68 FR 23425, 05/02/2003

Handbook Mailing HM-03-10

[6705-01-P]

FARM CREDIT ADMINISTRATION

12 CFR Part 613

RIN 3052-AC20

Eligibility and Scope of Financing

AGENCY: Farm Credit Administration.

ACTION: Advance notice of proposed rulemaking.

SUMMARY': The Farm Credit Administration (FCA) is considering whether to revise its regulations
governing eligibility and scope of financing for farmers, ranchers, and aquatic producers or harvesters
who borrow from Farm Credit System (FCS or System) institutions that operate under titles I or Il of
the Farm Credit Act of 1971, as amended (Act). We are also considering whether we should modify
our regulatory definition of "moderately priced" rural housing. We invite your comments.

DATES: You may send us comments by July 31, 2003.

ADDRESSES: You may send comments by electronic mail to "reg-comm@fca.gov," through the
Pending Regulations section of FCA's Web site, "www.fca.gov," or through the government-wide
"www.regulations.gov" portal. You may also send comments to Robert E. Donnelly, Acting Director,
Regulation and Policy Division, Office of Policy and Analysis, Farm Credit Administration, 1501 Farm
Credit Drive, McLean, Virginia 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:

Mark L. Johansen, Policy Analyst, Office of Policy and Analysis, Farm Credit Administration,
McLean, VA 22102-5090, (703) 883-4498, TTY (703) 883-4434,

or

Richard Katz, Senior Attorney, Office of General Counsel, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4020, TTY (703) 883-4020.

SUPPLEMENTARY INFORMATION:
I. Introduction

We received two petitions under 5 U.S.C. 553(e) to repeal § 613.3005, which limits the amount
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of credit that FCS institutions that operate under titles | or Il of the Act can extend to eligible farmers,
ranchers, and aquatic producers or harvesters (collectively referred to as "farmers™). The petitioners
state that the Act does not restrict the System's authority to finance all the credit needs of any group of
eligible farmers and, therefore, § 613.3005 should be eliminated as having no basis in law. The
petitioners also state that § 613.3005 unnecessarily restricts the System's ability to serve creditworthy
and eligible farmers, particularly those who have significant off-farm income, and young, beginning,
and small farmers. One petitioner also asked us to change the definition of "moderately priced" rural
housing in § 613.3030(a)(4). The petitioner stated that this definition has not kept pace with the
evolving rural housing market and, therefore, is preventing FCS institutions that operate under titles |
and Il from fully serving the housing needs of eligible non-farm rural residents.

We have decided to start a rulemaking in response to these two petitions. We reserve judgment
on the appropriate legal interpretation of the relevant provisions of the Act. Nevertheless, we believe it
is appropriate to review our regulations governing eligibility and scope of financing for farmers and our
definition of "moderately priced" rural housing. The goal of this rulemaking is to explore how our
regulations can become more responsive to the needs of all eligible and creditworthy farmers and rural
residents within the boundaries of the Act.

Il. Background

A. Farmers

Section 1.9 of the Act authorizes FCS mortgage lenders to extend credit to "bona fide farmers,
ranchers, or producers or harvesters of aquatic products.” Section 1.11(a)(1) of the Act states that
"Loans made by a Farm Credit [mortgage lender] to farmers, ranchers, and producers or harvesters of
aquatic products may be for any agricultural or aquatic purpose and other credit needs of the applicant.
..." Similarly, section 2.4(a)(1) authorizes certain FCS associations to "make, guarantee, or participate
with other lenders in short- and intermediate-term loans and other similar financial assistance to . . .
bona fide farmers and ranchers and the producers or harvesters of aquatic products, for agricultural or
aquatic purposes and other requirements of such borrowers. . . ."

Under § 613.3000(a)(1), a "bona fide farmer or rancher" is "a person owning agricultural land
or engaged in the production of agricultural products ...." The scope of financing regulation, §
613.3005, which the petitioners asked us to repeal, states:

It is the objective of each bank and association, except
for banks for cooperatives, to provide full credit, to the
extent of creditworthiness, to the full-time bona fide
farmer (one whose primary business and vocation is
farming, ranching, or producing or harvesting aquatic
products); and conservative credit to less than full-time
farmers for agricultural enterprises, and more restricted
credit for other credit requirements as needed to ensure
a sound credit package or to accommodate a borrower's
needs as long as the total credit results in being
primarily an agricultural loan. However, the part-time
farmer who needs to seek off-farm employment to
supplement farm income or who desires to supplement
off-farm income by living in a rural area and is carrying
on a valid agricultural operation, shall have availability
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of credit for mortgages, other agricultural purposes, and
family needs in the preferred position along with
full-time farmers. Loans to farmers shall be on an
increasingly conservative basis as the emphasis moves
away from the full-time bona fide farmer to the point
where agricultural needs only will be financed for the
applicant whose business is essentially other than
farming. Credit shall not be extended where
investment in agricultural assets for speculative
appreciation is a primary factor.

B. Non-Farm Rural Housing

Existing § 613.3030(a)(4) establishes two methods that FCS lenders may use to determine
whether rural housing is "moderately priced.” The first method derives from section 8.0(1)(B) of the
Act, which defines "moderate priced" for the purpose of secondary market financing as dwellings
(excluding the land) that do not exceed $100,000, as adjusted for inflation. The second method
authorizes FCS banks and associations to determine whether housing in a particular rural area is
"moderately priced" by documenting data from a credible, independent, and recognized national or
regional source. Housing values at or below the 75th percentile are deemed to be moderately priced.

I11. Questions

This rulemaking gives you the opportunity to tell us whether and how we should change our
eligibility and scope of financing regulations for eligible farmers. We want to know if you think we
should change the eligibility criteria for farmers as defined in 8 613.3000. In addition, we seek your
input on whether we should repeal, retain, or amend the scope of financing requirements in § 613.3005.
We are particularly interested in your views on how we should regulate FCS lending for farmers' other
credit needs. Please respond to the following questions.

1. Current 8 613.3000(a)(1) defines a bona fide farmer, rancher, or aquatic producer as a
person who either owns agricultural land or is engaging in the production of agricultural products. Do
you think the FCA should retain or change this definition? If you favor changing this definition, please
offer specific recommendations.

2. What limits, if any, should FCA regulations place on lending for farmers' other credit
needs?

3. How should we regulate access to the other credit needs of eligible farmers who derive most
of their income from off-farm sources? Do you favor retaining the current regulatory distinction
between full-time and part-time farmers? If not, what would be a better approach?

4. Should we change our definition of "moderately priced"” rural housing in § 613.3030(a)(4)?
If you favor changing the definition, please offer specific recommendations.

The FCA welcomes other ideas or suggestions you may have about our eligibility and scope of
financing regulations for eligible farmers and our regulations defining "moderately priced" rural
housing.

The FCA also plans to conduct a public meeting on eligibility and scope of financing for
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eligible farmers and our definition of "moderately priced" rural housing. We will publish a separate
notice in the Federal Register that will provide interested parties more information about the public

meeting.

Dated: April 29, 2003

Jeanette C. Brinkley,

Secretary,
Farm Credit Administration Board.
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68 FR 23426, 05/02/2003

Handbook Mailing HM-03-11

[6705-01-P]

FARM CREDIT ADMINISTRATION

12 CFR Part 613

RIN 3052-AC20

Eligibility and Scope of Financing

AGENCY: Farm Credit Administration.

ACTION: Notice of public meeting.

SUMMARY': The Farm Credit Administration (FCA or agency) announces a public meeting to hear
your views about whether and how we should revise our regulations governing eligibility and scope of
financing for farmers, ranchers, and aquatic producers or harvesters who borrow from Farm Credit
System institutions that operate under titles I or Il of the Farm Credit Act of 1971, as amended (Act)

and our definition of "moderately priced" rural housing.

DATES: The public meeting will be held on June 26, 2003, in McLean, Virginia, 22102-5090 (703)
883-4056.

ADDRESSES: The FCA will hold the public meeting at our headquarters location at 1501 Farm
Credit Drive, McLean, Virginia at 9:00 a.m. Eastern Daylight Savings Time. You may submit requests
to appear and present testimony for the public meeting by electronic mail to "reg-comm@fca.gov,"
through the Pending Regulations section of FCA's Web site, "www.fca.gov," or through the
government-wide "www.regulations.gov" portal. You may also submit requests to Robert E. Donnelly,
Acting Director, Regulation and Policy Division, Office of Policy and Analysis, Farm Credit
Administration, 1501 Farm Credit Drive, McLean, Virginia 22102-5090 or by facsimile to (703)
734-5784.

FOR FURTHER INFORMATION CONTACT:

Mark L. Johansen, Policy Analyst, Office of Policy and Analysis, Farm Credit Administration,
McLean, VA 22102-5090, (703) 883-4498, TTY (703) 883-4434,

or

Richard Katz, Senior Attorney, Office of General Counsel, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4020, TTY (703) 883-4020.

SUPPLEMENTARY INFORMATION:
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I. Background

We started this rulemaking in response to two petitions that asked us to repeal the scope of
financing regulations in § 613.3005. One petitioner also asked us to modify our definition of
"moderately priced" rural housing in § 613.3030(a)(4). The goal of this rulemaking is to explore how
our regulations can become more responsive to the needs of all eligible ranchers, and aquatic producers
or harvesters (collectively referred to as "farmers™) and non-farm rural residents within the boundaries
of the Act. We are publishing an Advance Notice of Proposed Rulemaking (ANPRM) in this issue of
the Federal Register. In this document, we are announcing that we will hold a public meeting so you
have another forum to present your views to us.

Il. Topics

At the hearing, we will ask that you answer the same questions we asked in the ANPRM:

1. Current 8 613.3000(a)(1) defines a bona fide farmer, rancher, or aquatic producer as a
person who either owns agricultural land, or is engaging in the production of agricultural products. Do
you think the FCA should retain or change this definition? If you favor changing this definition, please
offer specific recommendations.

2. What limits, if any, should FCA regulations place on lending for farmers' other credit
needs?

3. How should we regulate access to the other credit needs of eligible farmers who derive most
of their income from off-farm sources? Do you favor retaining the current regulatory distinction
between full-time and part-time farmers? If not, what would be a better approach?

4. Should we change our definition of "moderately priced"” rural housing in § 613.3030(a)(4)?
If you favor changing the definition, please offer specific recommendations.

I1l. Request To Present Testimony

Anyone wishing to present testimony in person may notify us by June 21, 2003, or register to
speak on the day of the meeting. A request to speak should provide the name, address, and telephone
number of the person wishing to testify and the general nature of the testimony. Requests to provide
testimony in person will be honored in order of receipt.

Parties who register to speak on the day of the meeting may be invited to provide their
testimony if time permits. If more people wish to testify than time permits, we will accept written
statements for the record for 30 calendar days following the date of the public meeting.

Please limit oral testimony at the meeting to 10 minutes per person and allow 5 minutes for follow-up
questions. At the public meeting, we will also accept, for the record, written comments on questions
and issues raised in the ANPRM or any other comments that attendees may have on the subject of
eligibility and scope of financing for farmers, ranchers, and aquatic producers and harvesters and the
definition of "moderately priced" rural housing.

You may also wish to submit written statements or detailed summaries of the text of your testimony.
Written comments that you wish to submit to supplement your testimony should be presented to us by
the close of the public meeting.

Written copies of the testimony, along with a recorded transcript of the proceedings, will be
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included in our official public record. A transcript of the public meeting and any written statements
submitted to the agency will be available for public inspection at our office in McLean, Virginia.

IV. Special Accommodations

The meeting is accessible to people with disabilities. Requests for sign language interpretation
or other auxiliary aids should be received by FCA's Office of Communications and Public Affairs at
(703) 883-4056, (TTY (703) 883-4056) by June 21, 2003.

Dated: April 29, 2003
Jeanette C. Brinkley,

Secretary,
Farm Credit Administration Board.
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68 FR 44490, 07/29/2003

Handbook Mailing HM-03-15

[6705-01-P]

FARM CREDIT ADMINISTRATION

12 CFR Part 613

RIN 3052-AC20

Eligibility and Scope of Financing

AGENCY: Farm Credit Administration.

ACTION: Proposed rule; extension of comment period.

SUMMARY : The Farm Credit Administration (FCA) is extending the comment period on our
Advance Notice of Proposed Rulemaking concerning eligibility and scope of financing for
farmers, ranchers, and aquatic producers or harvesters, and "moderately priced" rural housing.
We are extending the comment period so all interested parties have more time to respond to our
guestions.

DATES: Please send your comments to the FCA by October 29, 2003.

ADDRESSES: We encourage you to send comments by electronic mail to
"reg-comm@fca.gov," through the Pending Regulations section of FCA's Web site,
"www.fca.gov," or through the government-wide "www.regulations.gov" portal. You may also
send comments to S. Robert Coleman, Director, Regulation and Policy Division, Office of Policy
and Analysis, Farm Credit Administration, 1501 Farm Credit Drive, McLean, Virginia
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:

Mark L. Johansen, Policy Analyst, Office of Policy and Analysis, Farm Credit Administration,
McLean, VA 22102-5090, (703) 883-4498, TTY (703) 883-4434.

Or

Richard A. Katz, Senior Attorney, Office of General Counsel, Farm Credit Administration,
McLean, VA 22102-5090, (703) 883-4020, TTY (703) 883-4020.

SUPPLEMENTARY INFORMATION: On May 2, 2003, FCA published a notice in the
Federal Register seeking public comment on whether it should revise its regulations governing
eligibility and scope of financing for farmers, ranchers, and aquatic producers or harvesters who
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borrow from Farm Credit System institutions that operate under titles | or Il of the Farm Credit
Act of 1971, as amended. In addition, we requested public comment on whether we should
modify our regulatory definition of "moderately priced" rural housing. The comment period
expires on July 31, 2003. See 68 FR 23425, May 2, 2003.

We also held a public meeting on June 26, 2003, to hear views from the public about whether
and how we should revise our regulations governing eligibility, scope of financing, and
"moderately priced" rural housing. After the public meeting two members of the public
requested that we extend the comment period for an additional 90 days. In response to this
request, we are extending the comment period until October 29, 2003, so all interested parties
have more time to respond to our questions. The FCA supports public involvement and
participation in its regulatory and policy process and invites all interested parties to review and
provide comments on our notice.

Dated: July 23, 2003
Jeanette C. Brinkley,

Secretary,
Farm Credit Administration Board.
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69 FR 12694, 03/17/2004

Handbook Mailing HM-04-5

[6705-01-P]

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:

. Background
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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 aloan 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. ldentifying 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
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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 Requlations 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.

I1. 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
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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.

I11. 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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72 FR 61568, 10/31/2007

Handbook Mailing HM-07-8

[6705-01-P]

FARM CREDIT ADMINISTRATION
12 CFR Part 615

RIN 3052-AC25

Funding and Fiscal Affairs, Loan Policies and Operations, and Funding Operations; Capital
Adequacy--Basel Accord

AGENCY: Farm Credit Administration.
ACTION: Advance notice of proposed rulemaking (ANPRM).

SUMMARY': The Farm Credit Administration (FCA or we) is considering possible modifications to our
risk-based capital rules for Farm Credit System institutions (FCS or System) that are similar to the
standardized approach delineated in the New Basel Capital Accord. We are seeking comments to
facilitate the development of a proposed rule that would enhance our regulatory capital framework and
more closely align minimum capital requirements with risks taken by System institutions. We are also
withdrawing our previously published ANPRM.

DATES: You may send comments on or before March 31, 2008.

ADDRESSES: We offer several methods for the public to submit comments. For accuracy and
efficiency reasons, commenters are encouraged to submit comments by e-mail or through the Agency’s
Web site or the Federal eRulemaking Portal. 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 E-mail: Send us an e-mail at reg-comm@fca.gov.

e Agency Web site: http://www.fca.gov. Select “Legal Info,” then “Pending Regulations and
Notices.”

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

e Mail: Gary K. Van Meter, Deputy Director, Office of Regulatory Policy, Farm Credit
Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090.

e FAX: (703) 883-4477. Posting and processing of faxes may be delayed, as faxes are difficult

for us to process and achieve compliance with section 508 of the Rehabilitation Act. Please
consider another means to comment, if possible.
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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 “Legal Info,” and then select
“Public Comments.” We will show your comments as submitted, but for technical reasons we may omit
items such as logos and special characters. ldentifying 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:

Laurie Rea, Associate Director, Office of Regulatory Policy, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4232, TTY (703) 883-4434,

or

Wade Wynn, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4262, 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:

I. Objectives

The objective of this ANPRM is to gather information to facilitate the development of a
comprehensive proposal that would:

1. Promote safe and sound banking practices and a prudent level of regulatory capital for
System institutions;"

2. Improve the risk sensitivity of our regulatory capital requirements while avoiding undue
regulatory burden;

3. To the extent appropriate, minimize differences in regulatory capital requirements between
System institutions and federally regulated banking organizations;2 and

4. Foster economic growth in agriculture and rural America through the effective allocation of
System capital.

In addition, we are withdrawing our previous ANPRM on capital, published in the Federal Register on
June 21, 2007 (72 FR 34191), as described more fully below.

I1. Background

The FCA'’s risk-based capital requirements for System institutions are contained in subparts H

and K of part 615 of our regulations.3 Our risk-based capital framework is based, in part, on the
“International Convergence of Capital Measurement and Capital Standards” (Basel 1) as published by the
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Basel Committee on Banking Supervision (Basel Committee)4 and is broadly consistent with the capital
requirements of the other Federal financial regulatory agencies.5 We first adopted a risk-based capital
framework for the System as part of our 1988 regulatory capital revisions’ required by the Agricultural
Credit Act of 1987 and made subsequent revisions in 1997," 1998" and 2005.” Under the current capital
framework, each on- and off-balance sheet credit exposure is assigned to one of five broad risk-weighting
categories to determine the risk-adjusted asset base, which is the denominator for computing the
permanent capital, total surplus, and core surplus ratios.

For a number of years, the Basel Committee has worked to develop a more risk sensitive
regulatory capital framework that incorporates recent innovations in the financial services industry. In
June 2004, it published the “International Convergence of Capital Measurement and Capital Standards: A
Revised Framework™ (Basel Il) to promote improved risk measurement and management processes and

more closely align capital requirements with risk.” Basel Il has three pillars: 1) Minimum capital
requirements for credit risk, operational risk, and market risk, 2) supervision of capital adequacy, and 3)
market discipline through enhanced public disclosure. Banking organizations have various options for
calculating the minimum capital requirements for credit and operational risk. For credit risk, the options
are the standardized approach, the foundation internal ratings-based approach, and the advanced internal
ratings-based approach (A-IRB). For operational risk, the options are the basic indicator approach, the
standardized approach, and the advanced measurement approach (AMA).

In September 2006, the other Federal financial regulatory agencies issued an interagency notice
of proposed rulemaking for implementing the advanced approaches of Basel Il in the United States (the

advanced capital framework).” This advanced capital framework would require core banks" and permit
- 14 15 - . - -

opt-in banks to use the A-IRB to calculate the regulatory capital requirement for credit risk and the

AMA” to calculate the regulatory capital requirement for operational risk.”

Given the small number of core banks and the complexity and cost associated with voluntarily
adopting the advanced approaches, only a small number of U.S. banking organizations are expected to
implement the advanced capital framework. As a result, a bifurcated regulatory capital framework will be
created in the United States, which could result in different regulatory capital charges for similar products
offered by those that apply the advanced capital framework and those that do not. Financial regulators,
banking organizations, trade associations and other interested parties have raised concerns that the
bifurcated structure could create a significant competitive disadvantage for those that do not apply the
advanced capital framework.

In December 2006, the other Federal financial regulatory agencies addressed these concerns by
issuing an interagency notice of proposed rulemaking (Basel 1A) to improve the risk sensitivity of the

existing Basel I-based capital framework.” Subsequently, the FCA issued an ANPRM, " published in
June 2007, addressing issues similar to those addressed in Basel 1A. Basel IA was intended to help
minimize the potential differences in the regulatory minimum capital requirements of those banks
applying the advanced capital framework and those banks that would not. The other Federal financial
regulatory agencies received a significant number of comments opposing their Basel IA proposal. Many
commenters argued that the benefits of complying with Basel 1A did not outweigh the burdens, and many
guestioned why the U.S. banking agencies were creating a separate rule that had only minor differences
from the standardized approach under Basel I1I. On July 20, 2007, the other Federal financial regulatory
agencies announced that they intended to replace the Basel 1A proposal with a proposed rule that would

provide all non-core banks the option to adopt the standardized approach under Basel 11" Their stated
intent is to finalize a standardized approach for banks that do not adopt the advanced approaches before
the core (and opt-in) banks begin their first transition period year under the advanced approaches of Basel
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The other Federal financial regulatory agencies plan to replace Basel IA with a proposed rule
patterned after the standardized approach under Basel 1. Consequently, we are withdrawing our previous
ANPRM and replacing it with one that is also consistent with the standardized approach. We intend to
develop a proposed rule that is similar to the capital requirements of the other Federal financial regulatory
agencies where appropriate but also tailored to fit the System’s distinct borrower-owned lending
cooperative structure and Government-sponsored enterprise (GSE) mission.

The questions posed in this ANPRM are, for the most part, similar to the questions we asked in

our previous ANPRM.” We have revised the technical material in most places to conform to the
standardized approach of Basel 1l. For example, we replaced the risk-weight categories that were in the
Basel 1A proposed rule with the risk-weight categories that are contained in the standardized approach
under Basel I1l. We ask commenters to consider the revised material when answering the following
guestions. We seek comments from all interested parties to help us develop a comprehensive proposal
that would enhance our regulatory capital framework and increase the risk sensitivity of our risk-based
capital rules without unduly increasing regulatory burden.

I11. Questions

When addressing the following questions, we ask commenters to consider the overarching
objectives of Basel 11 to more closely align capital with the specific risks taken by the financial institution
rather than relying on a “one-size-fits-all” approach for determining regulatory minimum risk-based
capital requirements. Our objective is to develop a more dynamic risk-based capital framework that is
more sensitive to the relative risks inherent in System lending and other mission-related activities. We
seek comments on specific criteria that might be used to determine appropriate risk weights that meet this
objective without creating undue burden. Specifically, we ask that you support your comments with data,

to the extent possible, in response to our questions.22

A. Increase the Number of Risk-Weight Cateqories

Our existing risk-based capital rules assign exposures to one of five risk-weight categories: 0, 20,
50, 100, and 200 percent.23 The standardized approach of Basel Il adds risk-weight categories of 35, 75,
and 150 percent and replaces the 200-percent risk-weight category with a 350-percent risk-weight
category.24 The 35-percent risk-weight category would apply to certain residential mortgages. The
75-percent risk-weight category would apply to certain retail claims (e.g., small business loans). The
150-percent and 350-percent risk-weight categories would apply to certain higher risk externally rated
exposures (e.g., those below investment grade).

Question 1: We seek comment on what additional risk-weight categories, if any, we should consider for
assigning risk weights to System institutions’ on- and off-balance sheet exposures. If additional
risk-weight categories are added, what assets should be included in each new risk-weight category?

B. Use of External Credit Ratings to Assign Risk-Weight Exposures

1. Direct Exposures

In recent years, the FCA has permitted System institutions to use external ratings to assign risk
weights to certain credit exposures linked to nationally recognized statistical rating organizations

(NRSROs) ratings.25 For example, in March 2003, we adopted an interim final rule that permitted System
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institutions to use NRSRO ratings to place highly rated investments in non-agency asset-backed securities
(ABS) and mortgage-backed securities (MBS) in the 20-percent risk-weight category.26 In April 2004, we

expanded the use of NRSRO ratings to assign risk weights to loans to other financing institutions.” In
June 2005, we adopted a ratings-based approach to assign risk weights to recourse obligations, direct
credit substitutes (DCS), residual interests (other than credit-enhancing interest-only strips), and other

ABS and MBS investments.” Furthermore, we recently permitted the use of NRSRO ratings to assign
risk weights to certain electric cooperative credit exposures.zg

The standardized approach of Basel Il expands the use of NRSRO ratings to determine the
risk-based capital charge for long-term exposures to sovereign entities, non-central government public

sector entities (PSES), banks”, corporate entities, and securitizations as displayed in Table 1 set forth
below.”
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Table 1 — The Standardized Approach Risk Weights Based on External Ratings for Long-Term
Exposures

Sovereign Risk PSE and Bank* Risk Corporate Risk  Securitization**Risk
Credit Weight (in Weights  (in percent) Weight (in Weight (in percent)
Assessment percent) percent)

Option 1 Option 2

AAA to AA- 0 20 20 20 20
A+to A- 20 50 50 50 50
BBB+ to BBB- 50 100 50 100 100
BB+ to BB- 100 100 100 100 350
B+ to B- 100 100 100 150 Deduction ***
Below B- 150 150 150 150 Deduction ***
Unrated 100 100 50 100 Deduction ***

* The Standardized Approach provides two options for PSEs and bank exposures: (1) Option 1 assigns a
risk weight one category below that of sovereigns; (2) Option 2 assigns a risk weight based on the
individual bank rating. Option 2 also provides risk weights for short-term claims as follows: (1) AAA
to BBB- and unrated = 20 percent; (2) BB+ to B- = 50 percent; and (3) Below B- = 150 percent.

** Short-term rating categories are as follows: (1) A-1/P-1 = 20 percent; (2) A-2/P-2 = 50 percent; (3)
A-3/P-3 = 100 percent; and (4) All other ratings or unrated = Deduction.

*** Banks must deduct the entire amount from capital. However, if banks originate a securitization and

the most senior exposure is unrated, the bank may use the “look through” treatment, which is the
average risk weight of the underlying exposures subject to supervisory review.
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System institutions provide financing to agriculture and rural America through a variety of

lending” and investment” products. They also hold highly rated liquid investments to manage liquidity,
short-term surplus funds, and interest rate risk. Our existing risk-based capital rules assign most

agricultural and rural business” loans and mission-related investment assets to the 100-percent risk-weight
category unless the risk exposure is mitigated by an acceptable guarantee or collateral. The FCA is
considering the expanded use of NRSRO ratings to assign risk weights to other externally rated credit
exposures in the System, such as corporate debt securities and loans.

Question 2: We seek comments on all aspects of the appropriateness of using NRSRO ratings to assign
risk weights to credit exposures. If we expand the use of external ratings, how should we align the
risk-weight categories with NRSRO ratings to determine the appropriate capital charge for externally
rated credit exposures? Should any externally rated positions be excluded from this new ratings-based
approach? We ask commenters to consider the substantial reliance on NRSRO ratings as a means of
evaluating the quality of debt investments in view of recent events in the subprime mortgage market.

2. Recognized Financial Collateral

Our current risk-based capital rules assign lower risk weights to exposures collateralized by: (1)
Cash held by a System institution or its funding bank; (2) securities issued or guaranteed by the U.S.
Government, its agencies or Government-sponsored agencies; (3) securities issued or guaranteed by

central governments in other OECD” countries; (4) securities issued by certain multilateral lending or
regional development institutions; or (5) securities issued by qualifying securities firms.

The standardized approach of Basel Il has two methods for recognizing a wider variety of
collateral types for risk-weighting purposes.36 Under the simple approach, the collateralized portion of the
exposure would be assigned a risk weight (as listed in Table 1) according to the external rating of the
collateral. The remainder of the exposure would be assigned a risk weight appropriate to the
counterparty. Collateral would be subject to a 20-percent floor unless the collateral is cash, certain
government securities or repurchase agreements, and it would be marked-to-market and revalued every 6
months. Securities issued by sovereigns or PSEs must be rated at least BB- or its equivalent by a
NRSRO. Securities issued by other entities must be rated at least BBB- or its equivalent by an NRSRO.
Short-term debt instruments used as collateral must be rated at least A-3/P-3 or its equivalent by an
NRSRO.

Under the comprehensive approach, the banking organization adjusts the value of the exposure by
the discounted value of the collateral. Discount values, known as supervisory haircuts, are displayed in
Table 2 set forth below. For example, sovereign debt rated A+ with a 5-year maturity used as collateral is
discounted by 3 percent, and corporate debt rated A+ with a 5-year maturity is discounted at 6 percent.
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Table 2 — Standard Supervisory Haircuts in the Comprehensive Approach for Credit Mitigation

Sovereigns and Other issuers**

Issue rating for debt Residual PSEs* (in percent)
securities maturity (in percent)

AAA to AA- <1year 0.5 1
or

> 1 year, <5 years 2 4
A-

> 5 years 4 8
A+ to BBB- <1year 1 2
or

> 1 year, <5 years 3 6
A-2/A-3/P-3

> 5 years 6 12
BB+ to BB- All 15

* Includes PSEs treated as sovereigns
** Includes PSEs not treated as sovereigns
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Question 3: We seek comment on whether recognizing additional types of eligible collateral would
improve the risk sensitivity of our risk-based capital rules without being overly burdensome. We also
seek comment on what additional types of collateral, if any, we should consider and what effect the
collateral should have on the risk weighting of System exposures.

3. Eligible Guarantors

Our existing capital rules permit the use of third party guarantees to lower the risk weight of
certain exposures. Guarantors include: (1) The U.S. Government, its agencies or Government-sponsored
agencies; (2) U.S. state and local governments; (3) central governments and banks in OECD countries; (4)
central governments in non-OECD countries (local currency exposures only); (5) banks in non-OECD
countries (short-term claims only); (6) certain multilateral lending and regional development institutions;
and (7) qualifying securities firms.

The standardized approach of Basel Il expands the range of eligible guarantors to include

sovereign entities, PSEs, banks and securities firms that have a lower risk weight than the counterparty.37
All other guarantors must be rated A- (or its equivalent) or better by a NRSRO. The guarantee must: (1)
Represent a direct claim on the protection provider, (2) be explicitly referenced to specific exposures or
pools of exposures, (3) be irrevocable, and (4) unconditional. The guarantor’s risk weight would be
substituted for the risk weight assigned to the exposure. Non-guaranteed portions of the exposure would
be assigned to the external rating of the exposure.

Question 4: We seek comment on what additional types of third party guarantees, if any, we should
recognize and what effect such guarantees should have on the risk weighting of System exposures.

