be investigated all cases involving: 
 (i) Possible violations of criminal statutes by a director, employee or agent; 
 (ii) Possible violations of §§ 612.2136, 612.2145 and 612.2155, and applicable policies and 
procedures approved under § 612.2165; 
 (iii) Complaints received against the directors, employees, and agents of such institution; and 
 (iv) Possible violations of other provisions of this part or when the activities or suspected 
activities of a director, employee or agent are of a sensitive nature and could affect continued public 
confidence in the institution or System. 
 (c) A Farm Credit bank may provide assistance to an affiliated association’s board of directors 
and Standards of Conduct Official in complying with this part. 
 (d) A System institution may use an outside counsel or consultant to assist in complying with this 
part.  However, the Standards of Conduct Official must oversee the outside counsel or consultant and 
remains accountable to the board. 



 (e) The Standards of Conduct Official must coordinate with the board and management in 
administering annual training to ensure that directors and employees remain informed of the institution’s 
current standards of conduct policy and Code of Ethics. 
 
§ 612.2180 Standards of conduct for agents. 
 (a) Agents of System institutions must maintain high standards of honesty, integrity, and 
impartiality in order to ensure the proper performance of System business and continued public 
confidence in the System and its institutions.  The avoidance of misconduct and conflicts of interest is 
indispensable to the maintenance of these standards. 
 (b) System institutions must utilize safe and sound business practices in the engagement, 
utilization, and retention of agents.  These practices must provide for the selection of qualified and 
reputable agents.  Agents representing a System institution in contacts with third parties or who provide 
consultant or professional services such as legal, accounting and appraisal, must review and acknowledge 
receipt of the institution’s Code of Ethics.  Agents must certify to the System institution that the agent 
will adhere to the agent’s professional or industry ethics standards, or to the institution’s Code of Ethics 
provisions applicable to agents.  Employing System institutions are responsible for the actions of their 
agents, and must take appropriate investigative and corrective action in the case of a breach of fiduciary 
duties by the agent or failure of the agent to carry out its duties. 
 (c) System institutions must exercise special diligence and control, through good business 
practices, to avoid or control situations that have inherent potential for sensitivity, either real or perceived.  
These areas include the employment of agents who are related to directors or employees of System 
institutions; the solicitation and acceptance of gifts, contributions, or special considerations by agents; and 
the use of System and borrower information obtained in the course of the agent's association with System 
institutions.   
 (d) An agent may not knowingly acquire, directly or indirectly, except through inheritance, any 
interest in real or personal property, including a mineral interest, that was owned by the employing 
institution or any supervised or supervising institution as a result of foreclosure or similar action during 
the agent’s employment.  This prohibition applies for one (1) year after the transfer of the property out of 
the System institution or after the termination of the agent relationship, whichever occurs first. 
 
§ 612.2190 Purchase of System obligations. 
 (a)  Employees and directors of System institutions must not purchase any obligation of a System 
institution, including any joint, consolidated, or Systemwide obligation, unless such obligation is: 
 (1) Part of an offering available to the general public; and 
 (2)  Purchased through a dealer or dealer bank affiliated with a member of the selling group 
designated by the Federal Farm Credit Banks Funding Corporation or purchased in the secondary market. 
 (b) A director or employee of the Federal Farm Credit Banks Funding Corporation must not 
purchase or otherwise acquire, directly or indirectly, except by inheritance, any obligation of a System 
institution, including any joint, consolidated, or Systemwide obligation.  
 
§§ 612.2260 and 612.2270 [Reserved] 
 
Date:  February 7, 2014 
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 
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FARM CREDIT ADMINISTRATION  
 
12 CFR Part 612  
 
RIN 3052-AC44  
 
Standards of Conduct and Referral of Known or Suspected Criminal Violations; Standards 
of Conduct 
 
AGENCY:  Farm Credit Administration. 
 
ACTION:  Proposed rule; reopening of comment period. 
 
SUMMARY:  The Farm Credit Administration (FCA, we, or our) reopens the comment period 
on a proposed rule that would amend its regulations governing standards of conduct of directors, 
employees, and agents of Farm Credit System (System) institutions, excluding the Federal 
Agricultural Mortgage Corporation and clarify and strengthen reporting requirements and 
prohibitions, require institutions to establish a Code of Ethics, and enhance the role of the 
Standards of Conduct Official.  Reopening the comment period will afford interested parties a 
new opportunity to comment on the proposed regulations. 
 
DATES:  Comments on the proposed rule must be submitted on or before June 20, 2014. 
 
ADDRESSES:  We offer a variety of methods for you to submit your comments.  For accuracy 
and efficiency reasons, commenters are encouraged to submit comments by e-mail or through the 
FCA’s Web site.  As facsimiles (fax) are difficult for us to process and achieve compliance with 
section 508 of the Rehabilitation Act, we are no longer accepting comments submitted by fax.  
Regardless of the method you use, please do not submit your comment multiple times via 
different methods.  You may submit comments by any of the following methods: 
 

• E-mail:  Send us an e-mail at reg-comm@fca.gov. 
• FCA Web site:  http://www.fca.gov.  Select "Public Commenters, " then "Public 

Comments" and follow the directions for "Submitting a Comment." 

mailto:reg-comm@fca.gov
http://www.fca.gov/
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• Federal eRulemaking Portal:  http://www.regulations.gov.  Follow the 
instructions for submitting comments. 

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

 
You may review copies of 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 that you provide, such as phone numbers 
and addresses, will be publicly available.  However, we will attempt to remove e-mail addresses 
to help reduce Internet spam. 
 
FOR FURTHER INFORMATION CONTACT: 
Jacqueline R. Melvin, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, 
McLean, VA 22102-5090, (703) 883-4498, TDD (703) 883-4056, 
 
or 
 
Mary Alice Donner, Senior Counsel, Office of General Counsel, Farm Credit Administration, 
McLean, VA 22102-5090, (703) 883-4020, TDD (703) 883-4056.   
 
SUPPLEMENTARY INFORMATION: 
 
 On February 20, 2014, the FCA published a proposed rule in the Federal Register seeking 
public comment on proposed changes to clarify and strengthen the standards of conduct 
regulations in part 612, subpart A.  See 79 FR 9649.  The FCA received numerous letters in 
response to the proposed rule requesting we extend the comment period. In a letter dated May 8, 
2014, the Farm Credit Council (Council), on behalf of System institution banks, associations, and 
service organizations, requested that we extend the comment period for another 60 days to allow 
more time for boards of directors to study the rule and discuss their responses.  Several System 
associations submitted separate letters supporting the Council’s request for the extension of the 
comment period.  Given that we have already given interested parties 90 days to comment on our 
proposed rule, we believe an additional 30 days is sufficient for submitting comments to FCA.  
As a result, we are reopening the comment period and granting an additional 30 days until June 
20, 2014, to allow all interested parties an opportunity to comment.  
 
Date:  May 22, 2014 
 
Dale L. Aultman, 
Secretary, 
Farm Credit Administration Board. 

http://www.regulations.gov/
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