C. Direct Loans to System Associations

The FCA is considering ways to better align our risk-based capital requirements for direct loans
with System associations. System banks make direct loans to their affiliated associations who, in turn,
make retail loans to eligible borrowers. Our current risk-based capital rules assign a 20-percent risk
weight to direct loans at the bank level and another risk weight (depending upon the type of loan) to retail

loans at the association level.” The 20-percent risk weight is intended to recognize the risks to the banks
associated with lending to their affiliated associations. We are exploring methods to improve the risk
sensitivity of our risk-based capital rules by assigning different risk weights to direct loan exposures
based on the System association’s distinct risk profile.

Question 5: We seek comment on what evaluative criteria or methods we should use to assign risk
weights to direct loans to System associations. How should the criteria be used to adjust the risk weight
as the quality of the direct loan changes over time?

D. Small Agricultural and Rural Business Loans

Our existing risk-based capital rules assign small agricultural and rural business loans to the
100-percent risk-weight category unless the credit risk is mitigated by an acceptable guarantee or
acceptable collateral. The standardized approach of Basel Il applies a 75-percent risk weight to certain
retail claims” provided: (1) The exposure is to an individual person or persons or to a small business, (2)
the exposure is in the form of a revolving credit, line of credit, personal term loan or lease, or small
business facility or commitment, (3) the regulatory supervisor is satisfied that the retail portfolio is
sufficiently diversified to warrant such a risk weight, and (4) the total credit exposure to the borrower
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does not exceed approximately $1.4 million.”

Question 6: We seek comment on what approaches we should use to improve the risk sensitivity of our
risk-based capital rules for small agricultural and rural business loans. More specifically, what criteria
should we use to classify an agricultural or rural business as a small business? What criteria should we
use to assign risk-weights of less than 100 percent to these types of loans?

E. Loans Secured by Liens on Real Estate

The FCA is considering ways to use loan-to-value ratios (LTV) and other criteria to determine the
risk-based capital charges for farm real estate and qualified residential loans. Our existing capital rules

assign farm real estate loans to the 100-percent risk-weight category and qualified residential loans" to the
50-percent risk-weight category. The standardized approach of Basel Il assigns a 35-percent risk weight
to all prudently underwritten residential mortgages. Basel IA had proposed to risk-weight loans secured
by first and second liens on residential real estate based on LTV. We continue to believe that LTV is a
viable option for determining appropriate risk-weights for farm real estate and qualified residential loans.
We are also considering approaches that would combine borrower creditworthiness and other loan
characteristics in conjunction with LTV.

Question 7: We seek comment on all aspects of using LTV to determine the appropriate risk-weight for
farm real estate, qualified residential loans, or any other asset class. We also welcome comments on
other methods that could be used to improve the risk sensitivity of our risk-based capital rules for these
types of loans.

F. Loans 90 Days or More Past Due or in Nonaccrual”

Our existing risk-based capital rules assign most loans to the 100-percent risk-weight category
unless the credit risk is mitigated by an acceptable guarantee or collateral. When exposures reach 90 days
or more past due or are in nonaccrual status, there is a higher probability that the financial institution
might incur a loss. The standardized approach of Basel 11 addresses this potentially higher risk of loss by
assigning the unsecured portion of a loan that is 90 days or more past due (net of specific provisions) as
follows:

e 150-percent risk weight when specific provisions are less than 20 percent of the outstanding
amount of the loan;

e 100-percent risk weight when specific provisions are 20 percent or more of the outstanding
amount of the loan;

e When specific provisions are 50 percent or more of the outstanding amount of the loan, the
supervisor has the discretion to reduce the risk weight to 50 percent.

Question 8: We seek comment on all aspects related to risk-weighting exposures that reach 90 days or
more past due or are in nonaccrual status.

G. Short- and Long-Term Commitments

Under § 615.5212, off-balance sheet commitments are generally risk-weighted in two steps: (1)

The off-balance sheet commitment is multiplied by a credit conversion factor (CCF)43 to determine its
on-balance sheet credit equivalent; and (2) the on-balance sheet credit equivalent is assigned to the
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appropriate risk-weight category in 8 615.5211 according to the obligor, after considering any applicable
collateral and guarantees.“ The standardized approach of Basel Il assigns a 0-percent CCF to
unconditionally cancelable commitments,‘l5 a 20-percent CCF to short-term commitments, and a
50-percent CCF to long-term commitments.”

Question 9: We seek comment on what approaches we should use to risk weight short- and long-term
commitments that are not unconditionally cancelable.

H. Adjusting Risk Weights on Exposures over Time

The FCA welcomes comment on additional approaches or criteria that might be used to adjust the
risk weight of exposures throughout the life of the asset. Our existing risk-based capital rules assign a
static risk weight to assets within a given asset class without providing for risk-weight adjustments as
asset quality improves or deteriorates. For example, most loans to System borrowers are risk-weighted at
100 percent throughout the life of the loan without making risk-weight adjustments based on credit
classifications or other credit performance factors.

Question 10: We seek comment on what methods we should use to adjust the risk weight of credit
exposures as the asset quality or default probability changes over time.

|. Capital Charge for Operational Risk

The FCA welcomes comments on possible approaches for determining a capital charge for
operational risk. The broad risk-weighting categories under our existing capital rules are primarily
designed to protect against credit or counterparty risk. As we move toward a more risk-sensitive capital
framework, it may be appropriate to apply an explicit capital charge for operational risk, especially to
cover risks associated with off-balance sheet activity.

Basel Il defines operational risk as the risk of loss resulting from inadequate or failed internal processes,
people, systems, or from external events. This definition includes legal risk but excludes strategic and
reputational risk. As previously mentioned, Basel 11 has three methods for applying a capital charge for
operational risk. Under the basic indicator approach, the operational capital charge is equal to 15 percent
of the 3-year average of positive annual gross income. Under the standardized approach, the operational
capital charge is equal to the sum of a fixed percentage of the 3-year average of the gross income of eight

business lines.” Under the AMA, the operational capital charge is derived from a bank’s internal
operational risk management systems and processes.

Question 11: We seek comment on what approach we should consider, if any, in determining a
risk-based capital charge for operational risk.

. 48
J. Disclosure

The FCA recognizes that market discipline contributes to a safe and sound banking environment
and enhances risk management practices. Pillar 111 of Basel Il is designed to complement the minimum
capital requirements and supervisory review process by encouraging market discipline through
meaningful public disclosure. The disclosure requirements are intended to allow market participants to
assess key information about an institution’s risk profile and associated level of capital to better evaluate
risk management performance, earnings potential and financial strength.

Pillar 111 of Basel Il presents the following general disclosure requirements: 1) Banks should have a
formal disclosure policy approved by the board of directors that addresses the institution’s approach for
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determining the disclosures it should make;" 2) banks should implement a process for assessing the
appropriateness of their disclosures, including validation and frequency of them; 3) banks should decide

which disclosures are relevant based on the materiality concept;50 and 4) the disclosures should be made

on a semi-annual basis, subject to certain exceptions.”

The other Federal financial regulatory agencies have proposed the following additional requirements in
the advanced capital framework: 1) The disclosures would follow U.S. generally accepted accounting
principles, SEC mandates, and existing regulatory reporting requirements; 2) the banks would be required
to disclose quantitative information on a quarterly basis following SEC deadlines; 3) the disclosures
would be made publicly available (for example, on a Web site) for each of the last 3 years (that is, 12

quarters);s2 4) disclosure of key financial ratios must be provided in the footnotes to the year-end audited

financial statements;” 5) the chief financial officer must certify that the disclosures are appropriate; and 6)
the board of directors and senior management are responsible for establishing the internal control
structure over financial reporting.

Question 12: We seek comment on all aspects of the Basel Il public disclosure requirements.
Specifically, how would the System apply the public disclosure requirements of Pillar I11 given its unique
cooperative structure?

K. Capital Leverage Ratio

We are considering whether we should supplement our existing risk-based capital rules with a
minimum capital leverage ratio requirement for all FCS institutions to further promote the safety and
soundness of the System. Our existing capital regulations require System banks to maintain a minimum

net collateral ratio (NCR)™ of 103 percent” but do not impose a capital leverage ratio on System
associations. The NCR provides a level of protection for operating and other forms of risk at System
banks, but it does not differentiate higher quality from lower quality capital. The other Federal financial
regulatory agencies currently supplement their risk-based capital rules with a leverage ratio of Tier 1

capital to total assets (Tier 1 leverage ratio).56 The Tier 1 leverage ratio consists of only the most reliable
and permanent forms of capital such as common stock, non-cumulative perpetual preferred stock, and
retained earnings.

Question 13: We seek comment on whether our capital rules should include a minimum capital leverage
ratio requirement for all System institutions. We also seek comment on changes, if any, that should be
made to the existing regulatory minimum NCR requirement applicable to System banks that would make
it more comparable to the Tier 1 ratio used by the other Federal financial regulatory agencies.

L. Regulatory Capital Directives”

We are considering whether we should modify our capital rules to specify potential early
intervention criteria for the issuance of capital directives. Currently, FCA has the discretion to issue a

capital directive” when an institution’s capital is insufficient. The FCA, however, has not defined capital
or other financial early intervention thresholds to require an institution to take corrective action as
described in 8 615.5355. Early intervention approaches have been used in other contexts, including the
System’s Market Access Agreement and the statutory requirements applicable to other regulated financial
institutions.” An early intervention capital directive framework could provide a clearer indication of
when we would impose additional and increasing supervisory oversight on an institution to address
continuing deterioration in its financial condition and capital position from credit, interest rate, or other
financial risks.
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Question 14: We seek comment on revising our current capital directive regulations to include an early
intervention framework. We also seek comment on potential financial thresholds, such as capital ratios
or risk measures, that would trigger an FCA capital directive action.

M. Multi-Dimensional Requlatory Structure

As stated above, one of FCA’s objectives is to implement a revised capital framework that
improves the risk sensitivity of our capital rules while avoiding undue regulatory burden. There are
currently five banks and 95 associations in the System with varying degrees of asset size, complexity of
operations, and sophistication in their risk management practices. Some System institutions have the risk
management capabilities to apply more complex, risk-sensitive regulatory capital requirements than other
System institutions. It may be appropriate for the FCA to adopt more than one set of capital rules to
account for these differences. However, this approach could result in different capital requirements for
the same type of transaction and increase examination and oversight costs.

As described above, the other Federal financial regulatory agencies are in the process of
proposing two sets of capital rules for the financial institutions they regulate. The implementation of the
advanced capital framework would be limited, for the most part, to the largest, internationally active
banks that meet certain infrastructure requirements. Other banks would implement a simpler capital
framework patterned after the standardized approach of Basel II.

While our expectation is to implement a revised capital framework similar to the standardized approach of
Basel I1, we also recognize that some aspects of the advanced approaches may be appropriate for the
larger, more complex System institutions. However, we are still reviewing the advanced approaches of
Basel Il and its potential application to the System. Therefore, we are not seeking comments on specific
aspects of the advanced approaches at this time. Rather, we are considering the overall regulatory capital
framework for the System in light of the changes occurring in the financial services industry and recent
best practices for economic capital modeling.

Question 15: We seek comment on the most appropriate risk-based capital framework for the System
and the reasons we should implement one framework over another. Should we consider creating a
uniform regulatory capital structure for the System or a multi-dimensional regulatory structure and
allow each System institution the option of choosing which capital framework it will apply? How might
this new risk-based capital framework increase the costs or regulatory burden to the System? Would the
increased costs be justified by improved risk sensitivity, risk management, and more efficient capital
allocation?

N. Reporting Requirements and Transition Period”

The other Federal financial regulatory agencies have announced that they will be replacing Basel
IA with a proposed rule that would provide all non-core banks the option of adopting the standardized
approach under Basel Il. Their stated intent is to finalize a standardized approach for non-core banks
before the core banks begin their first transition period year under the advanced capital framework. Our
objective is to minimize, to the extent possible, the time interval between the issuance of their final rule
and ours. We also need a transition period to make appropriate modifications to the Call Reporting
System to track the new risk-based capital requirements.

Question 16: We seek comment on an appropriate timetable for implementing our new risk-based
capital rules. Specifically, what is an appropriate time interval between the issuance of the other
Federal financial regulatory agencies’ final rule on the standardized approach of Basel Il and ours?
How long should the transition period be to allow System institutions to adjust to the new risk-based
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capital rules?

Question 17: Additionally, we seek comment on any other methods that may be used to increase the risk
sensitivity of our risk-based capital rules.

Dated: October 25, 2007

Roland E. Smith,

Secretary,
Farm Credit Administration Board.

The System was created by Congress in 1916 and is the oldest GSE in the United States. System
institutions provide credit and financially related services to farmers, ranchers, producers or harvesters of
aquatic products, and farmer-owned cooperatives. They also make credit available for agricultural
processing and marketing activities, rural housing, certain farm-related businesses, agricultural and
aquatic cooperatives, rural utilities, and foreign and domestic entities in connection with international
agricultural trade.

Banking organizations include commercial banks, savings associations, and their respective bank holding
companies.

‘our regulations can be accessed at http://www.fca.gov/index.html.

“The Basel Committee on Banking Supervision was established in 1974 by central banks with bank
supervisory authorities in major industrialized countries. The Basel Committee formulates standards and
guidelines related to banking and recommends them for adoption by member countries and others. All
Basel Committee documents are available at http://www.bis.org.

“We refer collectively to the Office of the Comptroller of the Currency, the Board of Governors of the
Federal Reserve System, the Federal Deposit Insurance Corporation, and the Office of Thrift Supervision
as the “other Federal financial regulatory agencies.”

"See 53 FR 39229 (October 6, 1988).

'Pub. L. 100-233 (January 6, 1988), section 301. The 1987 Act amended many provisions of the Farm
Credit Act of 1971, as amended, which is codified at 12 U.S.C. 2001 et seg.

"See 62 FR 4429 (January 30, 1997).
"See 63 FR 39219 (July 22, 1998).

“See 70 FR 35336 (June 17, 2005).

n& www.bis.org/publ/bcbsca.htm for the 2004 Basel 11 Accord as well as updates in 2005 and 2006.
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“See 71 FR 55830 (September 25, 2006). This document is at
http://www.federalreserve.gov/generalinfo/basel2/USImplementation.htm.

“Core banks are banking organizations that have consolidated total assets of $250 billion or more or have
consolidated on-balance sheet foreign exposures of $10 billion or more.

14Opt-in banks are banking organizations that do not meet the definition of a core bank but have the risk
management and measurement capabilities to voluntarily implement the advanced approaches of Basel 11
with supervisory approval.

“A banking organization computes internal estimates of certain key risk parameters for each credit
exposure or pool of exposures and feeds the results into regulatory formulas to determine the risk-based
capital requirement for credit risk.

16 . . - .
Internal operational risk management systems and processes are used to compute risk-based capital
requirements for operational risk.

"The other Federal financial regulatory agencies also seek comments on whether core and opt-in banks
should be permitted to use other credit and operational risk approaches.

71 FR 77446 (December 26, 2006). This document is at
http://www.federalreserve.gov/generalinfo/basel2/USImplementation.htm.

72 FR 34191 (June 21, 2007).

“Joint Press Release, “Banking Agencies Reach Agreement On Basel Il Implementation,” (July 20,
2007). This document is at http://www.occ.gov/ftp/release/2007-77.htm.

21Questions 1, 3,4,5,9and 10 in this ANPRM are identical to those numbered questions posed in our
previous ANPRM. Questions 2, 6 and 11 are slightly different. Question 7 in this ANPRM replaces
Questions 7 and 8 in our previous ANPRM. Questions 8, 12, and 16 are new to this ANPRM. Questions
13 through 15 are identical to Questions 12 through 14 in our previous ANPRM. Question 17 is identical
to Question 15 in our previous ANPRM.

“Please note that any data you submit will be made available to the public in our rulemaking file.
“FCA’s risk-weight categories are set forth in 12 CFR 615.5211.
“Basel 1A proposed adding risk-weight categories of 35, 75, and 150 percent.

“A NRSRO is a credit rating organization that is recognized by and registered with the Securities and
Exchange Commission (SEC) as a nationally recognized statistical rating organization. See 12 CFR
615.5201. See also Pub. L. 109-291.

“See 68 FR 15045 (March 28, 2003).

“Other financing institutions are non-System financial institutions that borrow from System banks. See 69

October 2007 15 FCA Regulations & Notices



FR 29852 (May 26, 2004).

“These changes are consistent with those of the other Federal financial regulatory agencies. See 70 FR
35336 (June 17, 2005).

“See “Revised Regulatory Capital Treatment for Certain Electric Cooperatives Assets,” FCA Bookletter
BL-053 (February 12, 2007).

“Banks include multilateral development banks and securities firms.

“Basel IA proposed the categories sovereign entities, non-sovereign entities, and securitizations with
different risk-weight categories.

“The Farm Credit Banks provide wholesale funding to their affiliated associations who, in turn, make
retail loans to eligible borrowers. CoBank, ACB, provides both wholesale funding to its affiliated
associations and retail loans to cooperatives and other eligible borrowers.

33System banks and associations are permitted to make mission-related investments to agriculture and
rural America. See “Investments in Rural America—Pilot Investment Programs,” FCA Informational
Memorandum (January 11, 2005).

34Agricultural businesses include farmer-owned cooperatives, food and fiber processors and marketers,
manufacturers and distributors of agricultural inputs and services, and other agricultural-related
businesses. Rural businesses include electric utilities and other energy-related businesses, communication
companies, water and waste disposal businesses, ethanol plants, and other rural-related businesses.

“OECD stands for the Organization for Economic Cooperation and Development. The OECD is an
international organization of countries that are committed to democratic government and the market
economy. An up-to-date listing of member countries is available at http://www.oecd.org or
www.oecdwash.org.

“Basel 1A proposed assigning lower risk weights to exposures collateralized by securities issued by
sovereigns or non-sovereigns that were externally rated at least investment grade.

“Basel IA proposed to include guarantees from any entity that had long-term senior debt rated at least
investment grade (or issuer rating if a sovereign).

*“Our risk-based capital rules also assign a 20-percent risk weight to similar GSE and OECD depository
institution exposures.

“The other Federal financial regulatory agencies stated in Basel A that they were exploring options to
permit certain small business loans to qualify for a 75-percent risk weight.

“We present a comparable threshold in terms of U.S. dollars. The standardized approach of Basel Il has a
threshold of €1 million.

“Qualified residential loans are rural home loans (as defined by 12 CFR 613.3030) and single-family
residential loans to bona fide farmers, ranchers, or producers or harvesters of aquatic products that meet
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the requirements listed in 12 CFR 615.5201.
“This section was not in the previous ANPRM.

“A CCF is a number by which an off-balance sheet item is multiplied to obtain a credit equivalent before
placing the item in a risk-weight category.

“our existing regulations assign a 0-percent CCF to unused commitments with an original maturity of 14
months or less. Unused commitments with an original maturity of greater than 14 months can also
receive a 0-percent CCF provided the commitment is unconditionally cancelable and the System
institution has the contractual right to make a separate credit decision before each drawing under the
lending arrangement. All other unused commitments with an original maturity of greater than 14 months
are assigned a 50-percent CCF.

“An unconditionally cancelable commitment is one that can be canceled for any reason at any time
without prior notice.

“Basel 1A proposed to retain the 0-percent CCF for all unconditionally cancelable commitments, apply a
10-percent CCF to all other short-term commitments, and retain the 50-percent CCF for all long-term
commitments.

“Each business line is multiplied by a fixed percentage and then summed together to determine the annual
gross income. The eight lines of business are corporate finance (18 percent), trading and sales (18
percent), retail banking (12 percent), commercial banking (15 percent), payment and settlement (18
percent), agency services (15 percent), asset management (12 percent), and retail brokerage (12 percent).

“This section was not in the previous ANPRM.

“Disclosure is a qualifying criterion under Pillar I to obtain lower risk weightings and/or to apply specific
methodologies.

“Pillar 111 of Basel 11 provides minimum disclosure requirements on capital structure and adequacy, and
risk exposure and assessment on credit risk, market risk, operational risk, equities, and interest rate risk in
the banking book.

“Disclosure of key capital ratios should be made on a quarterly basis. Qualitative disclosures providing a
general summary of a bank’s risk management objective and policies, reporting system and definitions
may be published on an annual basis.

“U.S. Basel II banks are encouraged to provide this information in one place on the entity’s public Web
site.

“These disclosures would be tested by external auditors as part of the financial statement audit.

“The net collateral ratio is a bank’s net collateral as defined in 12 CFR 615.5301(c) divided by the bank’s
adjusted total liabilities.

“See 12 CFR 615.5335(a).
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“See 12 CFR 3.6(b) and (c); 12 CFR part 208, appendix B and 12 CFR part 225, appendix D; 12 CFR
325.3; and 12 CFR 567.8.

12 CFR part 615, subpart M.

“A capital directive is defined in § 615.5355(a) as an order issued to an institution that does not have or
maintain capital at or greater than the minimum ratios set forth in 12 CFR 615.5205, 615.5330, and
615.5335, or established under subpart L of part 615, or by a written agreement under an enforcement or
supervisory action, or as a condition of approval of an application. The FCA’s authority is set forth in
sections 4.3(b)(2) and 4.3A(e) of the Farm Credit Act (12 U.S.C. 2154(b)(2) and 2154a(e)).

“See 12 U.S.C. 18310 for the prompt corrective action provisions that apply to commercial banks and
savings associations.

“This section was not in the previous ANPRM.
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73 FR 15955, 03/26/2008

Handbook Mailing HM-08-1

[6705-01-P]

FARM CREDIT ADMINISTRATION
12 CFR Part 615

RIN 3052-AC25

Funding and Fiscal Affairs, Loan Policies and Operations, and Funding Operations; Capital
Adequacy--Basel Accord

AGENCY: Farm Credit Administration.
ACTION: Advance notice of proposed rulemaking (ANPRM); extension of comment period.

SUMMARY': The Farm Credit Administration (FCA, Agency or we) is extending the comment period
on our ANPRM that seeks comments to facilitate the development of enhancements to our regulatory
capital framework to more closely align minimum capital requirements with risks taken by Farm Credit
System (FCS or System) institutions. We are extending the comment period so all interested parties will
have additional time to provide comments.

DATES: You may send comments on or before December 31, 2008.

ADDRESSES: We offer several methods for the public to submit comments. For accuracy and
efficiency reasons, commenters are encouraged to submit comments by e-mail or through the Agency’s
Web site or the Federal eRulemaking Portal. 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 E-mail: Send us an e-mail at reg-comm@fca.gov.

e Agency Web site: http://www.fca.gov. Select “Legal Info,” then “Pending Regulations and Notices.”

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

e Mail: Gary K. Van Meter, Deputy Director, Office of Regulatory Policy, Farm Credit
Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090.

e FAX: (703) 883-4477. Posting and processing of faxes may be delayed, as faxes are difficult for us

to process and achieve compliance with section 508 of the Rehabilitation Act. Please consider
another means to comment, if possible.
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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 “Legal Info,” and then select
“Public Comments.” We will show your comments as submitted, but for technical reasons we may omit
items such as logos and special characters. ldentifying 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:

Laurie Rea, Associate Director, Office of Regulatory Policy, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4232, TTY (703) 883-4434,

or

Wade Wynn, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4262, 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: On October 31, 2007, FCA published a notice in the Federal
Register seeking public comment to facilitate the development of a proposed rule that would enhance our
regulatory capital framework and more closely align minimum capital requirements with risks taken by
System institutions. See 72 FR 61568. The comment period is scheduled to expire on March 31, 2008.
In a letter dated March 4, 2008, the Federal Farm Credit Banks Funding Corporation, on behalf of the
System banks and associations, requested that the Agency extend the comment period until December 31,
2008. In view of the number and the complexity of the questions asked in the ANPRM, we have granted
this request. The FCA supports public involvement and participation in its regulatory process and invites
all interested parties to review and provide comments on our ANPRM.

Dated: March 21, 2008
Roland E. Smith,

Secretary,
Farm Credit Administration Board.
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73 FR 15259, 03/21/2008

Handbook Mailing HM-08-2

DEPARTMENT OF THE TREASURY

Office of the Comptroller of the Currency

[Docket ID OCC-2008-0002]

FEDERAL RESERVE SYSTEM

[Docket No. OP-1311]

FEDERAL DEPOSIT INSURANCE CORPORATION

RIN 3064-ZA00

DEPARTMENT OF THE TREASURY

Office of Thrift Supervision

[Docket ID OTS-2008-0001]

FARM CREDIT ADMINISTRATION

RIN 3052-AC46

NATIONAL CREDIT UNION ADMINISTRATION

RIN 3133-AD41

Loans in Areas Having Special Flood Hazards; Interagency Questions and Answers Regarding
Flood Insurance

AGENCIES: Office of the Comptroller of the Currency, Treasury (OCC); Board of Governors of the
Federal Reserve System (Board); Federal

Deposit Insurance Corporation (FDIC); Office of Thrift Supervision, Treasury (OTS); Farm Credit
Administration (FCA); National Credit Union

Administration (NCUA).

ACTION: Notice and request for comment.

SUMMARY: The OCC, Board, FDIC, OTS, FCA, and NCUA (collectively, the Agencies) are

soliciting comment on proposed revisions to the
Interagency Questions and Answers Regarding Flood Insurance (Interagency Questions and Answers).
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To help financial institutions meet their responsibilities under Federal flood insurance legislation and to
increase public understanding of their flood insurance regulations, the staffs of the Agencies have
prepared proposed new and revised guidance addressing the most frequently asked questions and
answers about flood insurance. The proposed revised Interagency Questions and Answers contain staff
guidance for agency personnel, financial institutions, and the public.

DATE: Comments must be submitted on or before May 20, 2008.
ADDRESSES:

OcCcC:

Because paper mail in the Washington, DC area and at the Agencies is subject to delay, commenters
are encouraged to submit comments by e-mail, if possible. Please use the title ""Loans in Areas Having
Special Flood Hazards; Interagency Questions and Answers

Regarding Flood Insurance" to facilitate the organization and distribution of the comments. You may
submit comments by any of the following methods:
e E-mail: regs.comments@occ.treas.gov.
e Mail: Office of the Comptroller of the Currency, 250 E Street, SW., Mail Stop 1-5, Washington,
DC 20219.
e Fax: (202) 874-4448.
e Hand Delivery/Courier: 250 E Street, SW., Attn: Public Information Room, Mail Stop 1-5,
Washington, DC 20219.

Instructions: You must include “"OCC" as the agency name and “"Docket ID OCC-2008-0002" in your
comment. Comments received,

including attachments and other supporting materials, are part of the public record and subject to public
disclosure. Do not enclose any

information in your comment or supporting materials that you consider confidential or inappropriate
for public disclosure.

You may review comments and other related materials that pertain to this notice by any of the
following methods:

e Viewing Comments Personally: You may personally inspect and photocopy comments at the
OCC's Public Information Room, 250 E
Street, SW., Washington, DC. For security reasons, the OCC requires that visitors make an
appointment to inspect comments. You may do so by calling (202) 874-5043. Upon arrival, visitors
will be required to present valid government-issued photo identification and submit to
security screening in order to inspect and photocopy comments.
e Docket: You may also view or request available background documents and project summaries
using the methods described above.

Board:

You may submit comments, identified by Docket No. OP-1311, by any of the following methods:

e  Agency Web Site:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog&to=http://

www.federalreserve.gov. Follow the instructions for submitting comments at
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog&to=http://
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www.federalreserve.gov/generalinfo/foia/ProposedRegs.cfm.

e Federal eRulemaking Portal:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=IleavingFR.html&log=linklog&to=http://
www.regulations.gov. Follow the instructions for submitting comments.

e E-mail: regs.comments@federalreserve.gov. Include docket number in the subject line of the
message.

e Fax: (202) 452-3819 or (202) 452-3102.

e Mail: Jennifer J. Johnson, Secretary, Board of Governors of the Federal Reserve System, 20th
Street and Constitution Avenue,

NW., Washington, DC 20551.

All public comments are available from the Board's Web site at
http://frwebgate.access.qgpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog&to=http://ww
w.federalreserve.gov/generalinfo/foia/ProposedRegs.cfm as submitted, unless modified for technical
reasons. Accordingly, your comments will not be edited to remove any identifying or contact
information.

Public comments may also be viewed electronically or in paper in Room MP-500 of the Board's Martin
Building (20th and C Streets, NW.)
between 9 a.m. and 5 p.m. on weekdays.

FDIC:

You may submit comments, identified by RIN number 3064-ZA00 by any of the following methods:

e Agency Web site:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog &to=http://
www.fdic.gov/regulations/laws/federal/propose.html. Follow instructions for submitting comments
on the Agency Web Site.

e E-mail: Comments@FDIC.gov. Include the RIN number in the subject line of the message.

e Mail: Robert E. Feldman, Executive Secretary, Attention: Comments, Federal Deposit Insurance
Corporation, 550 17th Street, NW.,

Washington, DC 20429.

e Hand Delivery/Courier: Guard station at the rear of the 550 17th Street Building (located on F
Street) on business days between

e 7am.and5p.m.

Instructions: All submissions received must include the agency name and RIN number. All comments
received will be posted without change to
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=IleavingFR.html&log=linklog&to=http://ww
w.fdic.gov/regulations/laws/federal/propose.html including any personal information provided.

oTSs:
You may submit comments, identified by OTS-2007-0001, by any of the following methods:

e E-mail: regs.comments@ots.treas.gov. Please include ID OTS-2008-0001 in the subject line of the
message and include your name and telephone number in the message.

e Fax: (202) 906-6518.

e Mail: Regulation Comments, Chief Counsel's Office, Office of Thrift Supervision, 1700 G Street,
NW., Washington, DC 20552,
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e Attention: OTS-2008-0001.

e Hand Delivery/Courier: Guard's Desk, East Lobby Entrance, 1700 G Street, NW., from 9 a.m. to
4 p.m. on business days, Attention:
Regulation [[Page 15260]] Comments, Chief Counsel's Office, Attention: OTS-2008-0001.

Instructions: All submissions received must include the agency name and docket number for this
rulemaking. All comments received will be entered into the docket and posted on Regulations.gov
without change, including any personal information provided. Comments, including attachments and
other supporting materials received are part of the public record and subject to public disclosure. Do
not enclose any information in your comment or supporting materials that you consider confidential or
inappropriate for public disclosure.

e Viewing Comments Electronically: OTS will post comments on the OTS Internet Site at
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog &to=http://
Www.ots.treas.gov/pagehtml.cfm?catNumber=67&an=1.

e Viewing Comments On-Site : You may inspect comments at the Public Reading Room, 1700 G
Street, NW., by appointment. To make an
appointment for access, call (202) 906-5922, send an e-mail to public.info@ots.treas.gov, or send a
facsimile transmission to (202) 906-6518. (Prior notice identifying the materials you will be
requesting will assist us in serving you.) We schedule appointments on business days between 10
a.m. and 4 p.m. In most cases, appointments will be available the next business day following the
date we receive a request.

FCA:

We offer a variety of methods for you to submit comments. For accuracy and efficiency reasons, we
encourage commenters to submit

comments by e-mail or through the Agency's Web site or the Federal eRulemaking Portal. You may
also send comments by mail or by facsimile

transmission. 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 E-mail: Send us an e-mail at reqcomm@fca.gov.

e  Agency Web Site:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog &to=http://
www.fca.gov. Once you are at the Web site, select ““Legal Info," then ““Pending Regulations and
Notices."

e Federal eRulemaking Portal:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog &to=http://
www.regulations.gov. Follow the instructions for submitting comments.

e Mail: Gary K. Van Meter, Deputy Director, Office of Regulatory Policy, Farm Credit
Administration, 1501 Farm Credit Drive,

e Mclean, VA 22102-5090.

e [Fax: (703) 883-4477. Posting and processing of faxes may be delayed. Please consider another
means to comment, if possible.

You may review copies of comments we receive at our office in McLean, Virginia, or from our Web
site at

http://frwebgate.access.gpo.gov/cgi-bin/leaving.cqi?from=leavingFR.html&log=linklog&to=http://ww
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w.fca.gov. Once you are in the Web site, select “"Legal Info," and then select “"Public Comments." We
will show your comments as submitted, but for technical reasons we may omit items such as logos and
special characters. ldentifying 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.

NCUA:

You may submit comments by any of the following methods (Please send comments by one method
only):

e Federal eRulemaking Portal:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog &to=http://
www.regulations.gov. Follow the instructions for submitting comments,

e NCUA Web Site:
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog &to=http://
www.ncua.gov/RegulationsOpinionsLaws/proposed_regs/proposed_regs.html. Follow the
instructions for submitting comments.

e E-mail : Address to regcomments@ncua.gov. Include " [Your name] Comments on Flood
Insurance, Interagency Questions & Answers" in
the e-mail subject line.

e Fax: (703)518-6319. Use the subject line described above for e-mail.

e Mail: Address to Mary Rupp, Secretary of the Board, National Credit Union Administration, 1775
Duke Street, Alexandria, Virginia 22314-3428.

e Hand Delivery/Courier: Same as mail address.

Public Inspection: All public comments are available on the agency's Web site at
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=IleavingFR.html&log=linklog&to=http://ww
w.ncua.gov/RegulationsOpinionsLaws/comments as submitted, except as may not be possible for
technical reasons. Public comments will not be edited to remove any identifying or contact information.
Paper copies of comments may be inspected in NCUA's law library at 1775 Duke Street, Alexandria,
Virginia 22314, by

appointment weekdays between 9 a.m. and 3 p.m. To make an appointment, call (703) 518-6546 or
send an e-mail to OGCMail@ncua.gov.

FOR FURTHER INFORMATION CONTACT:

OCC: Pamela Mount, National Bank Examiner, Compliance Policy, (202) 874-4428; or Margaret
Hesse, Special Counsel, Community and Consumer Law Division, (202) 874-5750, Office of the
Comptroller of the Currency, 250 E Street, SW., Washington, DC 20219.

Board: Vivian Wong, Senior Attorney, Division of Consumer and Community Affairs, (202)
452-2412; Anjanette Kichline, Senior Supervisory Consumer Financial Services Analyst, (202)
785-6054; or Brad Fleetwood, Senior Counsel, Legal Division, (202) 452-3721, Board of Governors of
the Federal Reserve System, 20th Street and Constitution Avenue, NW., Washington, DC 20551. For
the deaf, hard of hearing, and speech impaired only, teletypewriter (TTY), (202) 263-4869.

FDIC: Mira N. Marshall, Senior Policy Analyst (Compliance), Division of Supervision and Consumer

Protection, (202) 898-3912; or Mark Mellon, Counsel, Legal Division, (202) 898-3884, Federal
Deposit Insurance Corporation, 550 17th Street, NW., Washington, DC 20429. For the hearing
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impaired only, telecommunications device for the deaf (TDD): 800-925-4618.

OTS: Ekita Mitchell, Consumer Regulations Analyst, (202) 906-6451; Glenn Gimble, Senior Project
Manager, (202) 906-7158; or Richard S.

Bennett, Senior Compliance Counsel, (202) 906-7409, Office of Thrift Supervision, 1700 G Street,
NW., Washington, DC 20552.

FCA: Mark L. Johansen, Senior Policy Analyst, Office of Regulatory Policy, (703) 993-4498; or Mary
Alice Donner, Attorney Advisor, Office

of General Counsel, (703) 883-4033, Farm Credit Administration, 1501 Farm Credit Drive, McLean,
VA 22102-5090. For the hearing impaired

only, TDD: (703) 883-4444.

NCUA: Moisette I. Green, Staff Attorney, Office of General Counsel, (703) 518-6540, National Credit
Union Administration, 1775 Duke Street,
Alexandria, VA 22314-3428.

SUPPLEMENTARY INFORMATION:
Background

The National Flood Insurance Reform Act of 1994 (the Reform Act) (Title V of the Riegle Community
Development and Regulatory Improvement Act of 1994) comprehensively revised the two federal
flood insurance statutes, the National Flood Insurance Act of 1968 and the Flood Disaster Protection
Act of 1973. The Reform Act required the OCC, Board, FDIC, OTS, and NCUA to revise their flood
insurance regulations and required the FCA to promulgate flood insurance regulations for the first time.
The OCC, Board, FDIC, OTS, NCUA, and FCA (collectively,

“the Agencies") fulfilled these requirements by issuing a joint final rule in the summer of 1996. See 61
FR 45684 (August 29, 1996).

In connection with the 1996 joint rulemaking process, the Agencies received a number of requests to
clarify specific issues covering a wide spectrum of the proposed rule's provisions. Many of these
requests were addressed in the preamble to the joint final rule. The Agencies

concluded, however, that given the number, level of detail, and diversity of subject matter of [[Page
15261]] the requests for additional information, guidance addressing the more technical compliance
issues would be helpful and appropriate. Consequently, the Agencies decided to issue guidance to
address these technical issues subsequent to the promulgation of the final rule (61 FR at 45685-86).
That objective was fulfilled by the initial release of the Interagency Questions and Answers in 1997
(1997 Interagency Questions and Answers) by the Federal Financial Institution Examination Council
(FFIEC). 62 FR 39523 (July 23, 1997).

In response to issues that have been brought to the attention of the Agencies in coordination with the
Federal Emergency Management Agency (FEMA), the Agencies are releasing for public comment
proposed revisions to the 1997 Interagency Questions and Answers.\1\ Among the

changes the Agencies are proposing are the introduction of new questions and answers in a number of
areas, including second lien mortgages, the imposition of civil money penalties, and loan
syndications/participations. The Agencies are also proposing substantive modifications to questions
and answers previously adopted in the 1997 Interagency Questions and Answers pertaining to
construction loans and condominiums. Finally, the Agencies are proposing to revise and reorganize
certain of the existing questions and answers to clarify areas of potential misunderstanding and to
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provide clearer guidance to users. It is the intention of the Agencies that after public comment has been
received and considered, and the

Interagency Questions and Answers have been adopted in final form, they will supersede the 1997
Interagency Questions and Answers and

supplement other guidance or interpretations issued by the Agencies and FEMA.

\1\ The proposed Interagency Questions and Answers have been prepared by staff from the OCC,
Board, FDIC, OTS, NCUA and FCA in
consultation with and with the assistance of the FFIEC pursuant to 12 U.S.C. 3305(Q).

For ease of reference, the following terms are used throughout this document: " Act" refers to the
National Flood Insurance Act of 1968 and the Flood Disaster Protection Act of 1973, as revised by the
National Flood Insurance Reform Act of 1994 (codified at 42 U.S.C. 4001 et seq.). "Regulation" refers
to each agency's current final rule.\2\

\2\ The Agencies' rules are codified at 2 CFR part 22 (OCC), 12 CFR part 208 (Board), 12 CFR part
339 (FDIC), 12 CFR part 572 (OTS),
12 CFR part 614 (FCA), and 12 CFR part 760 (NCUA).

Section-by-Section Analysis

Section I. Determining When Certain Loans Are Designated Loans for Which Flood Insurance Is
Required Under the Act and Regulation

The Agencies propose to eliminate current section | entitled “"Definitions" and replace it with new
proposed section | to address more specific circumstances a lender may encounter when deciding
whether a loan should be a designated loan for purposes of flood insurance. The Agencies are
proposing to move the questions and answers currently in section I into subsequent sections for better
organization. Meanwhile, questions and answers currently in other sections of the 1997 Interagency
Questions and Answers that deal with determining when a loan is a designated loan under the Act and
Regulation would be included in new section I.

Specifically, proposed question 1, which covers the applicability of the Regulation to a loan in a
nonparticipating community, would be moved from current question 1 of section Il. Further, the
Agencies propose to move current question 2 of section Il, discussing whether a loan is a designated
loan when a lender purchases a whole loan, to question 3 of new section I. Current question 9 of
section |, discussing whether a loan is a designated loan when a lender restructures a loan, would be
moved to question 4 of this new section I, and proposed question 5, which addresses table funded
loans, would be moved from question 3 of current section Il. In addition, minor nonsubstantive changes
have been made to these moved questions and answers to provide additional clarity.

The Agencies are also proposing to add two new questions and answers to this section in response to
guestions the Agencies have received from lenders. Proposed new question 2 explains that, upon a
FEMA map change that results in a building or mobile home securing a loan being removed from a
special flood hazard area (SFHA), the lender no longer must require mandatory flood insurance;
however, the lender may choose to continue to require flood insurance for risk management purposes.
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Proposed new question 6 explains that portfolio reviews of existing loans are not required by the Act or
Regulation; however, sound risk

management practices may lead a lender to conduct periodic reviews. These two new questions and
answers are based on current guidance the

Agencies have provided to lenders.

Section Il. Determining the Appropriate Amount of Flood Insurance Required Under the Act and
Regulation

Proposed section 11 would provide guidance on how lenders should determine the appropriate amount
of flood insurance to require the

borrower to purchase. The Agencies are proposing to retain existing questions 5 and 7 of section 11 in
new section Il and renumbering them

as proposed questions 12 and 11, respectively. Although minor changes have been made to these two
questions and answers for purposes of

clarity, the changes are not substantive. Furthermore, part of the guidance currently provided in
existing question 7 would be moved to

proposed question 22 in section V, as discussed below.

Proposed new question 7 would discuss what is meant by the ““maximum limit of coverage available
for the particular type of property under the Act." This concept is important because the Regulation
states that the amount of flood insurance required ““must be at least equal to the lesser of the
outstanding principal balance of the designated loan or the maximum limit of coverage available for the
particular type of property under the Act." Proposed question 7 would introduce and define the
insurance term, “insurable value," as it relates to the determination of the maximum limit of coverage
available under the Act. Proposed question 7 would also introduce the terms, ““residential building" and
““nonresidential building." These terms would be more fully defined in proposed new questions 8 and 9
of this section, respectively.

Proposed new question 10 would discuss how much flood insurance is required on a building located in
an SFHA in a participating community.

It would also provide an example showing how to calculate the amount of required flood insurance on
a nonresidential building.

Proposed new question 13 would clarify that a lender can require more flood insurance than the
minimum required by the Regulation. The

Regulation requires a minimum amount of flood insurance; however, lenders may require more
coverage, if appropriate.

Proposed new question 14 would address lender considerations regarding the amount of the deductible
on a flood insurance policy purchased by a borrower. Generally, the guidance advises a lender to
determine the reasonableness of the deductible on a case-by-case basis, taking into account

[[Page 15262]] the risk that such a deductible would pose to the borrower and lender.

Section I11. Exemptions from the mandatory flood insurance requirements
As with current section 11, proposed section I11 would contain only one question and answer, which

describes the statutory exemptions
from the mandatory flood insurance requirements. Proposed question and answer 15 under section 111
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would be revised to provide greater
clarity, with no intended change in substance or meaning.

Section IV. Flood insurance requirements for construction loans

The Agencies are proposing a series of new and revised questions and answers to clarify the
requirements regarding the mandatory purchase of flood insurance for construction loans to erect
buildings that will be located in an SFHA. The Agencies believe that these questions and answers are
necessary in light of recent concerns raised by some regulated lenders regarding borrowers' difficulties
in obtaining flood insurance for construction loans at the time of loan origination.

Existing question 2 in section | would be revised to provide greater clarity and would be moved to
proposed question 16 under proposed section 1V. The proposed answer to question 16 would revise the
existing guidance to limit its scope and explain that a loan secured by raw land located in an SFHA is
not a designated loan that would require flood insurance coverage. The remaining guidance currently in
the answer to existing question 2 in section | would be discussed in subsequent questions and answers
in section 1V in the proposed document, as detailed below.

Proposed question 17, derived from current question 1 in section I, would address whether a loan
secured or to be secured by a building in

the course of construction that is located or to be located in an SFHA in which flood insurance is
available under the Act is a designated

loan. The answer would provide that a lender must make a flood determination prior to loan origination
for a construction loan. If the

flood determination shows that the building securing the loan will be located in an SFHA, the lender
must provide notice to the borrower, and

must comply with the mandatory purchase requirements. Proposed question 18 would explain that,
generally, a building in the course of

construction is eligible for coverage under a National Flood Insurance Program (NFIP) policy, and that
coverage may be purchased prior to the

start of construction.

Proposed question 19 would address the timing of when flood insurance must be purchased for
buildings under the course of construction. The Act and Regulation provide that lenders may not make,
increase, extend, or renew any loan secured by improved real estate or a mobile home that is located or
to be located in an SFHA unless the building is covered by adequate flood insurance. One way for
lenders to comply with the mandatory purchase requirement for a loan secured by a building in the
course of construction that is located in an SFHA is to require borrowers to have a flood insurance
policy in place at the time of loan origination.

Recently, lenders have informed agency staff, however, that borrowers have been encountering
difficulties in obtaining flood insurance for construction loans at the time of loan origination due to
insurers' refusals to write policies on undeveloped land until either an elevation certificate has been
issued for the structure or at least two walls and a roof for the building have been erected. The
Agencies have also received reports that borrowers who are able to obtain flood insurance for
construction loans at loan origination often pay the highest premiums possible because elevations for
the insured property have not yet been established.

To address these concerns, the Agencies, in the answer to proposed question 19, would provide lenders
with flexibility regarding the timing of the mandatory purchase requirement for construction loans by
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permitting lenders to allow borrowers to defer the purchase of flood insurance until a foundation slab
has been poured and/or an elevation certificate has been issued. Lenders, however, must require the
borrower to have flood insurance in place before funds are disbursed to pay for building construction
on the property securing the loan (except as necessary to pour the slab or perform preliminary site
work). A lender who elects this approach and does not require flood insurance at loan origination must
have adequate internal controls in place to ensure compliance.

The Agencies also propose to add new question 20 to clarify whether the 30-day waiting period for an
NFIP policy applies when the purchase

of flood insurance is deferred in connection with a construction loan since there has been confusion
among lenders on this issue in the past.

Per guidance from FEMA, the answer would provide that the 30-day waiting period would not apply in
such cases.\3\ The NFIP would rely on

the insurance agent's representation that the exception applies unless a loss has occurred during the first
30 days of the policy period.

\3\ FEMA, Mandatory Purchase of Flood Insurance Guidelines, (September 2007) at 30. FEMA has
made available a new version of
this booklet electronically at
http://frwebgate.access.gpo.gov/cgi-bin/leaving.cgi?from=leavingFR.html&log=linklog&to=http://ww
w.fema.gov/library/viewRecord.do?id=2954. Hard copies are available by calling FEMA's Publication
Warehouse at (800) 480-2520.

Section V. Flood insurance requirements for agricultural buildings

The Agencies are proposing a new section V to address the flood insurance requirements for
agricultural buildings that are taken as security for a loan, but that have limited utility to a farming
operation. The section would also address loans secured by multiple buildings where some buildings
are located in a flood hazard area and some buildings are not.

The proposed answer to new question 21 would explain that all buildings taken as security for a loan
and located in an SFHA require flood insurance. Lenders have the option of carving a building from
the security for a loan; however, the Agencies believe that it is typically

inappropriate for credit risk management reasons to do so.

The guidance in current question 7 under section 11 would be split between question 11 under proposed
section 11, as discussed above, and

question 22 under proposed section V. The proposed answer to question 22 would explain that a lender
is always required to determine whether

a building securing a loan is located in an SFHA, but that only those buildings located in an SFHA and
within a participating community are

required to have flood insurance. Flood insurance need not be required on those properties that (1) are
not located in a special flood hazard

area (whether or not within a participating community) or (2) are located in a special flood hazard area
that is not within a participating community.

Section VI. Flood insurance requirements for residential condominiums
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For organizational purposes, the Agencies are proposing to consolidate questions and answers relating
to the Regulation's flood insurance requirements for residential condominiums into a new section VI. In
addition to modifying and expanding the two existing questions in the 1997 Interagency Questions and
Answers on residential condominiums, the Agencies are proposing to add five additional [[Page
15263]] questions and answers to provide better clarity on the requirements.

Proposed question and answer 24 would modify and expand current question 8 under section Il to more
completely address the Regulation's

flood insurance requirements for residential condominium units. The proposed answer would first
explain that the amount of flood insurance

coverage on the condominium unit required by the Regulation is the lesser of the outstanding principal
balance of the loan or the maximum

amount of coverage available under the NFIP.

The proposed answer would then explain that if the outstanding principal balance of the loan is greater
than the maximum amount of coverage available under the NFIP, the lender must require a borrower
whose loan is secured by a residential condominium unit to either:

e  Ensure the condominium owners association has purchased an NFIP Residential Condominium
Building Association Policy (RCBAP)
covering either 100 percent of the insurable value (replacement cost) of the building, including
amounts to repair or replace the foundation
and its supporting structures, or an amount equal to the total number of units in the condominium
building times $250,000, whichever is less;
or

e Obtain an individual unit owner's dwelling policy in an amount sufficient to meet the Regulation's
flood insurance requirements, if there is no RCBAP or the RCBAP coverage is less than either 100
percent of the insurable value (replacement cost) of the building or the amount equal to the total
number of units in the condominium building times $250,000, whichever is less.

The proposed answer revises and clarifies the current answer to question 8 under section I1. The current
answer provides that ““to meet federal flood insurance requirements, an RCBAP should be purchased in
an amount of at least 80 percent of the replacement value of the building or the maximum amount
available under the NFIP (currently $250,000 multiplied by the number of units), whichever is less."

The proposed question and answer recognizes that neither the Act nor the Regulation addresses
explicitly the appropriate level of RCBAP

coverage; rather, they address the general purchase requirement applicable to all types of buildings and
mobile homes: The lesser of the outstanding principal balance of the loan or the maximum amount of
insurance available under the NFIP. The proposed question and answer acknowledges the standard set
forth in the Regulation, and clarifies that the maximum amount of insurance available under the NFIP
for a residential condominium unit is the lesser of the maximum limit available for a residential
condominium unit (currently, $250,000) or the insurable value of the unit (the replacement value of the
building divided by the number of units).\4\ The proposed question and answer would also reflect that
where the outstanding principal balance of the loan is greater than the maximum amount of coverage
available under the NFIP, an RCBAP written at 80 percent of the replacement cost value of the
building does not meet the Regulation’s flood insurance requirements (unless that amount were equal to
the maximum amount of insurance available under the NFIP, which is $250,000 multiplied by the
number of units), whereas the current answer suggested that such a coverage level was adequate. While
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FEMA's recent guidance prescribes 80 percent replacement cost value coverage as the minimum
amount necessary to avoid imposition of a co-insurance penalty at the time of loss,\5\ proposed answer
24 clarifies that this amount of insurance is insufficient to comply with the Act's and Regulation's
minimum requirements. The proposed answer would provide that where the

outstanding principal balance of the loan is greater than the maximum amount of coverage available
under the NFIP and the RCBAP is written at

less than 100 percent of the insurable value (replacement cost) of the building or an amount equal to
$250,000 multiplied by the number of units, whichever is less, the lender must require the borrower to
obtain an individual unit owner's dwelling policy to meet the Regulation's flood insurance
requirements.

\4\ In recent guidance, FEMA expressly discusses the statutory standard for determining the required
amount of flood insurance for
a condominium. FEMA Mandatory Purchase of Flood Insurance Guidelines, at 46.

\5\ FEMA\'s recent guidance encourages condominium associations to obtain 100 percent coverage.
Id. at 47.

The Agencies are proposing the modification contained in proposed question 24 and its answer to be in
accordance with the general mandatory purchase requirement in the Regulation. As FEMA has noted:

Although unit owners have a shared interest in the common
areas
of the condominium building, as well as in their own unit, unit

owners are unable to individually protect such common areas.
Therefore, the RCBAP, insured to its full replacement cost
value

(RCV) to the extent possible under the NFIP, is the correct
way to

insure a residential condominium building against flood loss.
A

properly placed RCBAP protects the financial interests of the
association, unit owners, and lenders and also satisfies the
statutory requirements.\6\

\6\ See id. at 46.

The Agencies plan that any guidance adopted as final in question and answer 24 would apply to any
loan that is made, increased, extended, or renewed after the effective date of the revised guidance. The
Agencies further plan that the revised guidance would apply to any loan made prior to the effective
date of the revised guidance, which a lender determines to be covered by flood insurance in an amount
less than required by the Regulation, as set forth in proposed question and answer 24, at the first flood
insurance policy renewal period following the effective date of the revised guidance.

Proposed question 27 would modify and expand current question 9 under section Il to address lenders'

options when a loan secured by a
residential condominium unit is in a multi-unit complex whose condominium association allows its
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existing flood insurance policy to lapse. Specifically, if the borrower/unit owner or the condominium
association fails to purchase adequate flood insurance within 45 days of the lender's notification of
inadequate insurance coverage, the lender must force place flood insurance to cover the unit owner's
dwelling in an amount adequate to meet the Regulation's flood insurance requirements.

The Agencies are also proposing five new questions and answers to address additional issues regarding
flood insurance requirements for

residential condominiums. Proposed new question 23 would be added to specifically affirm that the
mandatory flood insurance purchase

requirements under the Act and Regulation apply to loans secured by individual residential
condominium units, including those in multi-story condominium complexes located in an SFHA in
which flood insurance is available under the Act.

Proposed new question 25 would address lenders' options when a loan secured by a residential
condominium unit is in a multi-unit complex

whose condominium association does not obtain or maintain the amount of flood insurance coverage
required under the Regulation. Specifically,

it would provide that a lender must require the borrower to purchase an individual unit owner's
dwelling policy in an amount sufficient to meet

the Regulation's flood insurance requirements. The proposed answer would also detail what is
considered an adequate amount of flood

insurance under the Regulation and provide an example.

[[Page 15264]]

Proposed new question 26 would address the steps a lender must take if the RCBAP coverage is
insufficient to meet the Regulation's

mandatory purchase requirements for a loan secured by an individual residential condominium unit.
The proposed answer would also summarize

some of the risks to which the lender and the individual unit owner/borrower may be exposed should a
loss occur where the condominium

association did not maintain adequate flood insurance coverage under an RCBAP.

Proposed new question 28 would be added to explain how the RCBAP's co-insurance penalty applies
when, at the time of loss, the RCBAP's

coverage amount is less than 80 percent of either the building's replacement cost or the maximum
amount of flood insurance available for

that building under the NFIP (whichever is less). Examples of how to calculate the penalty would also
be provided. Proposed new question 29

would be added to explain the interplay between the individual unit owner's dwelling policy coverage
limitations and the RCBAP.

Section VII. Flood insurance requirements for home equity loans, lines of credit, subordinate liens,
and other security interests in collateral located in an SFHA

Proposed new Section V11, which addresses flood insurance requirements for home equity loans, lines
of credit, subordinate liens, and other security interests in collateral located in an SFHA, would include
seven questions from current section | and parts of two questions from current section V. Specifically,
current questions 3, 4, 5, 6, 7, 8, and 10 would be renumbered as questions 30, 31, 34, 35 and 36, 37,
38, and 39 respectively. Current question 5 in section V would be split into proposed questions 32 and
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33.

Proposed questions and answers 30, 31, and 39 would include minor wording changes without any
intended change in substance or meaning.

Proposed question 32 would expand on part of current section V, question 5, but would not change the
substance of the answer. New

question 34 would be revised to clarify the issue discussed in current question 5 of section | without
any change in substance or meaning. New

questions 35 and 36 would be added to clarify the issues discussed in current question 6 of section I.

Section VIII. Flood insurance requirements for loan syndications/participations

The Agencies are proposing to include a new section V111 and new question 40 in response to questions
from lenders. The proposed question and answer would explain that, with respect to loan syndications
and participations, individual participating lenders are responsible for ensuring compliance with flood
insurance requirements. The Agencies believe that the risk of flood loss can be a significant threat to
the value of improved real property securing loans, especially in light of many recent catastrophic
flood-related events such as Hurricane Katrina. Therefore, the Agencies believe that each lender in a
loan participation/syndication arrangement that is secured by improved real property located in a
special flood hazard area should be responsible for ensuring that the respective interest of the lender in
the collateral that secures the lender's portion of the loan is protected against the risk of flood loss, at
least to the amount required by the Regulation. This does not mean that each lender in a

syndication or participant in a loan must individually undertake such activities as obtaining a flood
determination or monitoring whether flood insurance premiums are paid. Rather, it means that the
participating lender should perform upfront due diligence to ensure both that the lead lender or agent
has undertaken the necessary activities to ensure that the borrower obtains appropriate flood insurance
and that the lead lender or agent has adequate controls to monitor the loan(s) on an on-going basis for
compliance with the flood insurance requirements. The participating lender should require as a
condition to the participation, syndication or other credit risk sharing agreement that the lead lender or
agent will provide

participating lenders with sufficient information on an ongoing basis to monitor compliance with flood
insurance requirements.

Section IX. Flood insurance requirements in the event of the sale or transfer of a designated loan
and/or its servicing rights

The heading to proposed section IX has been modified to provide greater clarity with no intended
change in substance or meaning. The

current questions 1, 2, 3, 4, 5, and 6 under current section 1X would be renumbered as proposed
questions 42, 43, 44, 45, 46, and 47,

respectively, with minor revisions to questions and answers 42 and 46 to provide greater clarity, with
no intended change in substance or

meaning. Proposed section IX would also incorporate and expand current question 6 under section Il as
proposed question and answer 41.

Proposed question 41 would expound on the two scenarios from current question 6 to provide greater
clarity, with no intended change in

substance or meaning.

Section X. Escrow requirements

April 2008 14 FCA Pending Regulations & Notices



Current section 1V on escrow requirements would be moved to proposed section X but would remain
largely unchanged. Question 1 under

current section 1V, relating to the date loan originations were subject to the escrow requirement, would
be deleted, as it is now obsolete.

Questions 2 through 7 under current section IV would be renumbered as proposed questions 48 through
53, respectively, with minor changes for

greater clarity with no intended change in substance or meaning.

Section XI. Forced placement of flood insurance

For organizational purposes, the Agencies are proposing to move existing questions 1, 2, and 3 in Part
VI to questions 54, 55, and 56 in section X1 of the proposed document, respectively. The Agencies are
proposing minor revisions to proposed question and answer 54 to provide greater clarity, with no
intended change in substance or meaning.

Section XII. Gap insurance policies

The Agencies are proposing to add a new section and question and answer on the appropriateness of
gap or blanket insurance policies, often purchased by lenders to ensure adequate life-of-loan flood
insurance coverage for designated loans, as a result of questions received by the Agencies on such
policies. Gap or blanket insurance policies are lender-paid private policies that are meant to cover a
lender's entire portfolio of loans for insurance shortfalls or expired policies.

The proposed answer to question 57 of section XI1 would explain that, generally, gap or blanket
insurance is not an adequate substitute for NFIP insurance, as a gap or blanket policy typically protects
only the lender's, not the borrower's interest, and cannot be transferred when a loan is sold. The
question and answer would acknowledge, however, that in limited circumstances, a gap or blanket
policy may satisfy flood insurance obligations in instances where NFIP and private insurance for the
borrower are otherwise unavailable.

Section XIII: Required use of the Standard Flood Hazard Determination Form (SFHDF)

Current section V would be moved to proposed section XIl11I, and questions 1, [[Page 15265]] 2, 3, and
4 of current section V would be renumbered as proposed questions 58, 59, 60, and 61, respectively.
The Agencies are proposing some minor changes to the answers for these questions to provide
additional clarity with no intended change in substance or meaning. For organizational purposes, the
guidance found in question 5 of current

section V would be moved to proposed questions 32 and 33 under proposed section V11, as discussed
above.

Section XIV. Flood determination fees

Current section VII would be moved to proposed section XIV. Questions 1 and 2 in current section VII
would be renumbered as questions 62 and 63, respectively, with only minor language modifications,
with no intended change in substance or meaning.

Section XV. Flood zone discrepancies

The Agencies are proposing a new section and two new questions concerning issues where there is a
discrepancy between the flood hazard
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zone designation on a flood hazard determination form and the flood hazard zone designation on the
flood insurance policy. Proposed new

question 64 would address how lenders should respond when confronted with a discrepancy between
the flood hazard zone designations on the

flood hazard determination form and the flood insurance policy. The question discusses the legitimate
reasons why such discrepancies may

exist and describes how to resolve differences if there is no legitimate reason for them. Proposed
guestion 65 discusses when such flood zone discrepancies in a loan portfolio will result in a finding
that the lender violated federal flood insurance requirements. If there are repeated instances in the
lender's loan portfolio of discrepancies between the flood hazard zone listed on a flood hazard
determination and the flood hazard zone listed on a flood insurance policy, and the lender has not taken
steps to resolve such discrepancies, then an agency may find that the lender has violated the mandatory
purchase requirements.

Section XVI. Notice of special flood hazards and availability of Federal disaster relief

The Agencies propose to move current section V111 to proposed section XVI. Therefore, questions 1, 2,
3,4, 5, and 6 under current section VII1 would be renumbered as proposed questions 66, 67, 68, 69, 70,
and 71, respectively, with nonsubstantive changes made to provide additional clarity to the answers.
For organizational purposes, question 1 under current section X would be consolidated under this new
section XVI and renumbered as question 73. Furthermore, a new question 72 is proposed to be added to
clarify that the Notice of Special Flood Hazards must be provided to the borrower each time a loan is
made, increased, extended, or renewed, even when a new determination is not required.

Section XVII. Mandatory civil money penalties

The Agencies are proposing a new section and two new questions concerning the imposition of
mandatory civil money penalties for violations of the flood insurance requirements. Proposed new
question 74 would list the sections of the Act that trigger mandatory civil money penalties when
examiners find a pattern or practice of violations of those sections. The question would also include
information about statutory limits on the amount of such penalties. Proposed new question 75 would
discuss the general standards the Agencies consider when determining whether violations constitute a
pattern or practice for which civil money penalties are mandatory. These considerations are not
dispositive of individual cases, but serve as a reference point for reviewing the particular facts and
circumstances.

Redesignation Table
The following redesignation table is provided as an aide to assist the public in reviewing the proposed

revisions to the 1997 Interagency
Questions and Answers.

Current Proposed

Section I. Definitions:
Section |, Question 1..... Section IV, Question 17.
Section |, Question 2..... Section IV, Question 16.
Section |, Question 3..... Section VII, Question 30.
Section |, Question 4..... Section VII, Question 31.
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Section |, Question 5.....
Section |, Question 6.....
Section I, Question 7.....
Section I, Question 8.....
Section I, Question 9.....
Section I, Question 10...

Section VII, Question 34.
Section VII, Question 35; and Section VII, Question 36.
Section VII, Question 37.
Section VII, Question 38.
Section |, Question 4.
. Section VII, Question 39.

Section I1. Requirement to Purchase Flood Insurance Where Available:
Section |1, Question 1....
Section |1, Question 2....
Section |1, Question 3....
Section |1, Question 4....
Section |1, Question 5....
Section |1, Question 6....
Section |1, Question 7....
Section |1, Question 8....
Section |1, Question 9....

Section |, Question 1.

Section |, Question 3.

Section I, Question 5.

Deleted as obsolete.

Section |1, Question 12.

Section IX, Question 41.

Section |1, Question 11; and Section V, Question 22.
Section VI, Question 24.

Section VI, Question 27.

Section I11. Exemptions....... Section I11. Exemptions from the mandatory flood insurance requirements.
Section 11, Question 1... Section I1I, Question 15.

Section V. Escrow
Requirements.
Section 1V, Question 1....
Section 1V, Question 2....
Section 1V, Question 3....

Section X. Escrow requirements.

Deleted as obsolete.
Section X, Question 48.
Section X, Question 49.

[[Page 15266]]

Section 1V, Question 4....
Section 1V, Question 5....
Section IV, Question 6....
Section 1V, Question 7....

Section X, Question 50.
Section X, Question 51.
Section X, Question 52.
Section X, Question 53.
Section V. Required Use of Section XIIl. Required use of Standard
Standard Flood Hazard Flood Hazard Determination Form
Determination Form (SFHDF).  (SFHDF).

Section V, Question 1..... Section XIII, Question 58.

Section V, Question 2..... Section XIII, Question 59.

Section V, Question 3..... Section XIII, Question 60.

Section V, Question 4..... Section XIII, Question 61.

Section V, Question 5..... Section VII, Question 32; and Section VI, Question 33.

Section VI. Forced Placement  Section XI. Forced placement of flood
of Flood Insurance. insurance.

Section VI, Question 1.... Section XI, Question 54.

Section VI, Question 2.... Section XI, Question 55.

Section VI, Question 3.... Section XI, Question 56.

Section VII. Determination  Section XIV. Flood determination fees.
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Fees.
Section VII, Question 1... Section XIV, Question 62.
Section VII, Question 2... Section XIV, Question 63.

Section VIII. Notice of
Special Flood Hazards and
Availability of Federal
Disaster Relief.

Section XVI. Notice of special flood
hazards and availability of Federal
disaster relief.

Section VIII, Question 1..
Section VIII, Question 2..
Section VIII, Question 3..
Section VIII, Question 4..
Section VIII, Question 5..
Section VIII, Question 6..

Section XVI, Question 66.
Section XVI, Question 67.
Section XVI, Question 68.
Section XVI, Question 69.
Section XVI, Question 70.
Section XVI, Question 71.

Section IX. Notice of
Servicer's ldentity.

Section IX. Flood insurance requirements
in the event of the sale or transfer of

a designated loan and/or its servicing

rights.

Section IX, Question 1.... Section IX, Question 42.

Section IX, Question 2.... Section IX, Question 43.

Section X, Question 3.... Section IX, Question 44.

Section X, Question 4.... Section IX, Question 45.

Section IX, Question 5.... Section IX, Question 46.

Section IX, Question 6.... Section IX, Question 47.

Section X Appendix A to the
Regulation-Sample Form of
Notice of Special Flood
Hazards and Availability of
Federal Disaster Relief
Assistance.

Section X, Question 1.....

Section X V1. Notice of special flood
hazards and availability of Federal
disaster relief.

Section XVI, Question 73.

Public Comments

The Agencies invite public comment on the proposed new and revised Interagency Questions and
Answers. If financial institutions, bank

examiners, community groups, or other interested parties have unanswered questions or comments
about the Agencies' flood insurance

regulations, they should submit them to the Agencies. The Agencies will consider including these
questions and answers in the final guidance.

Solicitation of Comments Regarding the Use of “"Plain Language"

Section 722 of the Gramm-Leach-Bliley Act of 1999, 12 U.S.C. 4809, requires the federal banking
Agencies to use plain language" in all

proposed and final rules published after January 1, 2000. Although this proposed guidance is not a
proposed rule, comments are nevertheless
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invited on whether the proposed interagency questions and answers are stated clearly and effectively
organized, and how the guidance might be
revised to make it easier to read.

The text of the proposed Interagency Questions and Answers follows:
Interagency Questions and Answers Regarding Flood Insurance

The Interagency Questions and Answers are organized by topic. Each topic addresses a major area of
the revised flood insurance law and

regulations. For ease of reference, the following terms are used throughout this document: ~"Act" refers
to the National Flood Insurance Act of 1968 and the Flood Disaster Protection Act of 1973, as revised
by the National Flood Insurance Reform Act of 1994 (codified at 42 U.S.C. 4001 et seq.). "Regulation”
refers to each agency's current final rule \7\ The OCC, Board, FDIC, OTS, NCUA, and FCA
(collectively, ““the Agencies") are providing answers to questions pertaining to the following topics:

\7\ The Agencies' rules are codified at 12 CFR part 22 (OCC), 12 CFR part 208 (Board), 12 CFR
part 339 (FDIC), 12 CFR part 572 (OTS),
12 CFR part 614 (FCA), and 12 CFR part 760 (NCUA).

l. Determining when certain loans are designated loans for which flood insurance is required under
the Act and Regulation.
Il.  Determining the appropriate amount of flood insurance required under the Act and Regulation.
1. Exemptions from the mandatory flood insurance requirements.
IV. Flood insurance requirements for construction loans.
V.  Flood insurance requirements for agricultural buildings.
VI. Flood insurance requirements for [[Page 15267]] residential condominiums.
VII. Flood insurance requirements for home equity loans, lines of credit, subordinate liens, and other
security interests in collateral located in an
SFHA.
VII1I. Flood insurance requirements for loan syndications/participations.
IX. Flood insurance requirements in the event of the sale or transfer of a designated loan and/or its
servicing rights.
X.  Escrow requirements.
X1, Forced placement of flood insurance.
XI1I.  Gap insurance policies.
XII1. Required use of Standard Flood Hazard Determination Form
(SFHDF).
XI1V. Flood determination fees.
XV. Flood zone discrepancies.
XVI. Notice of special flood hazards and availability of Federal disaster relief.
XVII. Mandatory civil money penalties.

I. Determining When Certain Loans Are Designated Loans for Which Flood Insurance is
Required Under the Act and Regulation

1. Does the Regulation apply to a loan where the building or mobile home securing such loan is
located in a community that does not
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participate in the National Flood Insurance Program (NFIP)?

Answer: Yes. The Regulation does apply; however, a lender need not require borrowers to obtain flood
insurance for a building or mobile

home located in a community that does not participate in the NFIP, even if the building or mobile home
securing the loan is located in a

Special Flood Hazard Area (SFHA). Nonetheless, a lender, using the standard Special Flood Hazard
Determination Form (SFHDF), must still

determine whether the building or mobile home is located in an SFHA. If the building or mobile home
is determined to be located in an SFHA, a

lender is required to notify the borrower. In this case, a lender, generally, may make a conventional
loan without requiring flood insurance, if it chooses to do so. However, a lender may not make a
Government-guaranteed or insured loan, such as an SBA, VA, or FHA, loan secured by a building or
mobile home located in an SFHA in a community that does not participate in the NFIP. See 42 U.S.C.
4106(a). Also, a lender is responsible for exercising sound risk management practices to ensure that it
does not make a loan secured by a building or mobile home located in an SFHA where no flood
insurance is available, if doing so would be an unacceptable risk.

2. What is a lender's responsibility if a particular building or mobile home that secures a loan, due to
a map change, is no longer located within an SFHA?

Answer: The lender is no longer obligated to require mandatory flood insurance; however, the
borrower can elect to convert the existing NFIP policy to a Preferred Risk Policy. For risk management
purposes, the lender may, by contract, continue to require flood insurance coverage.

3. Does a lender's purchase of a loan, secured by a building or mobile home located in an SFHA in
which flood insurance is available under the Act, from another lender trigger any requirements under
the Regulation?

Answer: No. A lender's purchase of a loan, secured by a building or mobile home located in an SFHA
in which flood insurance is available

under the Act, alone, is not an event that triggers the Regulation's requirements, such as making a new
flood determination or requiring a

borrower to purchase flood insurance. Requirements under the Regulation, generally, are triggered
when a lender makes, increases,

extends, or renews a designated loan. A lender's purchase of a loan does not fall within any of those
categories.

However, if a lender becomes aware at any point during the life of a designated loan that flood
insurance is required, the lender must

comply with the Regulation, including force placing insurance, if necessary. Depending upon the
circumstances, safety and soundness

considerations may sometimes necessitate such due diligence upon purchase of a loan as to put the
lender on notice of lack of adequate

flood insurance. If the purchasing lender subsequently extends, increases, or renews a designated loan,
it must also comply with the

Regulation.

4. Does the Regulation apply to loans that are being restructured because of the borrower's default on
the original loan?
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Answer: Yes, if the loan otherwise meets the definition of a designated loan and if the lender increases
the amount of the loan, or
extends or renews the terms of the original loan.

5. Are table funded loans treated as new loan originations?

Answer: Yes. Table funding, as defined under HUD's Real Estate Settlement Procedure Act (RESPA)
rule, 24 CFR 3500.2, is a settlement

at which a loan is funded by a contemporaneous advance of loan funds and the assignment of the loan
to the person advancing the funds. A

loan made through a table funding process is treated as though the party advancing the funds has
originated the loan. The funding party is

required to comply with the Regulation. The table funding lender can meet the administrative
requirements of the Regulation by requiring the

party processing and underwriting the application to perform those functions on its behalf.

6. Is a lender required to perform a review of its, or its servicer's, existing loan portfolio for
compliance with the flood insurance requirements under the Act and Regulation?

Answer: No. Apart from the requirements mandated when a loan is made, increased, extended, or
renewed, a regulated lender need only

review and take action on any part of its existing portfolio for safety and soundness purposes, or if it
knows or has reason to know of the

need for NFIP coverage. Regardless of the lack of such requirement in the Act and Regulation,
however, sound risk management practices may

lead a lender to conduct scheduled periodic reviews that track the need for flood insurance on a loan
portfolio.

I1. Determining the Appropriate Amount of Flood Insurance Required Under the Act and
Regulation

7. The Regulation states that the amount of flood insurance required ““must be at least equal to the
lesser of the outstanding principal balance of the designated loan or the maximum limit of coverage
available for the particular type of property under the Act." What is meant by the ~“maximum limit of
coverage available for the particular type of property under the Act"?

Answer: " The maximum limit of coverage available for the particular type of property under the Act"
depends on the value of the secured collateral. First, under the NFIP, there are maximum caps on the
amount of insurance available. For single-family and two-to-four family dwellings and other residential
buildings located in a participating community under the regular program, the maximum cap is
$250,000. For nonresidential structures located in a participating community under the regular
program, the maximum cap is $500,000. (In participating communities that are under the emergency
program phase, the caps are $35,000 for single-family and two-to-four family dwellings and other
residential structures, and $100,000 for nonresidential structures).

In addition to the maximum caps under the NFIP, the Regulation also provides that ““flood insurance
coverage under the Act is limited to the overall value of the property securing the designated loan
minus the value of the land on which the property is located," which is commonly referred to as the
“insurable value" of a structure. The NFIP does not insure land; therefore, land values should not be
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included in [[Page 15268]] the calculation. An NFIP policy will not cover an amount exceeding the
““insurable value" of the structure. In determining coverage amounts for flood insurance, lenders often
follow the same practice used to establish other hazard insurance coverage amounts. However, unlike
the insurable valuation used to underwrite most other hazard insurance policies, the insurable value of
improved real property for flood insurance purposes also includes the repair or replacement cost of the
foundation and supporting structures. It is very important to calculate the correct insurable value of the
property; otherwise, the lender might inadvertently require the borrower to purchase too much or too
little flood insurance coverage. For example, if the lender fails to exclude the value of the land when
determining the insurable value of the improved real property, the borrower will be asked to purchase
coverage that exceeds the amount the NFIP will pay in the event of a loss. (Please note, however, when
taking a security interest in

improved real property where the value of the land, excluding the value of the improvements, is
sufficient collateral for the debt, the lender must nonetheless require flood insurance to cover the value
of the structure if it is located in a participating community's SFHA).

8. What are examples of residential buildings?

Answer: Residential buildings include one-to-four family dwellings; apartment or other residential
buildings containing more than four dwelling units; condominiums and cooperatives in which at least
75 percent of the square footage is residential; hotels or motels where the normal occupancy of a guest
is six months or more; and rooming houses that have more than four roomers. A residential building
may have incidental non-residential use, such as an office or studio, as long as the total area of such
incidental occupancy is limited to less than 25 percent of the square footage of the building.

9. What are examples of nonresidential buildings?

Answer: Nonresidential buildings include small business concerns, churches, schools, farm buildings
(including grain bins and silos), pool houses, clubhouses, recreational buildings, mercantile structures,
agricultural and industrial structures, warehouses, hotels and motels with normal room rentals for less
than six months' duration, nursing homes, and mixed-use buildings with less than 75 percent residential
square footage.

10. How much insurance is required on a building located in an SFHA in a participating community ?

Answer: The amount of insurance required by the Act and Regulation is the lesser of:

° The outstanding principal balance of the loan(s) or

° The maximum amount of insurance available under the NFIP, which is the lesser of:
° The maximum limit available for the type of structure or
° The “insurable value" of the structure (see Question 7).

Example: (calculating insurance required on a non-residential building): Loan security includes one
equipment shed located in an SFHA in a participating community under the regular program.
° Outstanding loan principal is $300,000
° Maximum amount of insurance available under the NFIP:
° Maximum limit available for type of structure is $500,000 per building
(non-residential building)
° Insurable value of the equipment shed is $30,000
The minimum amount of insurance required by the Regulation for the equipment shed is $30,000.

11. Is flood insurance required for each building when the real estate security contains more than one
building located in an SFHA in a participating community? If so, how much coverage is required?
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Answer: Yes. The lender must determine the amount of insurance required on each building and add
these individual amounts together.
The total amount of required flood insurance is the lesser of:

° the outstanding principal balance of the loan(s) or
° the maximum amount of insurance available under the NFIP,
which is the lesser of:
° the maximum limit available for the type of structures or
° the ““insurable value" of the structures (see Question 7).

The amount of total required flood insurance can be allocated among the secured buildings in varying
amounts, but all buildings in an SFHA
must have some coverage.

Example: Lender makes a loan in the principal amount of $150,000 secured by five nonresidential
buildings, only three of which are located in SFHASs within participating communities.
° Outstanding loan principal is $150,000
° Maximum amount of insurance available under the NFIP
° Maximum limit available for the type of structure is $500,000 per building
(non-residential buildings); or
° Insurable value (for each non-residential building for which insurance is required,
which is $100,000, or $300,000 total)
Amount of insurance required for the three buildings is $150,000. This amount of required flood
insurance could be allocated among the
three buildings in varying amounts, so long as each is covered by flood insurance.

12. If the insurable value of a building or mobile home, located in an SFHA in which flood insurance
is available under the Act, securing a designated loan is less than the outstanding principal balance of
the loan, must a lender require the borrower to obtain flood insurance up to the balance of the loan?

Answer: No. The Regulation provides that the amount of flood insurance must be at least equal to the
lesser of the outstanding principal balance of the designated loan or the maximum limit of coverage
available for a particular type of property under the Act. The Regulation also provides that flood
insurance coverage under the Act is limited to the overall value of the property securing the designated
loan minus the value of the land on which the building or mobile home is located. Since the NFIP
policy does not cover land value, lenders should determine the amount of insurance necessary based on
the insurable value of the improvements.

13. Can a lender require more flood insurance than the minimum required by the Regulation?

Answer: Yes. Lenders are permitted to require more flood insurance coverage than required by the
Regulation. The borrower or lender may

have to seek such coverage outside the NFIP. Each lender has the responsibility to tailor its own flood
insurance policies and procedures to suit its business needs and protect its ongoing interest in the
collateral. Lenders should avoid creating situations where a building is being ““over-insured".

14. Can a lender allow the borrower to use the maximum deductible to reduce the cost of flood
insurance?

Answer: Yes. However, it is not a sound business practice for a lender to allow the borrower to use the
maximum deductible amount in every situation. A lender should determine the reasonableness of the
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deductible on a case-by-case basis, taking into account the risk that such a deductible would pose to the
borrower and lender. A lender may not allow the borrower to use a deductible amount equal to the [[
Page 15269]]

insurable value of the property to avoid the mandatory purchase requirement for flood insurance.

I11. Exemptions From the Mandatory Flood Insurance Requirements
15. What are the exemptions from coverage?

Answer: There are only two exemptions from the purchase requirements. The first applies to
state-owned property covered under a policy of self-insurance satisfactory to the Director of FEMA.
The second applies if both the original principal balance of the loan is $5,000 or less, and the original
repayment term is one year or less.

IV. Flood Insurance Requirements for Construction Loans

16. Is a loan secured by raw land that is located in an SFHA in which flood insurance is available
under the Act and that will be developed into buildable lot(s) a designated loan that requires flood
insurance?

Answer: No. A designated loan is defined as a loan secured by a building or mobile home that is
located or to be located in an SFHA in

which flood insurance is available under the Act. Any loan secured by only raw land that is located in
an SFHA in which flood insurance is

available is not a designated loan since it is not secured by a building or mobile home.

17. Is a loan secured or to be secured by a building in the course of construction that is located or to
be located in an SFHA in which
flood insurance is available under the Act a designated loan?

Answer: Yes. Therefore, a lender must always make a flood determination prior to loan origination to
determine whether a building to be constructed that is security for the loan is located or will be located
in an SFHA in which flood insurance is available under the Act. If so, then the loan is a designated loan
and the lender must provide the requisite notice to the borrower prior to loan origination that
mandatory flood insurance is required. The lender must then comply with the mandatory purchase
requirement under the Act and Regulation.

18. Is a building in the course of construction that is located in an SFHA in which flood insurance is
available under the Act eligible for coverage under an NFIP policy?

Answer: Yes. FEMA's Flood Insurance Manual, under general rules, states:

buildings in the course of
construction that have yet to be
walled and roofed are eligible for
coverage except when construction
has been halted for more than 90
days and/or if the lowest floor used
for rating purposes is below the
Base Flood Elevation (BFE).
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Materials or supplies intended for
use in such construction, alteration,
or repair are not insurable unless
they are contained within an
enclosed building on the premises
or adjacent to the premises.

Flood Insurance Manual at p. GR 4 (October 2006). The definition section of the Flood Insurance
Manual defines ““start of construction" in the case of new construction as " either the first placement of
permanent construction of a building on site, such as the pouring of a slab or footing, the installation of
piles, the construction of columns, or any work beyond the stage of excavation; or the placement of a
manufactured (mobile) home on a foundation." Flood Insurance Manual at p. DEF 9. While an NFIP
policy may be purchased prior to the start of construction, as a practical matter, coverage under an
NFIP policy is not effective until actual construction commences or when materials or supplies
intended for use in such construction, alteration, or repair are contained in an enclosed building on the
premises or adjacent to the premises.

19. When must a lender require the purchase of flood insurance for a loan secured by a building in the
course of construction that is located in an SFHA in which flood insurance is available?

Answer: Under the Act, as implemented by the Regulation, a lender may not make, increase, extend, or
renew any loan secured by a building

or a mobile home, located or to be located in an SFHA in which flood insurance is available, unless the
property is covered by adequate flood insurance for the term of the loan. One way for lenders to
comply with the mandatory purchase requirement for a loan secured by a building in the course of
construction that is located in an SFHA is to require borrowers to have a flood insurance policy in

place at the time of loan origination.

Alternatively, a lender may allow a borrower to defer the purchase of flood insurance until a foundation
slab has been poured and/or an elevation certificate has been issued, provided that the lender requires
the borrower to have flood insurance in place before the lender disburses funds to pay for building
construction (except as necessary to pour the slab or perform preliminary site work, such as laying
utilities, clearing brush, or the purchase and/or delivery of building materials) on the property securing
the loan. If the lender elects this approach and does not require flood insurance to be obtained at loan
origination, then it must have adequate internal controls in place at origination to ensure that the
borrower obtains

flood insurance no later than when the foundation slab has been poured and/or an elevation certificate
has been issued.

20. Does the 30-day waiting period apply when the purchase of the flood insurance policy is deferred
in connection with a construction loan?

Answer: No. The NFIP will rely on an insurance agent's representation on the application for flood
insurance that the purchase of insurance has been properly deferred unless there is a loss during the
first 30 days of the policy period. In that case, the NFIP will require documentation of the loan
transaction, such as settlement papers, before adjusting the loss.

V. Flood Insurance Requirements for Agricultural Buildings

21. Some agricultural operations have buildings on their farms with limited utility to the farming
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operation and, in many cases, the farmer would not replace such buildings if lost in a flood. Is a
lender required to mandate flood insurance for such buildings?

Answer: Yes. Under the Regulation, lenders must require flood insurance on real estate improvements
when those improvements are part of the property securing the loan and are located in an SFHA in a
participating community. The Act does not differentiate agricultural lending from other types of
lending.

The lender may consider ““carving out" buildings from the security it takes on the loan. However, the
lender should fully analyze the risks of this option. In particular, a lender should consider whether it
would be able to market the property securing its loan in the event of foreclosure. Additionally, the
lender should consider any local zoning issues or other issues that would affect its collateral.

22. What are a lender's requirements under the Regulation for a loan secured by multiple agricultural
buildings located throughout a large geographic area where some of the buildings are located in an
SFHA in which flood insurance is available and other buildings are not? What if the buildings are
located in several jurisdictions or counties where some of the communities participate in the NFIP,
and others do not?

Answer: A lender is required to make a determination as to whether the property securing the loan is in
an SFHA. If secured property is

located in an SFHA, but not in a participating [[Page 15270]] community, no flood insurance is
required, although a lender can require the purchase of flood insurance (from a private insurer) as a
matter of safety and soundness. Conversely, where a secured property is located in a participating
community but not in an SFHA, no insurance is required. A lender must provide appropriate notice and
require the purchase of flood insurance for designated loans located in an SFHA in a participating
community. Agricultural buildings that are part of the loan's security and are located in an SFHA in a
participating community are required to have flood insurance.

V1. Flood Insurance Requirements for Residential Condominiums

23. Are residential condominiums, including multi-story condominium complexes, subject to the
statutory and regulatory requirements for flood insurance?

Answer: Yes. The mandatory flood insurance purchase requirements under the Act and Regulation
apply to loans secured by individual

residential condominium units, including those located in multi-story condominium complexes, located
in an SFHA in which flood insurance is

available under the Act. The mandatory purchase requirements also apply to loans secured by other
condominium property, such as loans to a

developer for construction of the condominium or loans to a condominium association.

24. What is the amount of flood insurance coverage that a lender must require with respect to
residential condominium units, including those located in multi-story condominium complexes, to
comply with the mandatory purchase requirements under the Act and the Regulation?

Answer: To comply with the Regulation, the lender must ensure that the minimum amount of flood

insurance covering the condominium unit is
the lesser of:
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° The outstanding principal balance of the loan(s) or

° The maximum amount of insurance available under the NFIP, which is the lesser of:
° The maximum limit available for the residential condominium unit or
° The “insurable value" allocated to the residential condominium unit, which is the

replacement cost value of the condominium
building divided by the number of units.

Assuming that the outstanding principal balance of the loan is greater than the maximum amount of
coverage available under the NFIP, the lender must require a borrower whose loan is secured by a
residential condominium unit to either:
e  Ensure the condominium owners association has purchased an NFIP Residential Condominium
Building Association Policy (RCBAP)
covering either 100 percent of the insurable value (replacement cost) of the building, including
amounts to repair or replace the foundation
and its supporting structures, or the total number of units in the condominium building times
$250,000, whichever is less; or
e Obtain a dwelling policy if there is no RCBAP, as explained in Question 25, or if the RCBAP
coverage is less than 100 percent of the replacement cost value of the building or the total
number of units in the condominium building times $250,000, whichever is less, as explained
in Question 26.

The RCBAP, which is a master policy for condominiums issued by FEMA, may only be purchased by
the condominium owners association. The

RCBAP covers both the common and individually owned building elements within the units,
improvements within the units, and contents owned in

common. The maximum amount of building coverage that can be purchased under an RCBAP is either
100 percent of the replacement cost value of the building, including amounts to repair or replace the
foundation and its supporting structures, or the total number of units in the condominium building
times $250,000, whichever is less.

The dwelling policy provides individual unit owners with supplemental building coverage to the
RCBAP. The policies are coordinated such that the dwelling policy purchased by the unit owner
responds to shortfalls on building coverages pertaining either to improvements owned by the insured
unit owner or to assessments. However, the dwelling policy does not extend the RCBAP limits, nor
does it enable the condominium association to fill in gaps in coverage.

Example: Lender makes a loan in the principal amount of $300,000 secured by a condominium unit in
a 50-unit condominium building, which

is located in an SFHA within a participating community, with a replacement cost of $15 million and
insured by an RCBAP with $12.5 million of coverage.

° Outstanding principal balance of loan is $300,000;

° Maximum amount of coverage available under the NFIP, which is the lesser of:
° Maximum limit available for the residential condominium unit is $250,000; or
° Insurable value of the unit based on 100 percent of the building's replacement cost

value ($15 million / 50 = $300,000).

The lender does not need to require additional flood insurance since the RCBAP's $250,000 per unit
coverage ($12.5 million / 50 = $250,000) satisfies the Regulation's mandatory flood insurance
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requirement. (This is the lesser of the outstanding principal balance ($300,000), the maximum coverage
available under the NFIP ($250,000), or the insurable value ($300,000).)

The guidance in question and answer 24 will apply to any loan that is made, increased, extended, or
renewed after the effective date of the revised guidance. Further, the guidance will apply to any loan
made prior to the effective date of the guidance, which a lender determines to be covered by flood
insurance in an amount less than required by the Regulation, and as set forth in proposed question and
answer 24, at the first flood insurance policy renewal period following the effective date of the revised
guidance.

25. What action must a lender take if there is no RCBAP coverage?

Answer: If there is no RCBAP, either because the condominium association will not obtain a policy or
because individual unit owners are responsible for obtaining their own insurance, then the lender must
require the individual unit owner/borrower to obtain a dwelling policy in an amount sufficient to meet

the requirements outlined in Question 24.

Example: The lender makes a loan in the principal amount of $175,000 secured by a condominium
unit in a 50-unit condominium building, which is located in an SFHA within a participating
community, with a replacement cost value of $10 million; however, there is no RCBAP.

° Outstanding principal balance of loan is $175,000.

° Maximum amount of coverage available under the NFIP, which is the lesser of:
° Maximum limit available for the residential condominium unit is $250,000; or
° Insurable value of the unit based on 100 percent of the building's replacement cost

value ($10 million / 50 = $200,000).

The lender must require the individual unit owner/borrower to purchase a flood insurance dwelling
policy in the amount of $175,000, since there is no RCBAP, to satisfy the Regulation's mandatory
flood insurance requirement. (This is the lesser of the outstanding principal balance [[Page 15271]]
($175,000), the maximum coverage available under the NFIP ($250,000), or the insurable value
($200,000).)

26. What action must a lender take if the RCBAP coverage is insufficient to meet the Regulation's
mandatory purchase requirements for a loan secured by an individual residential condominium unit?

Answer: If the lender determines that flood insurance coverage purchased under the RCBAP is
insufficient to meet the Regulation's mandatory purchase requirements, then the lender should request
the individual unit owner/borrower to ask the condominium association to obtain additional coverage
that would be sufficient to meet the Regulation's requirements (see Question 24). If the condominium
association does not obtain sufficient coverage, then the lender must require the individual unit
owner/borrower to purchase a dwelling policy in an amount sufficient to meet the Regulation’s flood
insurance requirements. The amount of coverage under the dwelling policy required to be purchased by
the individual unit owner would be the difference between the RCBAP's coverage allocated to that unit
and the Regulation's mandatory flood insurance requirements (see Question 24).

Example: Lender makes a loan in the principal amount of $300,000 secured by a condominium unit in
a 50-unit condominium building, which

is located in an SFHA within a participating community, with a replacement cost value of $10 million;
however, the RCBAP is at 80 percent of replacement cost value ($8 million or $160,000 per unit).
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° Outstanding principal balance of loan is $300,000

° Maximum amount of coverage available under the NFIP, which is the lesser of:
° Maximum limit available for the residential condominium unit is $250,000; or
° Insurable value of the unit based on 100 percent of the building's replacement value

($10 million / 50 = $200,000).

The lender must require the individual unit owner/borrower to purchase a flood insurance dwelling
policy in the amount of $40,000 to satisfy the Regulation's mandatory flood insurance requirement of
$200,000. (This is the lesser of the outstanding principal balance ($300,000), the maximum coverage
available under the NFIP ($250,000), or the insurable value ($200,000).) The RCBAP fulfills only
$160,000 of the Regulation’s flood insurance requirement.

While the individual unit owner's purchase of a separate dwelling policy that provides for adequate
flood insurance coverage under the Regulation will satisfy the Regulation's mandatory flood insurance
requirements, the lender and the individual unit owner/borrower may still be exposed to additional risk
of loss. Lenders are encouraged to apprise borrowers of this risk. The dwelling policy provides
individual unit owners with supplemental building coverage to the RCBAP. The policies are
coordinated such that the dwelling policy purchased by the unit owner responds to shortfalls on
building coverages pertaining either to improvements owned by the insured unit owner or to
assessments. However, the dwelling policy does not extend the RCBAP limits, nor does it enable the
condominium association to fill in gaps in coverage.

The risk arises because the individual unit owner's dwelling policy may contain claim limitations that
prevent the dwelling policy from covering the individual unit owner's share of the co-insurance penalty,
which is triggered when the amount of insurance under the RCBAP is less than 80 percent of the
building's replacement cost value at the time of loss. In addition, following a major flood loss, the
insured unit owner may have to rely upon the condominium association's and other unit owners'
financial ability to make the necessary repairs to common elements in the building, such as electricity,
heating, plumbing, elevators, etc. It is incumbent on the lender to understand these limitations.

27. What must a lender do when a loan secured by a residential condominium unit is in a complex
whose condominium association allows its existing RCBAP to lapse?

Answer: If a lender determines at any time during the term of a designated loan that the loan is not
covered by flood insurance or is covered by such insurance in an amount less than that required under
the Act and the Regulation, the lender must notify the individual unit owner/borrower of the
requirement to maintain flood insurance coverage sufficient to meet the Regulation's mandatory
requirements. The lender should encourage the individual unit owner/borrower to work with the
condominium association to acquire a new RCBAP in an amount sufficient to meet the Regulation's
mandatory flood insurance requirement (see Question 24). Failing that, the lender must require the
individual unit owner/borrower to obtain a flood insurance dwelling policy in an amount sufficient to
meet the Regulation's mandatory flood insurance requirement (see Questions 25 and 26). If the
borrower/unit owner or the condominium association fails to purchase flood insurance sufficient to
meet the Regulation's mandatory requirements within 45 days of the lender's notification to the
individual unit owner/borrower of inadequate insurance coverage, the lender must force place the
necessary flood insurance.

28. How does the RCBAP's co-insurance penalty apply in the case of residential condominiums,
including those located in multi-story condominium complexes?
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Answer: In the event the RCBAP's coverage on a condominium building at the time of loss is less than
80 percent of either the building's

replacement cost or the maximum amount of insurance available for that building under the NFIP
(whichever is less), then the loss payment,

which is subject to a co-insurance penalty, is determined as follows (subject to all other relevant
conditions in this policy, including those pertaining to valuation, adjustment, settlement, and payment
of loss):

A. Divide the actual amount of flood insurance carried on the condominium building at the time of loss
by 80 percent of either its replacement cost or the maximum amount of insurance available for the
building under the NFIP, whichever is less.

B. Multiply the amount of loss, before application of the deductible, by the figure determined in A
above.

C. Subtract the deductible from the figure determined in B above.

The policy will pay the amount determined in C above, or the amount of insurance carried, whichever
is less.

Example 1: (inadequate insurance amount to avoid penalty)

Replacement value of the building--$250,000

80% of replacement value of the building--$200,000

Actual amount of insurance carried--$180,000

Amount of the loss--$150,000

Deductible--$500

Step A: 180,000 / 200,000 = .90

(90% of what should be carried to avoid co-insurance penalty)
Step B: 150,000 x .90 = 135,000

Step C: 135,000 - 500 = 134,500

The policy will pay no more than $134,500. The remaining $15,500 is not covered due to the
co-insurance penalty ($15,000) and application of the deductible ($500). Unit owners' dwelling policies
will not cover any [[Page 15272]] assessment that may be imposed to cover the costs of repair that are
not covered by the RCBAP.

Example 2: (adequate insurance amount to avoid penalty)

Replacement value of the building--$250,000

80% of replacement value of the building--$200,000

Actual amount of insurance carried--$200,000

Amount of the loss--$150,000

Deductible--$500

Step A: 200,000 / 200,000 = 1.00

(100% of what should be carried to avoid co-insurance penalty)
Step B: 150,000 x 1.00 = 150,000

Step C: 150,000 - 500 = 149,500

In this example there is no co-insurance penalty, because the actual amount of insurance carried meets
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the 80 percent requirement to avoid the co-insurance penalty. The policy will pay no more than
$149,500 ($150,000 amount of loss minus the $500 deductible). This example also assumes a $150,000
outstanding principal loan balance.

29. What are the major factors involved with the individual unit owner's dwelling policy's coverage
limitations with respect to the condominium association's RCBAP coverage?

Answer: The following examples demonstrate how the unit owner's dwelling policy may cover in
certain loss situations:

Example 1: (RCBAP insured to at least 80 percent of building replacement cost)

e If the unit owner purchases building coverage under the dwelling policy and if there is an
RCBAP covering at least 80 percent
of the building replacement cost value, the loss assessment coverage under the dwelling policy
will pay that part of a loss that exceeds 80
percent of the association's building replacement cost allocated to that unit.
® The loss assessment coverage under the dwelling policy will not cover the association's policy
deductible purchased by the condominium association.
e If building elements within units have also been damaged, the dwelling policy pays to repair
building elements after the RCBAP
limits that apply to the unit have been exhausted. Coverage combinations cannot exceed the
total limit of $250,000 per unit.

Example 2: (RCBAP insured to less than 80 percent of building replacement cost)

e If the unit owner purchases building coverage under the dwelling policy and there is an
RCBAP that was insured to less than 80 percent of the building replacement cost value at the
time of loss, the loss assessment coverage cannot be used to reimburse the association for its
co-insurance penalty.

® L ossassessment is available only to cover the building damages in excess of the 80-percent
required amount at the time of loss. Thus, the covered damages to the condominium
association building must be greater than 80 percent of the building replacement cost value at
the time of loss before the loss assessment coverage under the dwelling policy becomes
available. Under the dwelling policy, covered repairs to the unit, if applicable, would have
priority in payment over loss assessments against the unit owner.

Example 3: (No RCBAP)

e If the unit owner purchases building coverage under the dwelling policy and there is no
RCBAP, the dwelling policy covers assessments against unit owners for damages to common
areas up to the dwelling policy limit.

e However, if there is damage to the building elements of the unit as well, the combined payment
of unit building damages, which would apply first, and the loss assessment may not exceed the
building coverage limit under the dwelling policy.

VI1. Flood Insurance Requirements for Home Equity Loans, Lines of Credit, Subordinate Liens,
and Other Security Interests in Collateral Located in an SFHA

30. Is a home equity loan considered a designated loan that requires flood insurance?
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Answer: Yes. A home equity loan is a designated loan, regardless of the lien priority, if the loan is
secured by a building or a mobile home located in an SFHA in which flood insurance is available under
the Act.

31. Does a draw against an approved line of credit secured by a building or mobile home, which is
located in an SFHA in which flood insurance is available under the Act, require a flood determination
under the Regulation?

Answer: No. While a line of credit, secured by a building or mobile home located in an SFHA in
which flood insurance is available under the

Act, is a designated loan and, therefore, requires a flood determination when application is made for the
loan, draws against an approved line do not require further determinations. However, a request made
for an increase in an approved line of credit may require a new determination, depending upon whether
a previous determination was done. (See the response to Question 61 in Section XIII. Required use of
Standard Flood Hazard Determination Form).

32. When a lender makes a second mortgage secured by a building or mobile home located in an
SFHA, how much flood insurance must the lender require?

Answer: A lender must ensure that adequate flood insurance is in place or require that additional flood
insurance coverage be added to

the flood insurance policy in the amount of the lesser of either the combined total outstanding principal
balance of the first and second

loan, the maximum amount available under the Act (currently $250,000 for a residential building and
$500,000 for a nonresidential building),

or the insurable value of the building or mobile home. The lender on the second mortgage cannot
comply with the Act and Regulation by

requiring flood insurance only in the amount of the outstanding principal balance of the second
mortgage without regard to the amount

of flood insurance coverage on a first mortgage.

Example 1: Lender A makes a first mortgage with a principal balance of $100,000, but improperly
requires only $75,000 of flood insurance

coverage. Lender B issues a second mortgage with a principal balance of $50,000. The insurable value
of the residential building securing the

loans is $200,000. Lender B must ensure that flood insurance in the amount of $150,000 is purchased
and maintained. If Lender B were to

require flood insurance only in an amount equal to the principal balance of the second mortgage
($50,000), its interest in the secured

property would not be fully protected in the event of a flood loss because Lender A would have prior
claim on the entire $100,000 of the

loss payment towards its principal balance of $100,000, while Lender B would receive only $25,000 of
the loss payment toward its principal

balance of $50,000.

Example 2: Lender A, who is not directly covered by the Act or Regulation, makes a first mortgage
with a principal balance of $100,000

and does not require flood insurance. Lender B, who is directly covered by the Act and Regulation,
issues a second mortgage with a principal
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balance of $50,000. The insurable value of the residential building securing the loans is $200,000.
Lender B must ensure that flood insurance in the amount of $150,000 is purchased and maintained. If
Lender B were to require flood insurance only in an amount equal to the principal balance of the
second [[Page 15273]] mortgage ($50,000), its interest in the secured property would not be protected
in the event of a flood loss because Lender A would have prior claim on the entire $50,000 loss
payment towards its principal balance of $100,000.

Example 3: Lender A made a first mortgage with a principal balance of $100,000 on real property
with a fair market value of $150,000. The

insurable value of the residential building on the real property is $90,000; however, Lender A
improperly required only $70,000 of flood

insurance coverage. Lender B later takes a second mortgage on the property with a principal balance of
$10,000. Lender B must ensure that

flood insurance in the amount of $90,000 is purchased and maintained on the secured property to
comply with the Act and Regulation.

33. If a borrower requesting a home equity loan secured by a junior lien provides evidence that flood
insurance coverage is in place, does the lender have to make a new determination? Does the lender
have to adjust the insurance coverage?

Answer: It depends. Assuming the requirements in Section 528 of the Act (42 U.S.C. 4104b) are met
and the same lender made the first

mortgage, then a new determination may not be necessary, when the existing determination is not more
than seven years old, there have

been no map changes, and the determination was recorded on an SFHDF. If, however, a lender other
than the one that made the first mortgage

loan is making the home equity loan, a new determination would be required because this lender would
be deemed to be ““making" a new

loan. In either situation, the lender will need to determine whether the amount of insurance in force is
sufficient to cover the lesser of

the combined outstanding principal balance of all loans (including the home equity loan), the insurable
value, or the maximum amount of

coverage available on the improved real estate.

34. If the loan request is to finance inventory stored in a building located within an SFHA, but the
building is not security for the loan, is flood insurance required?

Answer: No. The Act and the Regulation provide that a lender shall not make, increase, extend, or
renew a designated loan, that is a loan

secured by a building or mobile home located or to be located in an SFHA, ““unless the building or
mobile home and any personal property

securing such loan" is covered by flood insurance for the term of the loan. In this example, the
collateral is not the type that could secure

a designated loan because it does not include a building or mobile home; rather, the collateral is the
inventory alone.

35. Is flood insurance required if a building and its contents both secure a loan, and the building is

located in an SFHA in which flood
insurance is available?
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Answer: Yes. Flood insurance is required for the building located in the SFHA and any contents stored
in that building.

36. If a loan is secured by Building A, which is located in an SFHA, and contents, which are located
in Building B, is flood insurance required on the contents securing a loan?

Answer: No. If collateral securing the loan is stored in Building B, which does not secure the loan,
then flood insurance is not required on those contents whether or not Building B is located in an SFHA.

37. Does the Regulation apply where the lender takes a security interest in a building or mobile home
located in an SFHA only as an “abundance of caution"?

Answer: Yes. The Act and Regulation look to the collateral securing the loan. If the lender takes a
security interest in improved real estate located in an SFHA, then flood insurance is required.

38. If a borrower offers a note on a single-family dwelling as collateral for a loan but the lender does
not take a security interest in the dwelling itself, is this a designated loan that requires flood
insurance?

Answer: No. A designated loan is a loan secured by a building or mobile home. In this example, the
lender did not take a security interest in the building; therefore, the loan is not a designated loan.

39. If a lender makes a loan that is not secured by real estate, but is made on the condition of a
personal guarantee by a third party who gives the lender a security interest in improved real estate
owned by the third party that is located in an SFHA in which flood insurance is available, is it a
designated loan that requires flood insurance?

Answer: Yes. The making of a loan on condition of a personal guarantee by a third party and further
secured by improved real estate, which is located in an SFHA, owned by that third party is so closely
tied to the making of the loan that it is considered a designated loan that requires flood insurance.

VIII. Flood Insurance Requirements for Loan Syndications/Participations

40. How do the Agencies enforce the mandatory purchase requirements under the Act and Regulation
when a lender participates in a loan syndication/participation?

Answer: Although a syndication/participation agreement may assign compliance duties to the lead
lender or agent, and include clauses in

which the lead lender or agent indemnifies participating lenders against flood losses, each participating
lender remains individually responsible for ensuring compliance with the Act and Regulation.
Therefore, the Agencies will examine whether the regulated institution/participating lender has
performed upfront due diligence to ensure both that the lead lender or agent has undertaken the
necessary activities to ensure that the borrower obtains appropriate flood insurance and that the lead
lender or agent has adequate controls to monitor the loan(s) on an on-going basis for compliance with
the flood insurance requirements. Further, the Agencies expect the participating lender to have
adequate controls to monitor the activities of the lead lender or agent to ensure compliance with flood
insurance requirements over the term of the loan.

IX. Flood Insurance Requirements in the Event of the Sale or Transfer of a Designated Loan
and/or its Servicing Rights
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41. How do the flood insurance requirements under the Regulation apply to lenders under the
following scenarios involving loan servicing?

Scenario 1: A regulated lender originates a designated loan secured by a building or mobile home
located in an SFHA in which flood insurance is available under the Act. The lender makes the initial
flood determination, provides the borrower with appropriate notice, and flood insurance is obtained.
The lender initially services the loan; however, the lender subsequently sells both the loan and the
servicing rights to a non-regulated party. What are the regulated lender’s requirements under the
Regulation? What are the regulated lender's requirements under the Regulation if it only transfers or
sells the servicing rights, but retains ownership of the loan?

Answer: The lender must comply with all requirements of the Regulation, including making the initial
flood determination, providing appropriate notice to the borrower, and ensuring that the proper amount
of insurance is obtained. In the event the lender sells or transfers the loan and servicing rights, the
lender must provide notice of the identity of the new servicer to FEMA or its designee.

[[Page 15274]]

If the lender retains ownership of the loan and only transfers or sells the servicing rights to a
non-regulated party, the lender must notify FEMA or its designee of the identity of the new servicer.
The servicing contract should require the servicer to comply with all the requirements that are imposed
on the lender as owner of the loan, including escrow of insurance premiums and forced placement of
insurance, if necessary.

Generally, the Regulation does not impose obligations on a loan servicer independent from the
obligations it imposes on the owner of a loan. Loan servicers are covered by the escrow, forced
placement, and flood hazard determination fee provisions of the Act and Regulation primarily so that
they may perform the administrative tasks for the lender, without fear of liability to the borrower for
the imposition of unauthorized charges. In addition, the preamble to the Regulation emphasizes that the
obligation of a loan servicer to fulfill administrative duties with respect to the flood insurance
requirements arises from the contractual relationship between the loan servicer and the lender or from
other commonly accepted standards for performance of servicing obligations. The lender remains
ultimately liable for fulfillment of those responsibilities, and must take adequate steps to ensure that the
loan servicer will maintain compliance with the flood insurance requirements.

Scenario 2: A non-regulated lender originates a designated loan, secured by a building or mobile home
located in an SFHA in which flood

insurance is available under the Act. The non-regulated lender does not make an initial flood
determination or notify the borrower of the need

to obtain insurance. The non-regulated lender sells the loan and servicing rights to a regulated lender.
What are the regulated lender's

requirements under the Regulation? What are the regulated lender's requirements if it only purchases
the servicing rights?

Answer: A regulated lender's purchase of a loan and servicing rights, secured by a building or mobile
home located in an SFHA in which flood insurance is available under the Act, is not an event that
triggers any requirements under the Regulation, such as making a new flood determination or requiring
a borrower to purchase flood insurance. The Regulation's requirements are triggered when a lender
makes, increases, extends, or renews a designated loan. A lender's purchase of a loan does not fall
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within any of those categories. However, if a regulated lender becomes aware at any point during the
life of a designated loan that flood insurance is required, then the lender must comply with the
Regulation, including force placing insurance, if necessary. Similarly, if the lender subsequently
extends, increases, or renews a designated loan, the lender must also comply with the Regulation.

Where a regulated lender purchases only the servicing rights to a loan originated by a non-regulated
lender, the regulated lender is obligated only to follow the terms of its servicing contract with the
owner of the loan. In the event the regulated lender subsequently sells or transfers the servicing rights
on that loan, the lender must notify FEMA or its designee of the identity of the new servicer, if required
to do so by the servicing contract with the owner of the loan.

42. When a lender makes a designated loan and will be servicing that loan, what are the requirements
for notifying the Director of FEMA or the Director's designee?

Answer: FEMA stated in a June 4, 1996, letter that the Director's designee is the insurance company
issuing the flood insurance policy.

The borrower's purchase of a policy (or the lender’s forced placement of a policy) will constitute notice
to FEMA when the lender is servicing that loan.

In the event the servicing is subsequently transferred to a new servicer, the lender must provide notice
to the insurance company of the identity of the new servicer no later than 60 days after the effective
date of such a change.

43. Would a RESPA Notice of Transfer sent to the Director of FEMA (or the Director's designee)
satisfy the regulatory provisions of the Act?

Answer: Yes. The delivery of a copy of the Notice of Transfer or any other form of notice is sufficient
if the sender includes, on or with the notice, the following information that FEMA has indicated is
needed by its designee:

Borrower's full name;

Flood insurance policy number;

Property address (including city and state);

Name of lender or servicer making notification;

Name and address of new servicer; and

Name and telephone number of contact person at new servicer.

44. Can delivery of the notice be made electronically, including batch transmissions?

Answer: Yes. The Regulation specifically permits transmission by electronic means. A timely batch
transmission of the notice would also be permissible, if it is acceptable to the Director's designee.

45, If the loan and its servicing rights are sold by the lender, is the lender required to provide notice
to the Director or the Director's designee?

Answer: Yes. Failure to provide such notice would defeat the purpose of the notice requirement
because FEMA would have no record of
the identity of either the owner or servicer of the loan.

46. Is a lender required to provide notice when the servicer, not the lender, sells or transfers the

April 2008 36 FCA Pending Regulations & Notices



servicing rights to another servicer?

Answer: No. After servicing rights are sold or transferred, subsequent notification obligations are the
responsibility of the new servicer. The obligation of the lender to notify the Director or the Director's
designee of the identity of the servicer transfers to the new servicer. The duty to notify the Director or
the Director's designee of any subsequent sale or transfer of the servicing rights and responsibilities
belongs to that servicer. For example, a financial institution makes and services the loan. It then sells
the loan in the secondary market and also sells the servicing rights to a mortgage company. The
financial institution notifies the Director's designee of the identity of the new servicer and the other
information requested by FEMA so that flood insurance transactions can be properly administered by
the Director's designee. If the mortgage company later sells the

servicing rights to another firm, the mortgage company, not the financial institution, is responsible for
notifying the Director's designee of the identity of the new servicer.

47. In the event of a merger of one lending institution with another, what are the responsibilities of the
parties for notifying the Director's designee?

Answer: If an institution is acquired by or merges with another institution, the duty to provide notice
for the loans being serviced by the acquired institution will fall to the successor institution in the event
that notification is not provided by the acquired institution prior to the effective date of the acquisition
or merger.

X. Escrow Requirements

48. Are multi-family buildings or mixed-use properties included in the definition of "residential
improved real estate” under the Regulation for which escrows are required?

Answer: “"Residential improved real estate" is defined under the Regulation as "real estate upon which
a home or other residential building is located or to be located." A loan secured by residential improved
real estate located or to be located in an SFHA in which flood insurance is available is a [[Page 15275]]
designated loan. Lenders are required to escrow flood insurance premiums and fees for any mandatory
flood insurance for such loans if the lender requires the escrow of taxes, hazard insurance premiums or
other loan charges for loans secured by residential improved real estate.

Multi-family buildings. For the purposes of the Act and the Regulation, the definition of residential
improved real estate does not make a distinction between whether a building is single- or multi-family,
or whether a building is owner- or renter-occupied. The preamble to the Regulation indicates that
single-family dwellings (including mobile homes), two-to-four family dwellings, and multi-family
properties containing five or more residential units are covered under the Act's escrow provisions. If the
building securing the loan meets the Regulation's definition of residential improved real estate, and the
lender requires the escrow of other items, such as taxes or hazard insurance premiums, then the lender
is required to also escrow premiums and fees for flood insurance.

Mixed-use properties. The lender should look to the primary use of a building to determine whether it
meets the definition of ""residential improved real estate." For example, a building having a retail store
on the ground level with a small upstairs apartment used by the store's owner generally is considered a
commercial enterprise and consequently would not constitute a residential building under the
definition. If the primary use of a mixed-use property is for residential purposes, the Regulation's
escrow requirements apply. (See Questions 8 and 9 for examples of residential and nonresidential
buildings.)
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49. When must escrow accounts be established for flood insurance purposes?

Answer: Lenders should look to the definition of ““federally related mortgage loan" contained in the
Real Estate Settlement Procedures Act (RESPA) to see whether a particular loan is subject to Section
10. Generally, for flood insurance purposes, only loans on one-to-four family dwellings will be subject
to the escrow requirements of RESPA. (This includes individual units of condominiums. Individual
units of cooperatives, although covered by Section 10 of RESPA, are not insured for flood insurance
purposes.)

Loans on multi-family dwellings with five or more units are not covered by RESPA requirements.
Pursuant to the Regulation, however, lenders must escrow premiums and fees for any required flood
insurance if the lender requires escrows for other purposes, such as hazard insurance or taxes. This
requirement pertains to any loan, including those subject to RESPA. The preceding paragraph
addresses the requirement for administering loans covered by RESPA. The preamble to the Regulation
contains a more detailed discussion of the escrow requirements.

50. Do voluntary escrow accounts established at the request of the borrower trigger a requirement for
the lender to escrow premiums for required flood insurance?

Answer: No. If escrow accounts for other purposes are established at the voluntary request of the
borrower, the lender is not required to

establish escrow accounts for flood insurance premiums. Examiners should review the loan policies of
the lender and the underlying legal

obligation between the parties to the loan to determine whether the accounts are, in fact, voluntary. For
example, when a lender’s loan

policies require borrowers to establish escrow accounts for other purposes and the contractual
obligation permits the lender to establish escrow accounts for those other purposes, the lender will have
the burden of demonstrating that an existing escrow was made pursuant to a voluntary request by the
borrower.

51. Will premiums paid for credit life insurance, disability insurance, or similar insurance programs
be viewed as escrow accounts requiring the escrow of flood insurance premiums?

Answer: No. Premiums paid for these types of insurance policies will not trigger the escrow
requirement for flood insurance premiums.

52. Will escrow-type accounts for commercial loans, secured by multi-family residential buildings,
trigger the escrow requirement for flood insurance premiums?

Answer: It depends. Escrow-type accounts established in connection with the underlying agreement
between the buyer and seller, or that

relate to the commercial venture itself, such as ““interest reserve accounts," ~~compensating balance
accounts,” ““marketing accounts," and similar accounts are not the type of accounts that constitute
escrow accounts for the purpose of the Regulation. However, escrow accounts established for the
protection of the property, such as escrows for hazard insurance premiums or local real estate taxes, are
the types of escrow accounts that trigger the requirement to escrow flood insurance premiums.

TS

53. What requirements for escrow accounts apply to properties covered by RCBAPS?
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Answer: RCBAPs are policies purchased by the condominium association on behalf of itself and the
individual unit owners in the condominium. A portion of the periodic dues paid to the association by
the condominium owners applies to the premiums on the policy. When a lender makes a loan for the
purchase of a condominium unit and when dues to the condominium association apply to the RCBAP
premiums, an escrow account is not required. Lenders should exercise due diligence with respect to
continuing compliance with the insurance requirements on the part of the condominium association.

Xl. Forced Placement of Flood Insurance

54. What is the requirement for the forced placement of flood insurance under the Act and
Regulation?

Answer: The Act and Regulation require a lender to force place flood insurance, if all of the following
circumstances occur:

° The lender determines at any time during the life of the loan that the property securing the
loan is located in an SFHA,;

° The community in which the property is located participates in the NFIP;

° The lender determines that flood insurance coverage is inadequate or does not exist; and

° After required notice, the borrower fails to purchase the appropriate amount of coverage.

A lender must notify the borrower of the required amount of flood insurance that must be obtained
within 45 days after notification. The notice to the borrower must also state that if the borrower does
not obtain the insurance within the 45-day period, the lender will purchase the insurance on behalf of
the borrower and may charge the borrower the cost of premiums and fees to obtain the coverage. If
adequate insurance is not obtained within the 45-day period, then the insurance must be force placed.
Standard Fannie Mae/Freddie Mac documents permit the servicer or lender to add those charges to the
principal amount of the loan.

FEMA developed the Mortgage Portfolio Protection Program (MPPP) to assist lenders in connection
with forced placement procedures. FEMA

published these procedures in the Federal Register on August 29, 1995 (60 FR 44881). Appendix A of
the FEMA publication contains examples of

notification letters to be used in connection with the MPPP.

55. Can a servicer force place on behalf of a lender?

[[Page 15276]]

Answer: Yes. Assuming the statutory prerequisites for forced placement are met, and subject to the
servicing contract between the lender and the servicer, the Act clearly authorizes servicers to force
place flood insurance on behalf of the lender, following the procedures set forth in the Regulation.

56. When forced placement occurs, what is the amount of insurance required to be placed?

Answer: The amount of flood insurance coverage required is the same regardless of how the insurance
is placed. (See Section II. Determining

the appropriate amount of flood insurance required under the Act and Regulation.)

XI1. Gap Insurance Policies
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57. May a lender rely on a gap or blanket insurance policy to meet its obligation to ensure that its
designated loans are covered by an adequate amount of flood insurance over the life of the loans?

Answer: Generally no. Gap or blanket insurance typically is not an adequate substitute for NFIP
insurance. Among other things, a gap or

blanket policy typically protects only the lender's, not the borrower's, interest and, therefore, may not
be transferred when a loan is sold. The presence of a gap or blanket policy may serve as a disincentive
for the lender or its servicer to perform its due diligence and ensure that there is adequate coverage for
a designated loan. Finally, a lender that substitutes a gap or blanket policy for an individual flood
insurance policy would be unable to sell the loan in the secondary market, since Fannie Mae and
Freddie Mac will not accept loans that are covered solely by a gap or blanket policy.

In limited circumstances, a gap or blanket policy may satisfy a lender's flood insurance obligations,
when NFIP and private insurance is otherwise unavailable. For example, when a designated loan does
not have sufficient coverage, but the borrower refuses to increase coverage under his NFIP insurance, a
gap or blanket policy may be appropriate when the lender is unable to force-place private insurance for
some reason. Similarly, when a policy has expired, and the borrower has failed to renew coverage, gap
or blanket coverage may be adequate protection for the lender for the 15-day gap in coverage between
the end of the 30-day "“grace" period after the NFIP policy expiration and the end of the 45-day force
placement notice period. However, the lender must force place adequate coverage in a timely manner,
as required, and may not rely on the gap or blanket coverage on an on-going basis.

XI11. Required Use of Standard Flood Hazard Determination Form (SFHDF)
58. Does the SFHDF replace the borrower notification form?

Answer: No. The notification form is used to notify the borrower(s) that he or she is purchasing
improved property located in an SFHA. The

financial regulatory Agencies, in consultation with FEMA, included a revised version of the sample
borrower notification form in Appendix A

to the Regulation. The SFHDF is used by the lender to determine whether the property securing the
loan is located in an SFHA.

59. Is the lender required to provide the SFHDF to the borrower?

Answer: No. While it may be a common practice in some areas for lenders to provide a copy of the
SFHDF to the borrower to give to the

insurance agent, lenders are neither required nor prohibited from providing the borrower with a copy of
the form. In the event a lender

does provide the SFHDF to the borrower, the signature of the borrower is not required to acknowledge
receipt of the form.

60. May the SFHDF be used in electronic format?

Answer: Yes. FEMA, in the final rule adopting the SFHDF stated: " If an electronic format is used, the
format and exact layout of the

Standard Flood Hazard Determination Form is not required, but the fields and elements listed on the
form are required. Any electronic

format used by lenders must contain all mandatory fields indicated on the form." It should be noted,
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however, that the lender must be able
to reproduce the form upon receiving a document request by its federal supervisory agency.

61. Section 528 of the Act, 42 U.S.C. 4104b(e), permits a lender to rely on a previous flood
determination using the SFHDF when it is increasing, extending, renewing or purchasing a loan
secured by a building or a mobile home. Under the Act, the “"making" of a loan is not listed as a
permissible event that permits a lender to rely on a previous determination. May a lender rely on a
previous determination for a refinancing or assumption of a loan?

Answer: It depends. When the loan involves a refinancing or assumption by the same lender who
obtained the original flood determination on the same property, the lender may rely on the previous
determination only if the original determination was made not more than seven years before the date of
the transaction, the basis for the determination was set forth on the SFHDF, and there were no map
revisions or updates affecting the security property since the original determination was made. A loan
refinancing or assumption made by a lender different from the one who obtained the original
determination constitutes a new loan, thereby requiring a new determination.

XIV. Flood Determination Fees
62. When can lenders or servicers charge the borrower a fee for making a determination?

Answer: There are four instances under the Act and Regulation when the borrower can be charged a
specific fee for a flood determination:

e \When the determination is made in connection with the making, increasing, extending, or
renewing of a loan that is initiated by the borrower;

e When the determination is prompted by a revision or updating by FEMA of floodplain areas or
flood-risk zones;

e When the determination is prompted by FEMA's publication of notices or compendia that
affect the area in which the security property is located; or

e \When the determination results in forced placement of insurance.

Loan or other contractual documents between the parties may also permit the imposition of fees.

63. May charges made for life of loan reviews by flood determination firms be passed along to the
borrower?

Answer: Yes. In addition to the initial determination at the time a loan is made, increased, renewed, or
extended, many flood determination

firms provide a service to the lender to review and report changes in the flood status of a dwelling for
the entire term of the loan. The fee

charged for the service at loan closing is a composite one for conducting both the original and
subsequent reviews. Charging a fee for

the original determination is clearly within the permissible purpose envisioned by the Act. The
Agencies agree that a determination fee may

include, among other things, reasonable fees for a lender, servicer, or third party to monitor the flood
hazard status of property securing a

loan in order to make determinations on an ongoing basis.

However, the life-of-loan fee is based on the authority to charge a determination fee and, therefore, the
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monitoring fee may be charged
only if the events specified in the answer to Question 62 occur.

XV. Flood Zone Discrepancies

64. What should a lender do when there is a discrepancy between the flood hazard zone designation
on the flood [[Page 15277]] determination form and the flood insurance policy?

Answer: Lenders should have a process in place to identify and resolve such discrepancies. In
attempting to resolve a particular discrepancy, a lender should determine whether there may be a
legitimate reason for a discrepancy.

The flood determination form designates a flood hazard zone where the building or mobile home is
actually located based on the latest FEMA information; the flood insurance policy designates the flood
hazard zone for purposes of rating the degree of flood hazard risk. The two respective flood hazard
zone designations may legitimately differ by virtue of the NFIP's ““Grandfather Rule," which provides
for the continued use of a rating on an insured property when the initial flood insurance policy was
issued prior to changes in the hazard rating for the particular flood zone where the property is located.
The Grandfather Rule allows policyholders who have maintained continuous coverage and/or who have
built in compliance with the Flood Insurance Rate Map to continue to benefit from the prior, more
favorable rating for particular pieces of improved property. A discrepancy caused as a result of the
application of the NFIP's Grandfather Rule is reasonable and acceptable. In such an event where the
lender determines that there is a legitimate reason for the discrepancy, it should document its findings.

If the lender is unable to reconcile a discrepancy between the flood hazard zone designation on the
flood determination form and the flood insurance policy and there is no legitimate reason for the
discrepancy, the lender and borrower may jointly request that FEMA review the determination. This
procedure is intended to confirm or disprove the accuracy of the original determination. The procedures
for initiating a FEMA review are found at 44 CFR 65.17. This request must be submitted within 45
days of the lender's notification to the borrower of the requirement to obtain flood insurance.

65. Can a lender be found in violation of the requirements of federal flood insurance regulations if,
despite the lender's diligence in making the flood hazard determination, notifying the borrower of the
risk of flood and the need to obtain flood insurance, and requiring mandatory flood insurance, there is
a discrepancy between the flood hazard zone designation on the flood determination form and the flood
insurance policy?

Answer: Yes. As noted in Question 64 above, lenders should have a process in place to identify and
resolve such discrepancies. If a lender is able to resolve a discrepancy--either by finding a legitimate
reason for such discrepancy or by attempting to resolve the discrepancy by contacting FEMA to review
the determination, then no violation will be cited. However, if more than occasional, isolated instances
of unresolved discrepancies are found in a lender's loan portfolio, the Agencies may cite the lender for
a violation of the mandatory purchase requirements. Failure to resolve such discrepancies could result
in the lender's collateral not being covered by the amount of legally required flood insurance.

XVI. Notice of Special Flood Hazards and Availability of Federal Disaster Relief
66. Does the notice have to be provided to each borrower for a real estate related loan?

Answer: No. In a transaction involving multiple borrowers, the lender need only provide the notice to
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any one of the borrowers in the transaction. Lenders may provide multiple notices if they choose. The
lender and borrower(s) typically designate the borrower to whom the notice will be provided. The
notice must be provided to a borrower when the lender determines that the property securing the loan is
or will be located in an SFHA.

67. Lenders making loans on mobile homes may not always know where the home is to be located
until just prior to, or sometimes after, the time of loan closing. How is the notice requirement applied
in these situations?

Answer: When it is not reasonably feasible to give notice before the completion of the transaction, the
notice requirement can be met by lenders in mobile home loan transactions if notice is provided to the
borrower as soon as practicable after determination that the mobile home will be located in an SFHA.
Whenever time constraints can be anticipated, regulated lenders should use their best efforts to provide
adequate notice of flood hazards to borrowers at the earliest possible time. In the case of loan
transactions secured by mobile homes not located on a permanent foundation, the Agencies note that
such ““home only" transactions are excluded from the definition of mobile home and the notice
requirements would not apply to these transactions.

However, as indicated in the preamble to the Regulation, the Agencies encourage a lender to advise the
borrower that if the mobile home is later located on a permanent foundation in an SFHA, flood
insurance will be required. If the lender, when notified of the location of the mobile home subsequent
to the loan closing, determines that it has been placed on a permanent foundation and is located in an
SFHA in which flood insurance is available under the Act, flood insurance coverage becomes
mandatory and appropriate notice must be given to the borrower under those provisions. If the
borrower fails to purchase flood insurance coverage within 45 days after notification, the lender must
force place the insurance.

68. When is the lender required to provide notice to the servicer of a loan that flood insurance is
required?

Answer: Because the servicer of a loan is often not identified prior to the closing of a loan, the
Regulation requires that notice be provided no later than the time the lender transmits other loan data,
such as information concerning hazard insurance and taxes, to the servicer.

69. What will constitute appropriate form of notice to the servicer?

Answer: Delivery to the servicer of a copy of the notice given to the borrower is appropriate notice.
The Regulation also provides that the notice can be made either electronically or by a written copy.

70. In the case of a servicer affiliated with the lender, is it necessary to provide the notice?

Answer: Yes. The Act requires the lender to notify the servicer of special flood hazards and the
Regulation reflects this requirement. Neither contains an exception for affiliates.

71. How long does the lender have to maintain the record of receipt by the borrower of the notice?
Answer: The record of receipt provided by the borrower must be maintained for the time that the
lender owns the loan. Lenders may keep

the record in the form that best suits the lender’s business practices. Lenders may retain the record
electronically, but they must be able to
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retrieve the record within a reasonable time pursuant to a document request from their federal
supervisory agency.

72. Can a lender rely on a previous notice if it is less than seven years old and it is the same property,
same borrower, and same lender?

Answer: No. The preamble to the Regulation states that subsequent transactions by the same lender
with respect to the same property will

be treated as a renewal and will require no new determination. However, neither the Regulation nor the
preamble addresses waiving the

requirement to [[Page 15278]] provide the notice to the borrower. Therefore, the lender must provide a
new notice to the borrower, even if a new determination is not required.

73. Is use of the sample form of notice mandatory?

Answer: No. Although lenders are required to provide a notice to a borrower when it makes, increases,
extends, or renews a loan secured by

an improved structure located in an SFHA, use of the sample form of notice provided in Appendix A is
not mandatory. It should be noted that

the sample form includes other information in addition to what is required by the Act and the
Regulation. Lenders may personalize, change

the format of, and add information to the sample form of notice, if they choose. However, a
lender-revised notice must provide the borrower

with at least the minimum information required by the Act and Regulation. Therefore, lenders should
consult the Act and Regulation to

determine the information needed.

XVII. Mandatory Civil Money Penalties
74. What violations of the Act can result in a mandatory civil money penalty?

Answer: A pattern or practice of violations of any of the following requirements of the Act and their
implementing Regulations triggers a
mandatory civil money penalty:

(i) Purchase of flood insurance where available (42 U.S.C. 4012a(b));
(ii) Escrow of flood insurance premiums (42 U.S.C. 4012a(d));
(iii) Forced placement of flood insurance (42 U.S.C. 4012a(e));
(iv) Notice of special flood hazards and the availability of
Federal disaster relief assistance (42 U.S.C. 4104a(a)); and
(v) Notice of servicer and any change of servicer (42 U.S.C.
4101a(b)).

The Act states that any regulated lending institution found to have a pattern or practice of certain
violations ““shall be assessed a civil penalty" by its Federal supervisor in an amount not to exceed $350
per violation, with a ceiling per institution of $100,000 during any calendar year (42 U.S.C.
4012a(f)(5)). This limit has since been raised to $385 per violation, and the annual ceiling to $125,000
pursuant to the Federal Civil Penalties Inflation Adjustment Act of 1990, as amended by the Debt
Collection Improvement Act of 1996, 28 U.S.C. 2461 note. Lenders pay the penalties into the National
Flood Mitigation Fund held by the Department of the Treasury for the benefit of FEMA.
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75. What constitutes a ““pattern or practice" of violations for which civil money penalties must be
imposed under the Act?

Answer: The Act does not define ~“pattern or practice." The Agencies make a determination of whether
one exists by weighing the individual facts and circumstances of each case. In making the
determination, the Agencies look both to guidance and experience with determinations of pattern or
practice under other regulations (such as Regulation B (Equal Credit Opportunity) and Regulation Z
(Truth in Lending)), as well as Agencies' precedents in assessing civil money penalties for flood
insurance violations.

The Policy Statement on Discrimination in Lending (Policy Statement) provided the following
guidance on what constitutes a pattern or practice:

Isolated, unrelated, or accidental
occurrences will not

constitute a pattern or practice.
However, repeated, intentional,
regular, usual, deliberate, or
institutionalized practices will
almost always constitute a pattern
or practice. The totality of the
circumstances must be considered
when assessing whether a pattern
or

practice is present.

In determining whether a financial institution has engaged in a pattern or practice of flood insurance
violations, the Agencies' considerations may include, but are not limited to, the presence of one or more
of the following factors:

e \Whether the conduct resulted from a common cause or source within the financial institution's
control;

e Whether the conduct appears to be grounded in a written or unwritten policy or established
practice;

e  Whether the noncompliance occurred over an extended period of time;

e The relationship of the instances of noncompliance to one another (for example, whether the
instances of noncompliance occurred in the same area of a financial institution's operations);

e  Whether the number of instances of noncompliance is significant relative to the total number of
applicable transactions. (Depending on the circumstances, however, violations that involve
only a small percentage of an institution's total activity could constitute a pattern or practice);

e Whether a financial institution was cited for violations of the Act and Regulation at prior
examinations and the steps taken by the financial institution to correct the identified
deficiencies;

e Whether a financial institution’s internal and/or external audit process had not identified and
addressed deficiencies in its flood insurance compliance; and

e  Whether the financial institution lacks generally effective flood insurance compliance policies
and procedures and/or a training program for its employees.

Although these guidelines and considerations are not dispositive of a final resolution, they do serve as
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a reference point in assessing whether there may be a pattern or practice of violations of the Act and
Regulation in a particular case. As previously stated, the presence or absence of one or more of these
considerations may not eliminate a finding that a pattern or practice exists.

End of text of the Interagency Questions and Answers Regarding Flood Insurance.

Dated: March 5, 2008.
John C. Dugan,
Comptroller of the Currency.

By order of the Board of Governors of the Federal Reserve System, March 12, 2008.
Jennifer J. Johnson,
Secretary of the Board.

Dated at Washington, DC, this 14th day of March, 2008.
Federal Deposit Insurance Corporation.

Valerie J. Best,

Assistant Executive Secretary.

Dated: February 5, 2008.

By the Office of Thrift Supervision.
John M. Reich,

Director.

Dated: March 13, 2008.
Roland E Smith,
Secretary, Farm Credit Administration Board.

By the National Credit Union Administration Board, on March 13, 2008.

Mary F. Rupp,
Secretary of the Board.
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Handbook Mailing HM-08-5

[6705-01-P]

FARM CREDIT ADMINISTRATION
12 CFR Part 615

RIN 3052-AC42

Funding and Fiscal Affairs, Loan Policies and Operations, and Funding Operations;
Mission-Related Investments, Rural Community Investments

AGENCY: Farm Credit Administration.
ACTION: Proposed rule.

SUMMARY': The Farm Credit Administration (FCA) proposes a new rule that would authorize each
Farm Credit System (Farm Credit, System, or FCS) bank, association, and service corporation
(institution) to invest in rural communities across America under certain conditions. The proposed rule
would allow each System institution to make investments in rural communities that are outside of an
urbanized area only for specific purposes. Several provisions in the proposed rule would ensure that
System investments in rural America are safe and sound and comply with the Farm Credit Act of 1971, as
amended (Act), and other applicable statutes.

DATES: Comments should be received on or before August 15, 2008.

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 or the Federal eRulemaking Portal. As faxes are difficult for us to process and achieve compliance
with section 508 of the Rehabilitation Act, please consider another means to submit your comment if
possible. 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 E-mail: Send us an e-mail at reg-comm@fca.gov.

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

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

e Mail: Gary K. Van Meter, Deputy Director, Office of Regulatory Policy, Farm Credit
Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090.

e FAX: (703) 883-4477. Posting and processing of faxes may be delayed. Please consider another
means to comment, if possible.

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
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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:

Laurie Rea, Associate Director, Office of Regulatory Policy, Farm Credit Administration, 1501 Farm
Credit Drive, McLean, VA, (703) 883-4414, TTY (703) 883-4434;

or

Dawn Johnson, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, Denver, CO,
(303) 696-9737, TTY (303) 696-9259;

or

Richard A. Katz, Senior Counsel, Office of General Counsel, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4020, TTY (703) 883-4020.

SUPPLEMENTARY INFORMATION:

I. Background

The FCA proposes a new rule, 8 615.5176, which would enable System institutions to more
effectively serve the needs of rural communities by exercising investment powers under the Act. The
proposed rule focuses on specific needs in rural communities. Essentially, the proposed rule would
authorize two separate types of investments that System institutions could make in America’s rural
communities. First, System institutions could invest in debt securities that would involve projects or
programs that benefit the public in rural communities. Equity investments in venture capital funds are the
second type of investment that the proposed rule would authorize. Venture capital funds create new
economic opportunities and jobs in rural communities by providing capital to small or start-up businesses.

The proposed rule would authorize each System institution to make investments in rural areas that
according to the terms of the latest United States decennial census have fewer than 50,000 residents and
are outside of an urbanized area. The proposed rule would allow System institutions to invest in: (1)
Essential community facilities; (2) basic transportation infrastructure; (3) rural communities recovering
from disasters; (4) debt securities for rural development projects that the United States, its agencies, any
state, Puerto Rico, or a local municipal government sponsors or guarantees; (5) debt securities that
support the rural development activities of non-System financial institutions; (6) rural business
investment companies; and (7) venture capital funds that invest in rural businesses that create jobs and
economic growth under specific conditions. The proposed rule also would allow System institutions to
make other investments that are not expressly covered by this regulation with FCA approval. Under the
proposed rule, an institution may hold rural community investments in an amount that does not exceed
150 percent of its total surplus. As discussed in greater detail below, other provisions of the proposed
rule address safety and soundness and compliance with the Act.

A. The Statutory Basis for the Proposed Rule
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System institutions derive their investment authorities from several provisions of the Act.

Sections 1.5(15) and 3.1(13)(A) of the Act authorize System banks to invest in securities of the United
States and its agencies, and make "other investments as may be authorized under regulations issued by the

Farm Credit Administration.” Sections 2.2(10) and 2.12(18) of the Act’ authorize System associations to
invest their funds as approved by their district banks in accordance with FCA regulations. A System

service corporation is authorized by section 4.25 of the Act’ to engage in investment activities to the same
extent as its System parents.’

Investments in rural communities are compatible with the System's statutory mandate. The
preamble to the Act clearly states that Congress enacted the law "to provide for an adequate and flexible
flow of money into rural areas, and to modernize . . . existing farm credit law to meet current and future
rural credit needs, and for other purposes.” The preamble and investment provisions of the Act form a
broad statutory framework that confers considerable discretion on the FCA to decide the purposes,
conditions, and limits for all investment activities at System institutions. In exercising this discretion, the
FCA has authorized System institutions to invest their funds in obligations that are suitable for liquidity,
risk management, and activities that are closely related to the System’s statutory mandate.

In implementing the investment provisions of the Act, the FCA has taken a cautious and
incremental approach in approving System investments for mission-related purposes. Since Congress
enacted the Act in 1971, the FCA has approved new regulations and programs that authorize the System
to make specified investments in agriculture and rural communities, subject to certain conditions and
limits. The factors that the FCA considers whenever it decides to approve new mission-related
investments are: (1) The financial needs of agriculture and rural communities; (2) new investment
products offered in the marketplace; (3) the System’s status as a Government-sponsored enterprise (GSE);
and (4) compliance with the Act and other applicable statutes. Under FCA regulations and programs,
System investments in agriculture and rural communities have remained small because lending to
farmers, ranchers, cooperatives, and other eligible borrowers is the primary activity of System institutions
under the Act. Additionally, most mission-related investments that the FCA has approved are related to
the System’s expertise in financing agriculture, rural housing, and infrastructure in rural areas.

Historically, the FCA has authorized System institutions to invest in debt securities, but not in
equity securities of non-System entities. In 2002, Congress granted System institutions express authority
to invest in rural business investment companies (RBICs), which are venture capital funds that the United
States Department of Agriculture (USDA) funds and oversees. The FCA believes that allowing the
System to invest in venture capital funds that hold small equity positions in start-up rural enterprises is
consistent with congressional intent. As discussed in greater detail below, the proposed rule would

implement the provisions of title VI of the Farm Security and Rural Investment Act of the 2002 and the
Act by allowing System institutions to invest in RBICs and other venture capital funds that provide
start-up money to rural entrepreneurs.

In accordance with the Act, the FCA has enacted several regulations since 1971 that authorize
System investments in agriculture and America’s rural communities. The first mission-related

investments that the FCA approved were farmers' notes.” Since 1972, FCA regulations have authorized
System banks and associations to invest in obligations of States, municipalities, and local governments.
In 1993, a new regulation authorized System institutions to purchase and hold mortgage securities issued
or guaranteed by the Federal Agricultural Mortgage Corporation (Farmer Mac). In 1999, the FCA
amended another regulation to permit investment in asset securities backed by agricultural equipment.
An existing regulation, § 615.5140(e), allows Farm Credit institutions to hold other investments that the
FCA approves on a case-by-case basis. This regulatory framework guides investment practices at Farm
Credit institutions and ensures that System investments comply with law and are safe and sound.
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Since 2005, the FCA has approved requests by System banks and associations, on a case-by-case
basis, to initiate pilot programs for investing in America's rural communities under specified conditions.
Under these FCA-approved pilot programs, System institutions acquired expertise and became active in
making investments that provided funding for essential projects in rural communities.

Based on the positive experience of these pilot programs, the FCA is proposing a rule that will
allow all System banks, associations, and service corporations to make certain investments in rural
communities under prescribed conditions without prior FCA approval. This proposed rule would permit
the rural-based System to use its expertise and a portion of its financial resources to support rural
economic growth and development by investing in those projects and programs in America's rural
communities that often have difficulty attracting financing at affordable rates.

The proposed rule implements the investment provisions of the Act by ensuring that: (1) System
institutions invest in rural communities only for specific purposes; and (2) all instruments purchased and
held by Farm Credit institutions are investment securities in accordance with market practices and
securities laws. Investments in rural communities also would be subject to a portfolio limit and other
controls to ensure that FCS rural community investment activities comply with the Act and are safe and
sound.

The FCA emphasizes that lending to farmers, ranchers, aquatic producers and harvesters,
farm-related businesses, rural homeowners, cooperatives, and rural utilities remains the primary purpose
of the System. However, within the parameters prescribed by the proposed rule, System investments,
which help strengthen the economic viability of rural communities, are compatible with the preamble and
several provisions of the Act. Investing in rural communities enables Farm Credit to fulfill its mission by
helping sustain rural communities on which the System's borrowers and owners are dependent for their
livelihoods.

B. Why Investments in Rural Communities are Important

The FCA proposes this rule to allow the System to make investments in rural communities and to
support and supplement investments by government, commercial banks, investment banks, and venture
capital funds. The FCA believes that this new rule will enable the System to more fully assist rural
communities in financing projects that are designed to provide essential facilities, infrastructure, and
services to residents. As discussed in greater detail below, System institutions made investments under
FCA authorized pilot programs, which demonstrated that the FCS is both locally and regionally
positioned to effectively participate and assist rural development networks that strive to address rural
needs. The proposed rule is designed to enable FCS institutions to collaborate and partner in rural
development initiatives that advance the System’s mission and its capacity to serve as a financial
intermediary promoting the flow of money into rural areas.

Many rural communities are struggling to retain economic viability and vitality that can provide
economic opportunities and a better quality of life for their residents. Rural communities face numerous
demographic, social, and economic challenges in meeting the needs of their residents. As a result, rural
communities often find it difficult to provide the essential facilities, infrastructure, and services that their
residents need. For example, an aging population in rural areas requires medical and assisted health care
facilities. However, rural communities often have fewer health care providers and facilities to meet the

increasing medical needs of its growing elderly population.7

Also, a large gap persists between rural and metropolitan residents who have earned college
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degrees. This gap is reinforced by a lower demand for workers with post-secondary degrees in rural
areas, which in turn, contributes to the out-migration of skilled workers.” These factors place rural
communities at a disadvantage in attracting businesses that offer higher wages and better job benefits to
employees. Essential facilities, infrastructure, and services in rural areas often lag behind those in
metropolitan areas. This is another factor that limits the ability of rural communities to attract and retain
businesses that provide employment and economic opportunities. These obstacles to rural economic
development and revitalization are further compounded by funding challenges for projects that are
designed to assist rural communities in resolving these problems.

Funding for economic growth and development projects in rural communities is available from a
variety of sources, most notably the Federal and State governments, and private-sector financiers,
including commercial and investment banks. Each of these entities faces challenges in providing rural
communities with the funding needed for these projects. Efforts by Federal or State governments to help
rural communities are often curtailed by budget constraints. Also, many rural community banks are
willing to provide short-term funding, but find it difficult to provide the additional long-term capital

investment needed for facilities in rural areas.” Essential facilities and large capital improvements, such as
critical care access hospitals, require a large capital investment that is repaid over an extended period of
time. In many cases, no single investor is willing and able to supply all of the capital necessary for such
projects, and rural communities must depend on a combination of government and private-sector financial

sources and local donations.” Another obstacle is that rural development projects in remote rural
locations typically involve higher costs and greater risks, which deter investors. For these reasons,
government and private-sector financial resources often are insufficient to fully fund many necessary and
worthwhile projects that rural residents need.

System institutions are an integral part of rural America. The farmers and ranchers who borrow
from and own the FCS live and work in rural communities. These System stockholders and their families
depend on local rural communities for essential services, employment, and other economic opportunities.

Today, the majority of farm household income is derived from off-farm sources. As a result, farm
families depend on local rural communities for employment that supplements farm income. Further,

. . . . . 12
agricultural production is one of the most hazardous industrial sectors.  Farmers and ranchers confront
the same problems as other residents of America’s rural communities in obtaining access to quality
hospitals, medical facilities, schools and essential services.

System institutions are active in financial markets that serve regional and local rural areas across
the United States. For this reason, the System is familiar with the challenges that rural communities face
in meeting the needs of both farm and nonfarm rural residents. The System has the financial capacity to
invest in rural development, and this proposed rule would advance the System’s contributions to rural
development efforts.

C. Investments in Rural Communities Made Under Pilot Programs

Over the past 3 years, a number of System institutions have developed programs to make
investments in rural communities through FCA-approved pilot programs. As a result of the investments
made under these pilot programs, rural communities were able to address specific regional needs because
these investments provided greater access to capital for community facilities, revitalization projects, and
other economic development initiatives. These investments also provided additional liquidity into rural
financial markets. In several cases, these investments helped provide capital at more affordable terms and
rates, which in turn made these projects more feasible.

The pilot programs have demonstrated that Farm Credit institutions have the capacity and
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willingness to work collaboratively with rural communities and financial institutions to address local and
regional rural economic development needs. As previously discussed, many rural development projects
are reliant on multiple partners for success. In making rural community investments under the pilot
programs, System institutions partnered with: Federal, State, and regional rural development authorities;
non-System financial institutions including rural community banks; nonprofit organizations; and venture
capital funds. For example, System investments under the pilot programs have provided capital for rural
hospitals designated as critical access facilities, which were sponsored, in part, by the USDA’s Rural
Development Community Facilities Program. Other examples of specific System investments that have
made a positive difference in rural communities include investments in: medical and mental clinics;
treatment facilities for adolescents and adults; living and nursing centers for the elderly; schools; and
community facilities. Several projects, which were sponsored by regional or State development
authorities, modernized obsolete facilities for value-added agricultural products, or created new facilities
to promote local economic growth. These projects were designed to promote economic growth in rural
areas by attracting and promoting businesses that create or retain jobs in these rural communities.

Non-System financial institutions and venture capital funds have also benefited from investments
that System institutions made under the pilot programs. For example, System institutions have helped to
increase liquidity at several rural community banks by buying bonds that support the rural development
efforts of these banks. These investments enabled these banks to reduce the long-term financing costs for
specific rural development projects. Additionally, investments in regional investment networks provided
venture capital to rural entrepreneurs for start-up businesses that contributed to the vitality of rural
communities. System institutions were prudent in undertaking investment activities in rural communities
and assumed reasonable risks within pilot program conditions.

In addition to the pilot programs, grant programs and charitable contributions at many System
institutions complement their commitments to the citizens of local rural communities. Although the
proposed rule does not specifically address grants, System institutions have authority under the incidental

power provisions of the Act to make charitable grants and donations.” The FCA continues to encourage
FCS institutions to consider making charitable donations and contributions to worthwhile causes in the
communities they serve. System institutions have contributed to a wide variety of community
organizations and entities, including emergency and medical services, agricultural and rural community
development educational programs, and value-added agricultural product initiatives. Charitable grants by
System institutions complement rural community investment programs and are an additional way for
Farm Credit institutions to further the System’s mission and help enhance the quality of life for residents
in rural communities.

I1. Section-by-Section Analysis

A. Rural Communities

Proposed § 615.5176(a) would authorize Farm Credit banks, associations, and service
corporations to make rural community investments. Proposed § 615.5176(a) also provides that FCS

institutions may make these investments only in areas outside of an "urbanized area"" as defined by the
latest decennial census of the United States. For the purposes of this proposed rule, areas outside of an
urbanized area are "rural." The proposed rule would authorize the FCS to make rural community
investments in areas that the United States Census Bureau determined in the latest decennial census to
have a population of less than 50,000 residents. For the purposes under this proposed rule, the geographic
area includes any State within the United States and the Commonwealth of Puerto Rico.

The FCA considered numerous definitions of “rural,” recognizing there is no single, universally
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preferred definition of “rural” that policymakers commonly use.” In fact, more than 15 definitions of

"rural” are currently used by different Federal agencies for various programs.16 In developing the
proposed rule, the FCA relied on Census Bureau terminology to ensure that the geographic areas in which
investments are permitted are readily identifiable and easily distinguished.

In determining which geographic areas should qualify under the proposed rule, the FCA seeks to
include those areas with sufficient population densities to support health care and other essential facilities
serving rural residents, while prohibiting investments in urbanized areas. For example, hospitals and
other health care facilities that primarily serve rural geographic areas are typically located in areas that
have less than 50,000 residents. Also, whenever Congress has expressly authorized FCS institutions to
lend or invest in rural development projects, it has allowed these activities in communities with

populations of 50,000 or fewer residents.” Additionally, most Federal agencies and demographic experts
have determined that densely populated areas with 50,000 or more inhabitants are urbanized areas. For
this reason, investments authorized under the proposed rule would allow System institutions to invest in
areas with populations of less than 50,000 residents based on the latest decennial census of the United
States.

By allowing the System to invest in rural communities that have fewer than 50,000 residents, the
proposed rule provides "an adequate and flexible flow of funds into rural areas" in accordance with the
Act, while precluding System institutions from investing in urbanized areas. Information is publicly
available on the Census Bureau’s Web site, including census population statistics and maps. As a result,
System institutions and other interested parties are able to determine if a particular location is within a
"rural” community for the purposes of § 615.5176(a).

B. Debt Securities

Proposed § 615.5176(b) would authorize System institutions to invest in rural communities by
purchasing and holding debt securities for purposes specified in 8 615.5176(b)(1) through (5). The
proposed rule defines debt securities as obligations that are commonly recognized in capital markets as a
medium for investment, including government obligations, corporate bonds, revenue bonds, asset-backed
securities and mortgage securities. Proposed 8 615.5176(b) expressly excludes commercial loans and
instruments or transactions that are more similar to commercial loans than to traditional investment
instruments in order to clarify the statutory distinction between loans and investments. Under the
proposed rule, System institutions could not use their authority to invest in rural communities to make
loans to otherwise ineligible borrowers.

1. Essential Community Facilities

Proposed § 615.5176(b)(1) would authorize System institutions to invest in debt securities that finance
essential community facilities, such as hospitals, health care facilities, emergency services, and schools.
Many essential community facilities are owned and operated by State, local, or municipal governments.
In other cases, quasi-governmental or highly regulated private and nonprofit entities own and operate
essential community facilities. Government obligations and revenue bonds often fund the construction
and renovation of these facilities. Rural communities are currently facing increasing difficulty in funding
these facilities because of deteriorating liquidity in financial markets. System institutions can help
alleviate this problem by purchasing and holding debt securities as investments in community facilities
that provide essential services to rural residents.

2. Basic Transportation Infrastructure

Financing basic transportation infrastructure, such as roads, bridges, and other public
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transportation systems, is another authorized investment purpose under the proposed rule. The public
sector owns, maintains, and operates most basic transportation infrastructure in the United States. Most
rural transportation facilities are operated by public agencies or nonprofit groups, with a small percentage
operated by private entities. Transportation projects are another area where the System could
significantly help rural communities build and improve infrastructure, which would strengthen their
economic viability. Rural communities and particularly agricultural industries, depend on quality
transportation systems, which are critical in supplying inputs, shipping and distributing outputs and
products, and supporting economic development. Proposed § 615.5176(b)(2) would authorize System
institutions to purchase government obligations, revenue bonds, and other debt obligations that support
basic transportation infrastructure.

3. Revitalization of Rural Communities After a Disaster

Proposed § 615.5176(b)(3) would permit System institutions to purchase debt securities in
revitalization projects that help rebuild rural areas devastated by disasters where an emergency has been
declared pursuant to law. These investments must support local efforts and residents by contributing to
the economic recovery of the affected rural community.

4. Rural Development Projects with Government Sponsorship or Guarantees

Under proposed § 615.5176(b)(4), System institutions could invest in debt securities that a
government issues, sponsors, or guarantees under programs to fund rural community development
projects. Without crucial financial support from Federal, State, or local governments, rural communities
would face greater difficulty in funding vital development projects. By investing in debt securities for
rural economic development under government programs, the System assists rural communities across
America in accordance with its statutory mandate. By proposing § 615.5176(b)(4), the FCA is
encouraging System institutions to work with Federal, State, and local governments and their partners to
invest in projects that bring jobs, infrastructure, community facilities, and vital services to rural areas and
their residents.

Proposed § 615.5176(b)(4)(i) covers debt securities that the United States and its agencies issue,
sponsor, or guarantee under programs that have the specific purpose of directly financing economic
development in rural communities. The FCA emphasizes that the proposed rule does not require the full
faith and credit of the United States for bonds issued or guaranteed by agencies of the United States.
However, these investments are authorized only if the Federal agency issues or guarantees these bonds or
obligations in accordance with a program that has the specific purpose of promoting economic
development in rural areas. For example, the Tennessee Valley Authority, the Small Business
Administration, and various agencies in the USDA and the Department of Housing and Urban
Development issue and guarantee bonds under specific programs for infrastructure, facilities, and other
development projects in rural areas, and System investment in these obligations would be authorized by
the proposed rule.

Other Federal agencies operate programs in both metropolitan and rural areas which are not part
of any specific rural development mission. Bonds and other obligations issued or guaranteed under such
programs would not qualify as investments under the proposed rule. For example, the proposed rule
would not authorize the FCS to invest in mortgage securities issued or guaranteed by the Federal National
Mortgage Association and the Federal Home Loan Mortgage Corporation because the purpose of these
securities is to enhance the liquidity of residential home loans throughout the United States, rather than to
promote rural development. Another regulation, § 615.5140, permits System institutions to make
investments for liquidity and risk-management purposes in bonds and obligations, including residential
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mortgage securities, that Federal agencies issue or guarantee under programs that are unrelated to rural
development. The proposed rule focuses on investments in rural communities and would not authorize
System institutions to hold residential mortgage securities issued by other GSEs, but the FCA continues
to study this issue.

Proposed § 615.5176(b)(4)(ii) would allow System institutions to invest in debt securities that
any State, the Commonwealth of Puerto Rico, a local or municipal government, or other political
subdivision of a State, issues, sponsors, or guarantees that are specifically related to development in rural
communities. Many local or municipal governments and other political subdivisions, such as special
districts, often sponsor particular rural development projects by providing tax incentives or other benefits
to private-sector obligors who issue revenue bonds. These revenue bonds, which help finance rural
development projects, would qualify as investments that FCS institutions could purchase and hold under
proposed § 615.5176(b)(4)(ii). This provision would also allow System institutions to invest in mortgage
securities that are issued or guaranteed by State or local agencies that specialize in rural development.

5. Rural Development Projects Financed by Non-System Financial Institutions

Proposed § 615.5176(b)(5) would allow System institutions to invest in debt securities issued by
non-System financial institutions. The proposed rule would authorize System institutions to purchase
these debt securities to increase financial assistance to rural communities and improve the liquidity of
rural financial markets. This provision would enhance cooperation between System and non-System
financial institutions and ultimately benefit rural communities. System institutions may purchase
asset-backed securities, covered bonds, or similar types of bonds issued by non-System financial
institutions directly or through trusts that supply funds to non-System financial institutions for rural
development. Investments made under the pilot programs evidence that securities, including commercial
bank bonds issued by rural community banks and purchased by System institutions, can effectively
increase bank liquidity. These investments benefit rural communities and residents, while establishing
partnerships between non-System and System institutions.

C. Equity Investments

Equity investments in venture capital funds are another type of investment that the proposed rule
would authorize FCS institutions to purchase and hold. Under this provision of the proposed rule, System
institutions could invest in venture capital funds that provide capital to start-up and small private-sector
enterprises that bring jobs and economic opportunities to rural communities. Venture capital funds that
operate in the United States invest only 1.6 percent of their funds in rural community enterprises,

although these enterprises represent 19.2 percent of all businesses.” System institutions could make a
small, but meaningful, contribution to rural economic development by investing in venture capital funds
that provide capital into rural enterprises. As discussed in greater detail below, System institutions would
hold only small, passive investment positions in venture capital funds because of statutory and regulatory
restrictions.

Proposed § 615.5176(c) would authorize System institutions to make equity investments in two
types of entities, RBICs and venture capital funds, for the purpose of providing equity capital to rural
business enterprises. Rural entrepreneurs often lack sufficient equity capital to establish and expand
businesses that are the mainstay of prosperous rural economies. Venture capital funds provide equity
capital in rural business enterprises, which promote economic development and job opportunities in rural
communities.

1. Rural Business Investment Companies
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Proposed § 615.5176(c)(1) would authorize System institutions to purchase and hold equity
investments in RBICs that are established and operate in accordance with 7 U.S.C. 2009cc et seq. As
discussed earlier, the Farm Security and Rural Investment Act of 2002 created the Rural Business
Investment Program and expressly authorized any Farm Credit System institution to establish and invest
in RBICs. Congress intended to promote economic development, create wealth, and expand job
opportunities in rural areas through RBIC equity investments. The System's statutory authority to
establish and invest in RBICs is incorporated into proposed § 615.5176(c)(1). The proposed rule would
enable System institutions to invest in RBICs to the fullest extent allowed by 7 U.S.C. 2009cc et seq. The
FCA emphasizes that proposed § 615.5176(c)(1) would authorize System institutions to invest in both
leveraged and non-leveraged RBICs.

2. Venture Capital Funds

Proposed § 615.5176(c)(2) would authorize System institutions to invest in venture capital funds
which, in turn, invest in rural businesses that provide job opportunities. Under this provision, System
institutions would be able to indirectly provide rural entrepreneurs needed equity capital through venture
capital funds, such as regional investor networks, which have investment objectives similar to RBICs.

The Center for the Study of Rural America of the Federal Reserve Bank of Kansas identified a
significant need for equity capital for rural entrepreneurs because entrepreneurial activity is strongly
linked to economic growth.m For this reason, experts conclude that additional focus on rural
entrepreneurship can be an effective strategy in combating the decline of traditional resource-based

businesses in rural areas.” However, rural economies have difficulty attracting venture capital because
metropolitan areas usually offer better profits. Policy officials and experts agree that entrepreneurship in
remote and sparsely populated rural areas can be challenging because access to skilled labor, technology,
and capital is more limited. Investments in venture capital funds that focus on rural entrepreneurs can
effectively begin to overcome these barriers to rural businesses.

Proposed § 615.5176(c)(2) would place specific restrictions on System investment in venture
capital funds to ensure that these investments remain small and passive. Additionally, these controls
would minimize potential financial risk to the System institutions, while providing the System with
flexibility to invest in rural development under the Act.

Proposed § 615.5176(c)(2)(i) would control financial risk by prohibiting any System institution
from investing more than 5 percent of its total surplus in venture capital funds and more than 2 percent of
its total surplus in any one venture capital fund. The FCA emphasizes that this limit on venture capital
funds in proposed 8§ 615.5176(c)(2)(i) is in addition to the overall limit in proposed § 615.5176(e)(i),
which prevents total rural community investments at any FCS institution from exceeding 150 percent of
its total surplus.

The restrictions in proposed § 615.5176(c)(2)(ii) and (iii) would prevent System institutions from
controlling and managing venture capital funds. Proposed § 615.5176(c)(2)(ii) would prohibit any FCS
institution from holding more than 20 percent of the voting equity of any venture capital fund. The
purpose of this provision is to allow System institutions to invest in venture capital funds that focus on
rural areas, while imposing a reasonable limit that prevents any System institution from gaining a
controlling interest in any fund. Proposed § 615.5176(c)(2)(iii) would prohibit any FCS institution from
participating in the routine management or operation of a venture capital fund.

Finally, proposed § 615.5176(c)(2)(iv) and (v) would establish controls to avoid potential
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conflicts of interest. Proposed § 615.5176(c)(2)(iv) would prohibit any director, officer, or employee of a
System institution from serving as a director, officer, employee, principal shareholder, or trustee of any
venture capital fund or of any entity funded by, or affiliated with, the venture capital fund. Proposed §
615.5176(c)(2)(v) would prohibit any System institution from participating in any decision or action of a
venture capital fund involving or affecting any customer of the institution. Although proposed §
615.5176(c)(2)(v) would permit a System institution to invest in venture capital funds that hold equity in
one of its borrowers, the institution could not participate in decisions or actions that affect such
customers. Additionally, the proposed rule does not prohibit System institution directors, officers, or
employees from serving in an investment screening or other advisory capacity to a venture capital fund,
subject to the restrictions discussed above. System institution representatives serving in an advisory
capacity to a venture capital fund also remain subject to FCA conflict of interest regulations and
institution policies.

D. Other Investments Approved by the Farm Credit Administration

The FCA's experience with the pilot programs reveals that the types of System investments may
change as the needs of rural communities evolve. For this reason, the FCA believes that the new
regulation should contain a mechanism for approving investments that currently do not exist, but may
emerge in the future. Currently, § 615.5140(e) provides the FCA with the authority to approve new
investments that are not specifically authorized by regulation.

Proposed § 615.5176(d) establishes specific criteria for System institutions to apply to the FCA
for permission to hold investments that are not expressly authorized by this regulation. Under this
proposal, written requests by System institutions would: (1) Describe the proposed project or program in
detail; (2) explain its risk characteristics; and (3) demonstrate how such investments are consistent with
the System's statutory mandate to serve agriculture and rural communities. In approving such requests,
the FCA may impose additional or more stringent conditions than the requirements of this regulation to
ensure safety and soundness or compliance with law.

E. Restrictions on Rural Community Investments

Other requirements governing System investments in rural communities are covered by proposed
8 615.5176(e). These requirements either pertain to safety and soundness or implement statutory
requirements.

1. Portfolio Limit

Proposed § 615.5176(e)(1) would authorize each System bank, association, or service corporation
to make rural community investments in an amount not to exceed 150 percent of the institution’s total
surplus. The proposed portfolio limit on rural community investments ensures that lending to farmers,
ranchers, agquatic producers, cooperatives, and other borrowers that own the FCS remains the primary
activity of System institutions. At the same time, the proposed limit provides the FCS with the flexibility
to make investments in an amount that offers meaningful assistance to rural communities and their
residents. This limit on rural community investments is compatible with limits that the Act and other
FCA regulations impose on System activities that are related to the System’s mission.

Based on financial information reported as of December 31, 2007, the proposed limit would

authorize the System to invest up to a total of $35.8 billion in rural community investments.” For
example, this would permit an FCS association with $1.0 billion in assets and $150.0 million in total
surplus to invest up to $225.0 million in rural communities.
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The FCA considered the following factors when it decided to propose 150 percent of total surplus
as the portfolio limit: (1) The safety and soundness of FCS institutions; (2) the significant needs of rural
communities; (3) the FCS’s ability and capacity to assist rural communities, and (4) the ability of FCS
institutions to fulfill mission objectives. Total surplus provides a basis for each institution’s risk tolerance
level, and the FCA has historically used this standard to limit System investments in unrated obligations
that are less liquid. System institutions also use limits based on similar capital measures to ensure that
asset and portfolio concentrations are safely and soundly managed.

This proposed limit also is based on the limits established for the pilot programs. The FCA
established individual institution limits equal to 100 percent of total surplus (or in some cases 10 percent
of total loans) for investments held under specific pilot programs, and 150 percent of total surplus for an
institution’s portfolio of all rural community investments. The pilot programs evidence that System
institutions exercised caution when making investments in rural communities. Institutions have not
approached the portfolio limit. Although the proposed rule establishes an upper regulatory portfolio limit,
the FCA expects that each System institution would determine an appropriate internal portfolio limit
based on the individual institution’s objectives, capital position, risk tolerance, and other factors that it
considers appropriate, in accordance with § 615.5133(c).

The FCA also considered the System’s need to establish a program of sufficient size that could
adequately deliver benefits to rural communities while balancing operational efficiency needs. In
establishing the portfolio limit, the FCA sought to ensure that each System institution, large or small,
could effectively partner with government agencies and non-System financial institutions in projects that
may positively affect their local rural communities.

The current credit crisis emphasizes the importance of funding for rural development projects and
enhancing the liquidity of rural credit markets. The portfolio limit curtails the maximum risk exposure of
System institutions, and it also encourages partnerships with non-System financial institutions and
government agencies that are active in rural development. Collaboration between System institutions and
larger, more established financial investors is a way to help rural communities access financing for vital
projects, especially during times of economic uncertainty.

2. Obligor Limit

Proposed § 615.5176(e)(2) would establish an obligor limit for investments in rural communities.
This provision would not allow any System institution to invest more than 15 percent of its total surplus
in investments issued by a single entity, issuer, or obligor. However, the obligor limit would not apply to
obligations issued or guaranteed on the full faith and credit of the United States, its agencies,
instrumentalities, or corporations. In the event only a portion of the obligation is guaranteed, the
non-guaranteed portion of the obligation would remain subject to the obligor limit.

This obligor limit is designed to control undue credit risk from a single counterparty on the
capital of any System institution and provide sufficient diversification of an institution’s rural community
investment portfolio. For safety and soundness reasons, the FCA decided that the obligor limit for rural
community investments should be lower than the 20 percent of total capital obligor limit established for
investments held by System institutions to maintain liquidity and manage market risks in § 615.5140(d).
In contrast to the liquid and marketable securities held under § 615.5140, rural community investments
are often unrated and, therefore, capital markets would consider them less liquid. The FCA anticipates
that most rural community investments would be held to maturity and would not trade. For these reasons,
the FCA proposes an obligor limit for rural community investments that does not exceed 15 percent of the
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total surplus of each System institution.

This regulatory provision would also require a System institution to count securities that it holds
through an investment company towards this 15-percent obligor limit to prevent undue risk
concentrations. This provision provides an exception when the investment company's holding of the
security of any one issuer does not exceed 5 percent of the investment company's total portfolio. The
FCA patterned this provision after § 615.5140(d)(2), which applies to investments that FCS institutions
hold through investment companies for the purposes of maintaining liquidity or managing market risks.

The FCA emphasizes that proposed § 615.5176(e)(2) establishes a maximum obligor limit for
rural community investments. The FCA expects every Farm Credit institution to establish internal
obligor limits based on its financial condition and the size and complexity of securities that it
contemplates buying and holding. The obligor limit that each System institution sets should be based on
both identified risks and its own risk-bearing capacity.

3. Maturities for Debt Securities in Rural Communities

Proposed § 615.5176(¢e)(3) would require most rural community investments to mature in no
more than 20 years. However, debt securities may mature in not more than 40 years if the United States
or its agencies provide a guarantee or a conditional commitment of guarantee for 50 percent or more of
the total issuance or obligation. Proposed § 615.5176(e)(3) establishes terms to maturity that are flexible
enough to accommodate typical rural development projects that this rule would authorize. This
regulatory approach would enable System institutions to participate in USDA and other State rural
development programs that provide a supplemental or partial guarantee, which contributes to, or
enhances, whole-project financing. Also, investments that fund essential rural community facilities, such
as hospitals, police and fire stations, and other emergency service facilities, typically require project
financing over longer terms to maturity.

4. Exclusion from the Liquidity Reserve

Proposed § 615.5176(e)(4) would require System banks to exclude rural community investments
from their liquidity reserve under § 615.5134 of this part. System banks may purchase and hold the
eligible investments listed in
8§ 615.5140 to maintain liquidity reserves, manage interest rate risk, and invest surplus short-term funds in
accordance with § 615.5132. Only investments that can be promptly converted into cash without
significant loss are suitable for achieving these objectives. Rural community investments are not suitable
for liquidity purposes or market risk management because these investments do not typically carry ratings
assigned by a Nationally Recognized Statistical Rating Organization and are not actively traded in the
established secondary markets.

5. Association Investments

Proposed § 615.5176(e)(5) would implement sections 2.2(10) and 2.12(18)22 of the Act, which
require each funding bank to supervise and approve the investment activities of its affiliated associations.
System banks may discharge their statutory and regulatory responsibility to approve and supervise an
association’s rural community investments through covenants in the general financing agreement,
policies, or other appropriate formats. System banks may also provide advisory, analytical, and research
services that help their affiliated associations to devise strategies for investing in rural communities and
managing these assets.
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6. Attribution of Service Corporation Investments

Proposed § 615.5176(e)(6) would require System service corporations to attribute all rural
community investments to their System institution parents based on the ownership percentage of each
bank or association. This provision would prevent FCS institutions from utilizing service corporations to
exceed the regulatory limits on rural community investments.

F. Management of Rural Community Investments

Proposed § 615.5176(f) addresses rural community investment management practices at FCS
institutions and ensures that System institutions invest in rural communities in a safe and sound manner.
If a Farm Credit System institution chooses to invest in rural communities, proposed 8§ 615.5176(f) would
require its board of directors to first adopt written policies for managing the institution's investments.
These investment management policies must be appropriate for the levels, types, and complexities of each
institution’s rural community investments. Proposed § 615.5176(f) would also require the board of
directors ensure the institution’s implementation of procedures and internal controls that ensure
compliance with the board’s policies and the regulation.

Additionally, proposed 8§ 615.5176(f) would require these written policies to comply with §
615.5133, which governs management practices for investments held for liquidity and risk management.
Although rural community investments differ from liquid investments, strong and disciplined investment
management practices are essential to the safety and soundness of all investment activities within System
institutions. As a result, sound investment management practices prescribed by § 615.5133 are also
applicable to rural community investments and, for this reason, the FCA is extending 8 615.5133 to rural
community investments.

Existing § 615.5133 requires a System institution’s investment management policies to address
risk tolerance, delegations of authority, internal controls, securities valuation, and reporting to the board.
Also, § 615.5133 requires that investment policies be appropriate for the size, type, and risk
characteristics of the institution’s investments. The FCA expects each System institution to fully and
carefully evaluate its risk tolerance in accordance with § 615.5133(c) when it considers purchasing any
rural community investments. Finally, proposed § 615.5176(f) expressly exempts those rural community
investments that System institutions classify and account for as held-to-maturity under generally accepted
accounting principles from the securities valuation requirement in 8 615.5133(f). This exemption is
based on the different accounting classifications for these securities.

G. Requlatory 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 qualify them as small entities.
Therefore, System institutions are not "small entities” as defined in the Regulatory Flexibility Act.

'12 U.S.C. 2013(15) and 2122(13)(A).

“12 U.S.C. 2073(10) and 2093(18).
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*12 U.S.C. 2211. Section 4.25 authorizes System banks to organize service corporations. Section 4.28A
of the Act, 12 U.S.C. 2214a, confers this authority on System associations.

‘Section 4.25 of the Act prohibits service corporations from extending credit or providing insurance
services to System borrowers. Otherwise, the Act authorizes service corporations to perform any other
function or service that its FCS parents may perform. Service corporations currently have authority to
purchase and hold other investments under FCA regulations in subpart E of part 615.

"Pub. L. No. 107-171, § 384J, 116 Stat. 134, 397 (May 13, 2002).

“The farmers’ note program authorizes production credit associations and agricultural credit associations
to invest in notes, contracts, and other obligations farmers and ranchers enter into with cooperatives and
dealers that sell farm equipment, inputs, and supplies. Farmers’ notes are investments that provide
liquidity to small rural agribusinesses.

"Carol A. Jones, et al., "Population Dynamics Are Changing the Profile of Rural Areas,” Amber Waves,
Economic Research Service, United States Department of Agriculture, April 2007, p. 5.

*'Rural Education At A Glance," Rural Development Research Report Number 98, Economic Research
Service, United States Department of Agriculture, November 2003, p. 4.

‘Walter Gregg, The Availability and Use of Capital by Critical Access Hospitals, Flex Monitoring Team
Briefing Paper No. 4, Flex Monitoring Team — University of Minnesota, University of North Carolina at
Chapel Hill, and the University of Southern Maine, March 2005, p. 10.

“Ibid., p. 25 and 26.

"Ted Covey, et al., "Agricultural Income and Finance Outlook," Outlook, AlS-85, Economic Research
Service, United States Department of Agriculture, December 2007, p. 49.

¢ "Chapter 3-Focus on Agriculture,” Worker Health Chartbook 2004, National Institute for Occupational
Safety and Health, NIOSH Publication No. 2004-146, p. 1.

“Sections 1.5(21), 2.2(20), 2.12(20) and 3.1(16) of the Farm Credit Act (12 U.S.C. 2013(21), 2073(20),
2093(20), 2122(16)).

“The United States Census Bureau defines an urbanized area as an urban area of 50,000 or more people
that have core census block groups or blocks that have a population density of at least 1,000 people per

square mile and surrounding census blocks that have an overall density of at least 500 people per square
mile.

“Andrew F. Coburn et al., "Choosing Rural Definitions: Implications for Health Policy," Rural Policy
Research Institute Health Panel, March 2007, p. 1.

“Ibid.

l7According to section 3.7(f) of the Act, 12 U.S.C. 2128(f), banks for cooperatives and agricultural credit
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banks may extend credit to water and waste disposal facilities in communities where the population does
not exceed 20,000 inhabitants based on the latest decennial census of the United States. A provision of
the Farm Security and Rural Investment Act of 2002, 7 U.S.C. 2009cc, et seq., authorizes System
institutions to establish and invest in rural business investment companies in communities in
non-metropolitan counties that have populations of 50,000 or less inhabitants under the last decennial
census of the Unites States.

“Kendall McDaniel, "Venturing into Rural America,” The Main Street Economist, Center for the Study of
Rural America — Federal Reserve Bank of Kansas City, p. 2.

“Mark Drabenstott, et al., "Main Streets of Tomorrow: Growing and Financing Rural Entrepreneurs - A
Conference Summary," Economic Review, Third Quarter 2003, Federal Reserve Bank of Kansas City, p.
73 and 74.

“Ibid.

“This amount is comparable to the regulatory limits established for the System’s rural home lending and
investments in farmers’ notes activities, which are limited to amounts totaling $35.9 billion for each
program as of year-end, although actual amounts outstanding under these programs represented 1.3
percent and less than 1 percent of total outstanding loans, respectively.

“12 U.S.C. 2073(10) and 2093(18).
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List of Subjects in 12 CFR Part 615

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

For the reasons stated in the preamble, part 615 of chapter VI, title 12 of the Code of Federal
Regulations is proposed to be amended as follows:

PART 615--FUNDING AND FISCAL AFFAIRS, LOAN POLICIES AND OPERATIONS, AND
FUNDING OPERATIONS

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

Authority: Secs. 1.1,1.5,1.7,1.10,1.11,1.12,2.2,2.3,2.4,25,2.12,3.1, 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. 2001, 2013, 2015, 2018, 2019, 2020, 2073, 2074, 2075, 2076, 2093, 2122, 2128, 2132, 2146,
2154, 21544, 2160, 2202b, 2211, 2243, 2252, 2278b, 2278b-6, 2279aa, 2279%aa-3, 2279aa-4, 2279aa-6,
2279aa-7, 2279aa-8, 2279aa-10, 2279aa-12); 7 U.S.C 2009cc et seq.; sec. 301(a) of Pub. L. 100-233, 101
Stat. 1568, 1608.

Subpart F--Property, Transfers of Capital and Other Investments

2. A new § 615.5176 is added to subpart F to read as follows:

8 615.5176 Rural community investments.

(a) Rural communities. As authorized by this section, each Farm Credit System (System) bank,
association, or service corporation (hereafter "institution™) may make rural community investments. All
investments that any System institution makes under this section in rural communities must be outside an
urbanized area as determined by the latest decennial census of the United States.

(b) Debt securities. Each institution may make investments in rural communities by purchasing
and holding debt securities. For the purposes of this section, debt securities are obligations that are
commonly recognized in the established capital markets as a medium for investment. Debt securities
exclude commercial loans and any instrument or transaction that is more similar to a commercial loan
than to a traditional investment instrument or transaction. Debt securities include government
obligations, corporate debt obligations, revenue bonds, asset-backed securities, as defined by 8§
615.5131(a), and mortgage securities, as defined by § 615.5131(h). Debt securities that institutions
purchase and hold under this section must provide funding in rural communities for:

(1) Essential community facilities such as hospitals, clinics, emergency services, and schools;

(2) Basic transportation infrastructure, such as roads, bridges, and other public transportation
systems;

(3) Revitalization projects that rebuild rural areas recovering from disasters where an emergency
has been declared pursuant to law;

(4) Rural development projects for which the issuer, sponsor, or provider of a guarantee is:

(i) The United States or any of its agencies, instrumentalities, or corporations, under programs
that have the specific purpose of directly financing economic development in rural areas; or

(ii) Any State, the Commonwealth of Puerto Rico, local or municipal governments, or other
political subdivisions.

(5) Non-System financial institutions for their activities that support rural development.

(c) Equity investments. System institutions may also make investments in:

(1) Rural Business Investment Companies that are established and operate in accordance with 7
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U.S.C. 2009cc et seq.; or

(2) Venture capital funds that are established to promote economic development and job
opportunities in businesses located in rural communities, so long as an institution does not:

(i) Invest more than 5 percent of its total surplus in venture capital funds and more than 2 percent
of its total surplus in any one venture capital fund;

(ii) Hold more than 20 percent of the voting equity of any one venture capital fund;

(iii) Participate in the routine management or operation of any venture capital fund;

(iv) Allow any institution director, officer, or employee to serve as director, officer, employee,
principal shareholder, or trustee of any venture capital fund, or of any entity funded by, or affiliated with
any venture capital fund; or

(v) Participate in any decision or action of any venture capital fund involving or affecting any
customer of the institution.

(d) Other investments approved by the Farm Credit Administration. System institutions may
make other investments in rural communities that are not expressly authorized by this section if they are
approved by the Farm Credit Administration. Written requests for Farm Credit Administration approval
must describe the proposed project or program in detail, explain its risk characteristics, and demonstrate
how such investments are consistent with the statutory mandate of the Farm Credit System.

(e) Restrictions on rural community investments.

(1) Portfolio limit. An institution must not invest more than 150 percent of its total surplus in
rural community investments.

(2) Obligor limit. An institution must not invest more than 15 percent of its total surplus in rural
community investments issued by any single entity, issuer, or obligor. This obligor limit does not apply
to obligations of the United States or its agencies, instrumentalities, or corporations. An institution must
count securities that it holds through an investment company towards the obligor limit of this section
unless the investment company's holding of the securities of any one issuer does not exceed 5 percent of
the investment company's total portfolio.

(3) Maturities for debt securities. Debt securities purchased by institutions under this section
must mature in not more than 20 years, except that debt securities may mature in not more than 40 years
if the United States or its agencies provide a guarantee or a conditional commitment of guarantee for 50
percent or more of the total issuance or obligation.

(4) Exclusion from the liquidity reserve. No Farm Credit bank shall include any investment made
in accordance with this section in its liquidity reserve under § 615.5134 of this part.

(5) Association investments. A System association may hold rural community investments only
with the approval of its funding bank. Each district Farm Credit bank must annually review all rural
community investments held by its affiliated associations.

(6) Attribution of service corporation investments. All investments in rural communities that
service corporations hold under this section must be attributed to their System institution parents based on
the ownership percentage of each bank or association.

(f) Management of rural community investments. Before a System institution invests in rural
communities, its board of directors must first adopt written policies for managing the institution's rural
community investments. Investment management policies must be appropriate for the levels, types, and
complexities of each institution's rural community investments. These written policies must comply with
requirements of 8 615.5133. Investments made under this section that System institutions classify and
account for as held-to-maturity securities in accordance with generally accepted accounting principles are
exempt from the requirements of paragraph (f) of § 615.5133. The board of directors must ensure that the
institution implements procedures and internal controls to ensure compliance with the board’s policies
and the regulation.

Dated: June 10, 2008
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Roland Smith,

Secretary,
Farm Credit Administration Board.
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FARM CREDIT ADMINISTRATION

12 CFR Chapter VI

RIN 3052-AC39

Statement on Regulatory Burden

AGENCY: Farm Credit Administration.
ACTION: Notice of intent; request for comment.

SUMMARY': The Farm Credit Administration (FCA, our, or we) is issuing a notice of regulatory review
and request for comment. The FCA will review its regulations to consider whether existing regulations
are inefficient or burdensome. The FCA is seeking public comment on the appropriateness of the
requirements it imposes on the Farm Credit System (System). We ask for comments on our regulations
that may duplicate other requirements, are ineffective, or impose burdens that are greater than the benefits
received. We are taking this action to improve the regulatory framework within which System
institutions operate.

DATES: Please send your comments to the FCA by August 22, 2008.

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 or the Federal eRulemaking Web site. As faxes are difficult for us to process and achieve compliance
with section 508 of the Rehabilitation Act, please consider another means to submit your comment if
possible. 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 E-mail: Send us an e-mail at reg-comm@fca.gov.

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

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

e Mail: Gary K. Van Meter, Deputy Director, Office of Regulatory Policy, Farm Credit
Administration, 1501 Farm Credit Drive, McLean, VA 22102-5090.

e FAX: (703) 883-4477. Posting and processing of faxes may be delayed. Please consider another
means to comment, if possible.

June 2008 1 FCA Pending Regulations & Notices



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:

Jacqui Melvin, Policy Analyst, Office of Regulatory Policy, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4268, TTY (703) 883-4434,

or

Mary Alice Donner, Senior Attorney, 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 notice is to continue our comprehensive review of regulations governing the
System and to eliminate, consistent with law, safety, and soundness, all regulations that are unnecessary,
unduly burdensome or costly, or not based on the law. We are requesting public comment to identify
FCA regulations that:
e  May duplicate other requirements;
® Are ineffective; or

e Impose burdens that are greater than the benefits received.

To accomplish our objective, we are targeting particular regulations for a more focused and in-depth
review.

I1. Background

The FCA is the independent Federal agency in the executive branch of the Government
responsible for examining and regulating System institutions. As a Government-sponsored enterprise, the
System primarily provides loans to farmers, ranchers, aquatic producers and harvesters, agricultural
cooperatives, and rural utilities.

I11. Regqulations under Review

The regulations of FCA that are subject to regulatory review described in this notice are codified
in title 12, chapter VI, of the Code of Federal Regulations. In our previous notices, we asked the public to
comment on all of our regulations, and we were able to accomplish our objective of reducing regulatory
burden. In this notice, we would like the public to comment specifically on these targeted regulations:
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(1) Part 607 — Assessment and Apportionment of Administrative Expenses;
(2) Part 614 — Loan Policies and Operations;

(3) Part 616 — Leasing;

(4) Part 617 — Borrower Rights;

(5) Part 618 — General Provisions; and

(6) Part 626 — Nondiscrimination in Lending.

IV. Requesting Comments

Your comments are appreciated and will assist us in our continuing efforts to identify and reduce
regulatory burden on System institutions. We will also continue our efforts to maintain and adopt
regulations and policies that are necessary to implement the Farm Credit Act of 1971, as amended, and
ensure the safety and soundness of the System. These actions will enable the System to better serve
America’s farmers, ranchers, aquatic producers and harvesters, agricultural cooperatives, and rural
utilities in changing agricultural credit markets.

Dated: June 17, 2008
Roland E. Smith,

Secretary,
Farm Credit Administration Board.
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73 FR 65567, 11/04/2008
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[6705-01-P]

FARM CREDIT ADMINISTRATION
12 CFR Chapter VI

RIN 3052-AC42 and 3052-AC39

Funding and Fiscal Affairs, Loan Policies and Operations, and Funding Operations;
Mission-Related Investments, Rural Community Investments; Regulatory Burden

AGENCY: Farm Credit Administration.
ACTION: Proposed rule and notice of intent; public comment notification.

SUMMARY: In June of 2008, the Farm Credit Administration (FCA, we, or us) published in the
Federal Register a proposed rule pertaining to investments in rural communities as well as a notice of
intent pertaining to regulatory burden, both requesting comments from the public. For both, a total of
five comments sent via the www.regulations.gov eRulemaking portal were not transmitted to the FCA.
We are asking any member of the public who used this method to send comments to FCA and believes
their comment may have been lost to contact the staff members listed below.

DATES: Please contact us on or before November 21, 2008.

ADDRESSES: You may review copies of comments we received on these two documents 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."

FOR FURTHER INFORMATION CONTACT:

Dale L. Aultman, Senior Policy Analyst, Office of Regulatory Policy, Farm Credit Administration,
McLean, VA 22102-5090, (703) 883-4498, TTY (703) 883-4434;

or

Mary Alice Donner, Senior Attorney, Office of General Counsel, Farm Credit Administration, McLean,
VA 22102-5090, (703) 883-4020, TTY (703) 883-4020.

SUPPLEMENTARY INFORMATION: On June 16, 2008, we published (73 FR 33931) a proposed
rule that would authorize each Farm Credit System bank, association, and service corporation to invest
in rural communities across America under certain conditions. The comment period for this proposed
rule ended on August 15. On June 23, 2008, we published (73 FR 35361) a notice of regulatory
review and request for comment pertaining to regulatory burden. That comment period ended on
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August 22, 2008. However, due to a technical software error that is now corrected, a total of five
public comments submitted via the www.regulations.gov eRulemaking portal were not transmitted to
FCA. Four comments pertained to the proposed rule on rural community investments and one
comment pertained to the regulatory burden notice.

The FCA supports public involvement and participation in its regulatory process. Therefore,
we would like any member of the public who submitted a comment, via the eRulemaking portal, and
believes their comment may have been lost to contact us so we may personally ensure that your
comment is included. You may contact us by calling one of the two individuals listed in the "“For
Further Information Contract™” section of this notice.

Dated: October 30, 2008

Roland E. Smith,

Secretary,
Farm Credit Administration Board.
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[6705-01-P]

FARM CREDIT ADMINISTRATION
12 CFR Parts 619, 620, 621

RIN 3052-AC35

Definitions; Disclosure to Shareholders; Accounting and Reporting Requirements; Disclosure and
Accounting Requirements

AGENCY: Farm Credit Administration.
ACTION: Proposed rule.

SUMMARY: The Farm Credit Administration (FCA, we, or our) is proposing to amend and/or make
revisions and technical changes to our regulations. These amendments are proposed to clarify FCA’s
regulations related to disclosure and reporting practices of Farm Credit System (System) institutions. In
addition, they will ensure that FCA regulations are consistent with System structural changes and are
updated to include changes to accounting and reporting standards.

DATES: You may send comments on or before January 23, 2009.

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 E-mail: Send us an e-mail at reg-comm@fca.gov.

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

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

e Mail: Gary K. Van Meter, Deputy 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 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.
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FOR FURTHER INFORMATION CONTACT:

Thomas R. Risdal, Senior Policy Analyst, Office of Regulatory Policy, Farm Credit Administration,
McLean, VA 22102-5090, (703) 883-4498, TTY (703) 883-4434,

or

Robert Taylor, Attorney, Office of General Counsel, Farm Credit Administration, McLean, VA
22102-5090, (703) 883-4020, TTY (703) 883-4020.

SUPPLEMENTARY INFORMATION:

I. Objectives

The objectives of this proposed rule are to:

e Clarify the FCA regulations related to disclosure and reporting practices of System institutions;
and

e  Ensure that FCA regulations are consistent with System structural changes and updated to include
changes to accounting and reporting standards.

1. Background

The Farm Credit Amendments Act of 1985 (1985 Amendments)1 added provisions to the Farm

Credit Act of 1971, as amended (Act),2 requiring FCA to regulate the disclosure and reporting practices
of System institutions. The Act, as amended by the 1985 Amendments, requires: (1) Each System
institution to prepare and publish annual financial reports as prescribed by the FCA; and (2) that the
annual reports contain financial statements prepared in accordance with generally accepted accounting
principles (GAAP) and be audited by an independent public accountant. To implement these
requirements, we issued regulations at part 620 (Disclosure to Shareholders) and part 621 (Accounting
and Reporting Requirements). The regulations established the requirements for the preparation of
financial reports by Farm Credit banks and associations, including annual reports to shareholders and
reports of condition and performance (Call Reports). The regulations also established requirements for
categorizing and maintaining information on high-risk loans and a requirement that each System
institution have its financial statements audited by a qualified public accountant. When developing the
regulations at parts 620 and 621, we considered the Securities and Exchange Commission’s (SEC)
disclosure and reporting requirements for public companies in effect at the time, as well as the
requirements of other financial institution regulators. We adapted these requirements to the cooperative
structure of System institutions.

Since our adoption of the regulations at parts 620 and 621, they have been revised several times
to address a variety of issues. Most recently, we revised the regulations to incorporate improvements in

governance and financial reporting best practices brought about by the Sarbanes-Oxley Act of 2002’ and
the SEC’s implementing regulations. While there have been a number of amendments to FCA’s
regulations over the years, the primary disclosure requirements for shareholder reports, Call Reports and
nonperforming loans have not changed significantly since they were adopted in the 1980s. However,
System structure has changed as have certain accounting and reporting standards. In order to incorporate
these changes into FCA’s regulations, as applicable, we propose the following amendments to parts 619,
620, and 621.
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I11. Section-by-Section Analysis

A. Generally Accepted Auditing Standards [88 619.9270(e) and 621.2(d)]

The Public Company Accounting Oversight Board (PCAOB) was created by the Sarbanes-Oxley

Act of 2002 to oversee the auditors of public companiesLl in the preparation of informative, fair, and
independent audit reports. As a result of its creation, public institutions are required to follow the
auditing standards that are established by the PCAOB, while nonpublic institutions may continue to
follow the standards that are established by the American Institute of Certified Public Accountants
(AICPA). We propose to revise the definition of generally accepted auditing standards in § 621.2(d) to
include reference to the standards and guidelines that are generally accepted in the United States of
America and that are adopted by the authoritative body that governs the overall quality of the audit
performance. Specifically, we propose to remove the language referring to the AICPA, and insert in its
place a reference solely to generally accepted auditing standards. Additionally, to ensure consistency
throughout the regulations, we propose to amend § 619.9270(e) to remove the language referring to the
AICPA, and insert in its place a reference to the authoritative body governing overall audit quality .

B. Signatures on Financial Reports [§ 620.3(b)(3)]

Section 620.3(b) and (c) provide the requirements for signing and certifying the financial
accuracy of the reportss by the institution’s chief executive officer (CEO), chief financial officer (CFO),
and a designated board member. Existing § 620.3(b)(3) provides that the designated board member that
signs and certifies the reports is the board member that certifies reports of condition and performance.
The language "reports of condition and performance" is a direct reference to the Call Report requirements
in part 621, Accounting and Reporting Requirements, which is an incorrect reference. Thus, we propose
to amend 8 620.3(b)(3) to remove the reference to reports of condition and performance.

C. Contents of the Annual Report to Shareholders; Incorporation by Reference [§ 620.5(a) through

(1

Section 620.5(a) through (e) requires that an institution’s annual report contain: (1) A description
of its business; (2) a description of its property; (3) disclosure of certain legal proceedings and
enforcement actions to which the institution is a party; (4) a description of its capital structure, and (5) a
description of its liabilities. In addition, 8 620.5(g) requires an institution’s annual report to contain a
management’s discussion and analysis (MD&A) section that must include information necessary to an
understanding of the institution’s financial condition, material changes thereto, and results of operations.
In certain circumstances, it may be appropriate for the institution to include the disclosures required by §
620.5(a) through (e) in the MD&A section of the annual report. In order to provide institutions flexibility
in meeting the above requirements and to avoid the occurrence of duplicate disclosures, we propose to
amend § 620.5(a) through (e) to allow the information required by these provisions to be incorporated by
reference to the MD&A section, so long as the descriptions and disclosures are appropriately included in
the MD&A as required by § 620.5(Q).

D. Description of Business: Significant Developments [§ 620.5(a)(4)]

Section 620.5(a)(4) requires disclosure of any significant developments within the last 5 years
that could have a material impact on earnings or the interest rates to borrowers. We are adding patronage
and dividends to the list for which disclosure of significant developments that have material impact is
required. Since an institution’s patronage and patronage policies and practices ultimately affect the
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patronage or dividend return to a patron/stockholder, we propose to further amend this section to
specifically require that changes to an institution’s patronage and dividend policies and practices be
disclosed if the changes are considered a significant development in accordance with the requirements of
this section.

E. Description of Business; the Institution’s Interdependent Relationship with its Funding Bank [§

620.5(a)(10)]

Section 620.5(a)(10) requires each association to disclose in its annual report the association’s
financial and supervisory relationship with its funding bank. In order that the section not be interpreted to
require only disclosure of the financial and supervisory relationships, but also include all interdependent
relationships between banks and associations, we propose to amend this section to remove language, such
as "financial” or "supervisory,"” that may be interpreted to limit the disclosure of the interdependent
relationship. While there is a financial and supervisory relationship between associations and funding
banks that must be disclosed, we conclude that the disclosure should further include a discussion of all
interdependent relationships so shareholders can understand the full extent of the relationship between an
association and its funding bank.

F. Description of Liabilities; Description of Statutory Responsibility for Repayment of Obligations
Issued by the Farm Credit System Financial Assistance Corporation [8§ 620.5(¢e)(4)]

Section 620.5(e)(4) requires disclosure of System institutions’ responsibility for repayment of
obligations issued by the Farm Credit System Financial Assistance Corporation (FAC). Because the FAC
has fulfilled its obligations and discharged its responsibilities under the Act and is no longer a chartered
entity, we propose to remove § 620.5(¢e)(4) in its entirety.

G. Selected Financial Data; Associations that are not Direct Lender Associations [8 620.5(f)(2)]

Section 620.5(f)(2) requires disclosure of selected financial data for each of the last 5 fiscal years
in the annual reports of associations that are not direct lender associations. Due to System structure
changes that occurred subsequent to the implementation of this section, all System associations are now
direct lenders. Therefore, we propose to remove this section of the regulation in its entirety.

H. Description of Funding Sources [8 620.5(q)(3)(i)(A)]

Section 620.5(g)(3)(i)(A) requires that an institution describe its outstanding consolidated
Systemwide debt obligations and other bond obligations used to fund its lending operations. We propose
to clarify that the requirement applies to all debt obligations held by each System institution, not just the
consolidated Systemwide debt and bond obligations. For example, this section would require that an
association describe the general financing agreement with its affiliated bank.

I. Listing of Directors and Senior Officers and their Terms of Office [§ 620.5(h)(1)]

Section 620.5(h)(1) requires the disclosure of the names of all directors and senior officers of the
institution, their respective position titles and terms of office. Most senior officers, as employees, do not
have agreed-upon terms of office with the institution. Therefore, in lieu of disclosing a term of office for
a senior officer, we propose to amend this section to require disclosure of the date the senior officer
commenced employment in his/her current position. The requirement to disclose the term of office for
directors would remain unchanged.
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J. Director Compensation [8 620.5(i)(1)]

Section 620.5(i)(1) requires System institutions to make disclosures concerning the compensation
of directors, including the total cash and noncash compensation paid to all directors as a group during the
fiscal year. However, the current regulation does not specify whether the disclosures should include only
those directors that are serving as of the date of the annual report, or if it should also include directors that
received compensation during the fiscal year, whether or not serving as of the date of the annual report.
As a result, disclosure practices vary among System institutions. Additionally, disclosure requirements
for System institutions” CEOs at § 620.5(i)(2)(i)(A) specifically require disclosure of compensation paid
to each individual CEO that served in his/her capacity as CEO during the fiscal year. In order to clarify
the requirements for director compensation and to conform these requirements with the disclosures
required for the CEO at § 620.5(i)(2)(i)(A), we propose to amend this section to clarify that the
disclosures required by § 620.5(i)(1) apply to all directors that served in that capacity during the fiscal
year, including those that resigned from the board or whose terms expired during the fiscal year.

K. Fees Paid to the Qualified Public Accountant Engaged to Conduct the Financial Statement
Audit [8§ 620.5(1)(2)]

Section 620.5(1)(2) requires each institution to disclose in its annual report all fees paid to its
qualified public accountant, with the fees segregated into three categories: audit services, non-audit
services, and tax services. The types of non-audit services must be individually identified and disclosed,
and each institution must state whether the non-audit services were approved by its audit committee. This
requirement applies only to the fees paid to the qualified public accountant engaged to conduct the
institution’s financial statement audit. The requirement is intended to help shareholders assess the
independence of the institution’s external auditor. It does not apply to fees paid to other qualified public
accountants not engaged to conduct the institution’s audit. Thus, we propose to amend § 620.5(1)(2) to
make this clarification.

L. Preparing and Publishing the Quarterly Report [§ 620.10(a)]

On December 4, 2007, the FCA issued a final rule (72 FR 68060) amending the disclosure and
reporting regulations for System institutions. The final rule revised the requirements for submitting part
620 reports to the FCA. Among other things, amended 8§ 620.4 requires that each System institution
prepare and send to FCA an electronic copy of its annual report and publish a copy of its annual report on
its Web site when it sends FCA the electronic copy. This amendment intended to strike a balance
between providing accelerated reporting and improved information flow to shareholders and investors,
allowing sufficient time for the issuance of a paper copy of the annual report to shareholders. This
amendment, however, did not address publication and filing requirements for quarterly reports to
shareholders. To further facilitate timely disclosure of financial information and improved information
flow to shareholders and investors, we propose to amend § 620.10(a) to include requirements for filing
the quarterly report electronically with the FCA and publishing the report on the institution’s Web site
when it sends the report electronically to the FCA. The section does not require that the quarterly report
be sent to shareholders. However, it must be made available for public inspection at the issuing
institution.

Additionally, we propose to amend § 620.10(a) to replace the language "Farm Credit bank and
direct lender association™ with "institution,” which is defined for purposes of § 620.1(f) to mean "any
bank or association chartered by the Act.”

M. Interim Financial Statements and Pro Forma Presentations Subsequent to Consummation of a
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Business Combination [8 620.11(b)(4) and (b)(5)], and Reporting Accounting Changes and Error
Corrections [8 620.11(b)(6) and (b)(7)]

The Financial Accounting Standards Board (FASB) develops and establishes financial accounting
and reporting standards and the hierarchy under which those standards are to be applied (i.e., GAAP).
The recent issuance by the FASB of certain standards has necessitated a review of our regulations that are
affected by the new standards.

Section 620.11(b)(4) and (b)(5) established the interim financial reporting requirements for
System institutions that consummated a business combination, merger, consolidation, etc. (hereinafter
referred to solely as a business combination), using either the pooling or purchase methods of accounting.
The interim financial reporting requirements were affected by the FASB’s issuance in 2007 of Statement
of Financial Accounting Standards (SFAS) 141(R) because:

e FCA regulations require that System institutions prepare financial statements and reports in
accordance with GAAP, thus all System institutions are required to adopt SFAS 141(R) and its
disclosure requirements;

e SFAS 141(R) requires that the acquisition method of accounting be used to account for all
business combinations, including combinations of mutual enterprises, thus the references in §
620.11(b)(4) and (b)(5) to pooling and purchase methods of accounting are no longer relevant;
and

e Indeliberating the new standard, the FASB agreed that the definition of a mutual enterprise
includes cooperative entities, thus the acquisition method of accounting prescribed by SFAS
141(R) is GAAP for System institutions.

SFAS 141(R) is effective for all business combinations that have an acquisition date on or after the
beginning of the first annual reporting period beginning on or after December 15, 2008. Therefore, as of
the effective date, System institutions will be required to apply SFAS 141(R) to business combinations
with an acquisition date of January 1, 2009, or thereafter. Accordingly, since 8 620.11(b)(4) and (b)(5)
will no longer apply to current GAAP, we propose to remove these sections in their entirety.

FCA reporting requirements for accounting changes are found in § 620.11(b)(6) and (b)(7). The
FASB issued SFAS 154, Accounting Changes and Error Corrections, which replaced Accounting
Principles Bulletin Opinion No. 20 and SFAS 3 and changed the requirements for the accounting for and
reporting of a change in accounting principles. SFAS 154 was effective for accounting changes and
corrections of errors made in fiscal years beginning after December 15, 2005. Since SFAS 154 addresses
the accounting and reporting requirements covered by existing § 620.11(b)(6) and (b)(7), and since
System institution financial statements and reports are required to be prepared in accordance with GAAP,
we propose to remove 8§ 620.11(b)(6) and (b)(7) in their entirety.

N. Independent Public Accountant [§ 620.11(e) and § 620.21(f)]

Section 619.9270 provides FCA’s definition of "qualified public accountant or external auditor."
In order to ensure that § 620.11(e) and § 620.21(f) are consistent with the definitions established in §
619.9270, we propose to amend § 620.11(e) to replace the references to "independent public accountant™
with "qualified public accountant or external auditor.” Additionally, we propose to amend 8§ 620.21(f) to
replace each reference to "independent public accountant™ or "accountant™ with "qualified public
accountant or external auditor."

O. Accounting for the Allowance for Loan Losses and Chargeoffs [§ 621.5(a)]
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Our existing rule at § 621.5(a) on the allowance for loan losses states that System institutions
shall maintain, at all times, an allowance for loan losses that is adequate to absorb all probable and
estimable losses that may reasonably be expected to exist in the loan portfolio. This requirement was
intended to be consistent with GAAP existing at the time. The accounting for the allowance for loan
losses continues to evolve as additional pronouncements and other guidance are issued by the FASB and
other standard-setting bodies. Therefore, to ensure that the accounting for the allowance for loan losses
remains current with industry standards, we propose to amend this section by revising the language to
clarify that a System institution’s allowance for loan losses should be determined in accordance with
GAAP.

P. Reports of Condition and Performance; Applicability and General Instructions; Filing of
Reports [§ 621.12(c)]

We propose to revise this provision because all Call Reports are currently submitted
electronically, and the instructions for the preparation of the Call Reports are available on the Agency’s
Web site. Additionally, we propose to amend § 621.12 to require that institutions file their Call Reports
in accordance with the instructions prescribed by the FCA.

Q. Technical Corrections [§ 620.5]

In a previous rulemaking, 8 620.5 was amended by removing the word "financial" and adding in
its place the word "financing.” The intent of the change, however, was to remove the word "financial"
and add in its place the word "financing"” only as it appeared in § 620.5(2)(8), rather than in 8§
620.5(a)(4), 620.5(e)(2), 620.5(f), 620.5(f)(1)(iii), 620.5(g), 620.5(g)(1)(iv), 620.5(g)(2)(ii),
620.5(g)(2)(vi), 620.5(j)(3)(ii), and 620.5(m)(1). Therefore, we propose to amend § 620.5 to correct
instances where the word "financial" was inadvertently replaced with the word "financing."

IV. Requlatory Flexibility Act

Pursuant to section 605(b) of the Regulatory Flexibility Act (5 U.S.C. 601 et seq.), 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 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, System institutions are not "small entities" as defined in the Regulatory Flexibility
Act.

'Pub. L. 99-205, 99 Stat. 1678, Dec. 23, 1985.
‘Pub. L. 92-181, 85 Stat. 583, Dec. 10, 1971.
*Pub. L. 107-204, 116 Stat. 745, July 30, 2002.

‘A public company is a company that is permitted to offer its registered securities (stock, bonds, etc.) for
sale to the general public, typically through a stock exchange, but also may include companies whose
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stock is traded over the counter (OTC).

"Section 620.1(0) defines "report"” as the "annual report, quarterly report, notice, or information statement,
regardless of form, required by this part unless otherwise specified."”
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List of Subjects in 12 CFR Parts 619, 620 and 621

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

For reasons stated in the preamble, parts 619, 620, and 621 of chapter VI, title 12 of the Code of
Federal Regulations are proposed to be amended as follows:

PART 619--DEFINITIONS

1. The authority citation for part 619 continues to read as follows:

Authority: Secs. 1.4,1.7,2.1,24,2.11,32,3.21,4.9,5.9,5.12,5.17,5.18, 6.22,7.0, 7.1, 7.6,
7.8, 7.12 of the Farm Credit Act (12 U.S.C. 2011, 2015, 2072, 2075, 2092, 2123, 2142, 2160, 2243, 2244,
2252, 2253, 2254, 2278b-2, 2279a, 2279a-1, 2279b, 2279b-2, 2279f).

2. Section 619.9270 is amended by revising the second sentence of paragraph (e) to read as
follows:

§619.9270 Qualified Public Accountant or External Auditor.

* * X * *

(e) * * * For the purposes of this definition, the term "independent” has the same meaning as
under the rules and interpretations of the authoritative body governing overall audit performance. * * *

PART 620--DISCLOSURE TO SHAREHOLDERS
3. The authority citation for part 620 continues to read as follows:

Authority: Secs. 4.19,5.9,5.17, 5.19, 8.11 of the Farm Credit Act (12 U.S.C. 2207, 2243, 2252,
2254, 2279aa-11); sec. 424 of Pub. L. 100-233, 100 Stat. 1568, 1656.

Subpart A--General

4. Section 620.3 is amended by revising paragraph (b)(3) as follows:

8 620.3 Accuracy of reports and assessment of internal control over financial reporting.
* * * * *

(b) * * %

(3) A board member formally designated by action of the board to certify reports on behalf of
individual board members.

* * * k% *

Subpart B--Annual Report to Shareholders

5. Amend § 620.5 as follows:
a. Remove the word "financing" and add in its place the word "financial" each place it appears in

paragraphs (e)(2), (f) introductory text, (f)(2)(iii), (g) introductory text, (g)(1)(iv), (g)(2)(ii), (g)(2)(vi),
(1)(3)(ii), and (m)(1);
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b. Revise the introductory paragraph, paragraphs (a)(4), (a)(10) introductory text, (9)(3)(i)(A),
(h)(1), (i), and the first sentence of paragraph (1)(2);

c. Remove paragraphs (a)(10)(v), (€)(4) and (f)(2); and

d. Redesignate existing paragraphs (f)(3) and (f)(4) as newly designated paragraphs (f)(2) and
(H(3).

8 620.5 Contents of the annual report to shareholders.

The report must contain the following items in substantially the same order, except that
information required by paragraphs (a) through (e) of this section may be referenced to information
required by paragraph (g) so long as the descriptions and disclosures are appropriately included in
paragraph (g) of this section:

(a) * x *

(4) Any significant developments within the last 5 years that had or could have a material impact
on earnings, interest rates to borrowers, patronage, or dividends, including, but not limited to, changes in
the reporting entity, changes in patronage policies and practices, and financial assistance provided by or
to the institution through loss-sharing or capital preservation agreements or from any other source;

* * * * *

(10) For associations, in a separate section of the annual report, discuss the interdependent
relationship between the association and its funding bank, including, but not limited to, the financial
relationship, a service provider relationship, other material operational relationships, and other specific
issues or areas that create a material interdependent relationship between the association and its funding
bank. This separate section may reference information from other sections of the annual report. Ata
minimum, the separate section must include the statement required by 8 620.2(h)(2)(i) of this part and the
following information required elsewhere in this section, if applicable:

* * % k% *

(g) * * *

(3) * * *

(i) * ok ok

(A) Describe the average and yearend amounts, maturities, and interest rates on outstanding
consolidated Systemwide debt obligations, bond obligations, or any other obligations used to fund the
institution's lending operations.
* * * * *

(h) * * *x

(1) List the names of all directors and senior officers of the institution, indicating the position
title and term of office of each director, and the position, title, and date each senior officer commenced
employment in his or her current position.

* * * k% *

(i) Compensation of directors and senior officers.
For the purposes of this paragraph, disclosure of compensation paid to and days served by directors
applies to any director who served in that capacity at any time during the reporting period.
* * * * *

(I) * * *

(2) Disclose the total fees, by the category of services provided, paid during the reporting period
to the qualified public accountant engaged to conduct the institution’s financial statement audit. * * *

* * k% k% *

Subpart C--Quarterly Report
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6. Amend 8 620.10 by revising paragraph (a) to read as follows:

8 620.10 Preparing the quarterly report.

(a) Each institution of the Farm Credit System must

(1) Prepare and send, to the Farm Credit Administration, an electronic copy of its quarterly report
within 40 calendar days after the end of each fiscal quarter, except that no report need be prepared for the
fiscal quarter that coincides with the end of the fiscal year of the institution; and

(2) Publish a copy of its quarterly report on its Web site when it sends the report electronically to
the Farm Credit Administration.

* * * k% *

§ 620.11 [Amended]
7. Amend 8 620.11 as follows:
a. Remove paragraphs (b)(4) through (b)(7);
b. Redesignate existing paragraph (b)(8) as newly designated paragraph (b)(4); and

c. Remove the words "independent public accountant,” "an independent public accountant,” and
"the independent public accountant™ and add the words "a qualified public accountant or external auditor”
in each place they appear in paragraph (e) and its heading.

Subpart E--Annual Meeting Information Statement

8. Amend 8 620.21 by revising the heading and paragraph (f) to read as follows:

§620.21 Contents of the information statement and other information to be furnished in

connection with the annual meeting or director elections.
* KX X * *

(f) Relationship with qualified public accountant or external auditor. If an institution of the
Farm Credit System has had a change or changes in its qualified public accountant or external auditor
since the last annual report to shareholders, or if a disagreement with a qualified public accountant or
external auditor has occurred, the institution shall disclose the information required by § 621.4(c) and (d)
of this chapter.

PART 621--ACCOUNTING AND REPORTING REQUIREMENTS
9. The authority citation for part 621 continues to read as follows:

Authority: Secs. 5.17, 8.11 of the Farm Credit Act (12 U.S.C. 2252, 2279aa-11); sec. 514 of
Pub. L. 102-552.

Subpart A--Purpose and Definitions

10. Amend § 621.2 by revising paragraph (d) to read as follows:

8§ 621.2 Definitions.

* * k% * *
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(d) Generally accepted auditing standards means the standards and guidelines that are generally
accepted in the United States of America and that are adopted by the authoritative body that governs the
overall quality of audit performance.

* * k% * *

Subpart B--General Rules

11. Amend § 621.5 by revising paragraph (a) to read as follows:

8 621.5 Accounting for the allowance for loan losses and chargeoffs.

* * k% * *

(a) Maintain at all times an allowance for loan losses that is determined according to generally
accepted accounting principles.

* * X * *

Subpart D--Report of Condition and Performance

12. Amend § 621.12 by revising paragraph (c) as follows:

§621.12 Applicability and general instructions.

* * * k% *

(c) All reports of condition and performance shall be submitted electronically in accordance with
the instructions prescribed by the Farm Credit Administration and located on its Web site.

Dated: November 17, 2008.
Roland E. Smith,

Secretary,
Farm Credit Administration Board.
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